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1 Introduction and goals of the dissertation

,Crisis? Which crisis?”

The expression “economic crisis” is still omniprgisé many countries of the world.
European countries like Greece, Ireland and Poriamgaverging on national bankrupt-
cy. When asking a Chinese about the economic ans&)09, he will answer that the
crisis only caused a small breakage in the aml@texonomic plan and that the short-
negative effects are already surmounted or forgaitethe World Bank summed up in
the latest report bay saying that 'East Asia hesvered itself from the economic and

financial crisis®.

Though by the end of 2008 China was also situatedthreatening situation. Ten thou-
sands of people lost their jobs, the property ntack#apsed and social riots were about
to come up. China’s development model was on tbksrcAnalysts and international
organizations amended their estimations constamdhywnwards concerning China’s
economic developmentin 2009 they had to accept a throttling econonnaagh of 8.7

%. As a result, in March 2010, the Chinese govenirpeadicted a ‘complicated situa-
tion” for the upcoming years insofar as the forrsteategies that had created the eco-
nomic miracle, such as exports and investmentsbait the workbench of the world
would not function anymore. Consequently, the Céengovernment focused on serious
infrastructure programs, export and agriculturdsand the opening of the credit tap of
the banks in order to establish a new sustainabldeirin favor of the domestic market

that was supposed to protect China from the negglisbal economic effects.

Nevertheless, despite the fact that China preditdedhemselves to leave aside the
former strategies, such as export and investmant&crease in imports and direct in-
vestments can be detected particularly after 200%teign companie$.The blatant

reasons, especially for direct investments in Chivere among others on the one hand

the huge market potential with more than 1.3 hillatizens and on the other hand the

! Worldbank (2011)

2 www.wiwo.de (2008); www.wiwo.de (2009)
% www.welt.de (2010)

* See also figure 14
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cost efficient business environment. Including Gamntompanies were and still are
fascinated by the possibilities and the advantfggtsChina can offer and hence hazard

the expansion towards Chiha.

1.1 Goals of the dissertation

The goal of this paper is to look at small and medsized companies (SMEs) and their
way to China depicting and analyzing how they orgeah their way to China, how they
evaluate their current situation in China, andthigir opinion, how the economic situa-

tion in China will change in the future.
The underlying examination questions are as follows
*  Why and how do German SMEs expand to China?
* How do German SMEs master their current operaiioi@hina?
* How do German SMEs evaluate their future within@enese market?

The real novelty of the dissertation is the empiristudy and its detailed analysis in

chapter 6. Especially the part of the study that$es on the estimation of the SMEs on
their current business situation in China afterwueld economic crisis and their esti-

mation of future broadens the understanding of Ger®ME in China on the one hand
in the literature and on the other hand in the toralcworld.

The answers to the above mentioned research gogstre supposed to serve as infor-
mation and assistance for SMEs, which are lookorgaf way to internationalize suc-
cessfully to China or to further establish theimgetitive position there against the

backdrop of constantly and faster changing conaitiof the market.

The contemporary literature answers the researeltigms unsatisfactorily. Though, a
glut of works dealing with ‘internationalization obmpanies' concerning strategies of
market entry, can be found in the German-speakingell as in the English-speaking
literature. Similarly, there are many works aboutir@ or papers about SMEs. But
looking for information about German SMEs and hdwyt have entered the Chinese
market, which strategies for market cultivationytlearrently follow, how they evaluate

their current and future economic environment,rémilts are unsatisfactory. It is even

more unsatisfying when one searches for informatiothis topic in English.

® EU SME Centre (2011)
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Hereinafter, a brief overview of the currently dable works and literature about these
themes will be presented.

When expanding to a new country one of the mosbmapt questions a company has
to answer is which market entry strategy to takee Theories of direct investment by
Fayerweather (1975), Aharoni (1966), Tesch (19A9mer (1960) and Dunning (1979)

provide various explanations why companies stapaegion and go international. Of

great importance are also the theories by Vern@6&)Land Johanson/ Vahlne (1977)
which differ from the theories of direct investmémsofar as they do not present static
views on internationalisation. These studies canséen as an analysis of the in-

ternationalization process over time.

The theoretical model to evaluate the advantagdsdeadvantages of various market
entry strategies and their underlying context feects the theory of transaction cost. The
work by Williamson (1990) set the basis for thigdhy. Anderson/ Gatignon (1986)
have analysed the relation by distinguishing betwt® determining factors and the
dimensions of control of market entry activitieslaelating it with the theory of trans-
action cost. Kappich (1989) has also used the yhafotransaction cost in order to illus-
trate the various cooperation models in internatiaation strategies. Contractor (1990)
and Hill/ Hwang/ Kim (1990) have discussed inteiorad! contracts, Joint Ventures and
fully-owned enterprises with the help of the trastgm cost theory. In 1990 Kutschker
has related internationalization strategies with titansaction cost theory. Research on
the theory of transaction cost as an explanationri@rnationalization strategies has
also been done by Weiss and Helm, but those stddiesot focus on a specific coun-
try.

Within the last two decades China became more ame popular for German compa-
nies in terms of sourcing, production and/ or asoantry to market their products.
Within the same time period more studies relatethéoChina engagement of German
firms evolved. Important contributions that deserddl context factors regarding China
have been presented by Hiemenz/ Li (1986), SienGeigsbauer (1996), Vanhonacker
(1997), Wang/ Zhang/ Googfellow (1998), Ambler/ ¥¢it (2000), Boos/ Boos/ Sieren
(2003), Nippa (2004), Teng (2004), Holtbrigge/P(@%05), Kaufmann, L. et al. (2005)
or Hofer/ Ebel (2007). Most of the research that wlane on market entry modes in
China was done on ‘joint ventures’ even if the gmirode ‘acquisition’ is more com-

mon worldwide. With special regards to China, theyemode ‘acquisition’ can be neg-
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lected due to the fact that before China entered¥i O in 2001 the acquisition of Chi-
nese companies was prohibited by the Chinese gmesta The empirical study of Lu-
britz (1996) shows that the fit of quality understang, market orientation, flexibility,
strategy and goals in international alliances ofEShare of very high importance. Chi-
nese entry barriers for German industrial goodsufaturers were analysed and sup-
ported by case studies by Schwaderer (1993). Z¢1®98) conducted a survey on fac-
tors that determine market entry strategies of Garmdustrial and consumer goods
manufacturers. He concludes that the choice ofyesttategy is influenced by internal
company factors and external market framework didpanies’ monetary resources or
Chinese market entry barriers. In recent yearsrabgéudies have been conducted on
the analysis of success factors of China engagenw@nGerman companies. On the
basis of a questionnaire that was sent to 150 Gemrngerprises who were involved
with China, Hilger (2001) compared the successofactor different China engage-
ments. Hilger's work has given valid insights tee thesearch of internationalization
strategies and, hereby, has offered managers, gagater the Chinese market, help in
decision making and strategy formulation. Neveghg| his analysis just focused on
German companies in general, which means thatiridenfys would hold for SMEs as
well as big companies. Therefore, authors stademhcentrate more on the differences

in market entry strategies between SMEs and bigoanies.

In comparison to big companies SMEs have limitesbueces in terms of capital, per-
sonnel, management and know-how. The question hemnén SMEs should choose
their expansion/ market entry strategy for Chinalevtaking into account limited re-
sources and limited experience within the inteoralisation process has not been an-

swered properly.

Lin (2000) discussed the choice of location of Gamrmedium sized companies within
China. The analysis of potential success factarspecific entry modes (joint venture
and wholly owned enterprises) in China of Germath &wiss medium sized companies
was conducted by Bilk (1997). As a criterion heduiee duration of amortisation.

Haeusgen (2000) researched the determination faofomarket entry modes for me-
dium sized companies with the help of case stutiessample selection of companies
just focused on the machine building industry. Hagem also lacks of presenting an in-

depths analysis of the market entry process.
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1.2 Outline of the dissertation

The dissertation is divided into two major partbeTirst part, covered by chapters 1 to
5, builds up the theoretical background for intéioralization of German SME to Chi-

na and the second part, covered by chapter 6 eclyas the theoretical findings with an
empirical study conducted among German SME who enedgttheir expansion to China

successfully in the past.

Chapter 2 gives a definition and distinction of SdAfter that, their special signific-
ance in the context of the German economy will escdbed. Furthermore, within the
scope of this paper, it will be particularly poidteut why especially those companies

have the need for internationalizing processeshioa

In chapter 3 the People’s Republic of China acthmtry of opportunities for German
SMEs will be analyzed. Firstly, the determiningtéas for Germany are illustrated from
the economic, politico-social and legal perspectiereover, the German-Chinese eco-

nomic relations will be displayed.

The fourth chapter will deal with the internatiomation process which has to be the
basis for the transnational trade. The first palt discuss the motives for an interna-
tional expansion which can be cost-, market- oretition-oriented. Furthermore, spe-
cial characteristics or determining factors for SM#ill be shown with regards to their
foray abroad. The second part of the chapter vall dvith the forms of strategies of
market entry. The forms of foreign market cultieati such as export, joint venture or
subsidiary companies abroad, will be describedeitaid In addition, the individual ad-

vantages and disadvantages will be contrastedllfinawill be pointed out which

strategies of market entry are chosen by GermansSME

Chapter 5 will focus on factors that are necessaryGerman SMEs to be successful
abroad. Chapter 5.1 will deal with the externatdes of success to the company, whe-

reas chapter 5.2 will shine a light on the intefaators of success to the company.

Chapter 6 will present the results of the empirgtaldy about the way German SMEs
coped with the expansion, how they evaluate theireat situation in China and how, to
their mind, will change the economic situation ve future. The themes that will have
been mentioned in the theoretical chapters befollebes taken up again by means of

concrete practical questioning in the scope ofsthdy. For example, the motives for an
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expansion to a foreign country, the forms of sgye® of market entry, the internal and
external factors for a successful market entrjherduccessful market cultivation.

Finally, chapter 7 will summarize the results antll lwok out on possible questions that
could not be answered in the scope of this papdrcauld serve for future investiga-

tions.

1.3 Methodology

Chapters 2-5 of the dissertation, e.g. the themaktionsiderations of the given theme,
entirely rely on secondary research. The main ssufar this research are German and
international literature that focus for exampletba following topics SME, China, in-
ternationalization and success factors for expansstatistics by government institu-
tions are taken to support the analysis with sulbistedata. Studies of institutes like the
German Chamber of Commerce in China and a casg efual German SME that pur-
sued the expansion to China are utilized as wellitither enrich the understanding of

internationalization from a more practical pointvagw.

The empirical study and its detailed analysis iapthr 6 on the other hand are primary
research. This part of the dissertation is a reayness in the understanding of the given
topic of the dissertation and is used to test oifywéhe literature base presented in the

previous chapters.

The research method is a survey which relies ostguanaire containing 27 core ques-
tions with a choice of multiple given answers. Tjuestionnaire has been used since it
is one of the most appropriate tools to reach Ger8MEs in China and to get insights

of a large number of enterprises:

* Questions and answers are predefined to give gegdand to simplify the ans-

wering process for the participating SMEs — eadyaiadle and quick to do

e« The SME can decide when it has the time to anseegtiestionnaire since the

time frame for answering has been set to 6 moi@t 010 — March 2011)

* The distance between Germany and China eliminggareh methods like per-

sonal interviews or group studies

» Case studies would have give a more depths andlysithe sample size would
not have been big enough to serve for the entinen@e SME community in
China
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* Sending the questionnaire via email is inexpensive

The design of the questionnaire is based on 27tigneswhich cover 4 main research

topics:
1. Information on the German SMEs in China (9 quesfion
2. Expansion process of the SMEs to China (8 questions
3. Evaluation of their current business evaluatio€mna (6 questions)
4. Forecast of their future business environment im&k4 questions)

The structure, the questions and the options fay ref the questionnaire are defined by
the author but geared to other surveys conductedxample by German Industry and
Commerce or private Consulting firms like Rolandrdgs or Fiducia Management

Consultants.

The sample for the survey should contain of Ger®BIE operating in China. There-
fore at first German SME had to be defined accadinthe criteria of the German Min-
istry of economic affairs, small businesses, tetdmoand traffic (classification see in
chapter 2.1). Then the list of all German compaf&&SD’) operating in China had to

be screened according to the given criteria tongéethhe sample size.

The questionnaire was send out to 512 valid Germainess addresses in China that
fulfilled the predefined criteria and the returrotp of completed surveys was as high as
9% (46 SMESs). According to comparable stutitee panel’s composition is representa-
tive for the total number of German SME operation€hina and the findings and opi-
nions are representative for the majority of Gern8ME business communities as well.
However, this report is only meant to provide valeansights for German SMEs inter-
ested in China expansion or SMEs, already operatinghina, from which they can
derive ideas and proceedings for their own busisgssegy. Since every company has

® The German Company Directory is the only offidakctory of all German companies in China. It is

the primary source of information for determinindgpish German companies are already in China.
The German Company Directory is created and maiethby DEinternational/German Industry &
Commerce (GIC) and Real SoftService. DEinternatié®@arman Industry & Commerce (GIC) is the
service provider of the Delegations of German Itguand Commerce (AHK) in China. AHK and
GIC belong to the worldwide network of some 120rseas German Chambers of Commerce, Dele-
gations, Representative Offices and DIHK-Servicenfanies in more than 80 countries under the
umbrella of the Association of German Chambersndiustry and Commerce (DIHK) in Berlin. The
offices and subsidiaries of AHK and GIC in BeijirShanghai and Guangzhou support German com-
panies in establishing and extending their acésitn China on a bilateral basis.
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its individual company background and businessrenment this survey cannot serve
as an individual layout for a solid, successful i@hstrategy that suits every German
SMEs. Moreover, it has to be clarified that tho84ES who were not successful in their
China expansion have not been able to participatba survey since they have ceased
their businesses and left China again alreadyetbis, their opinions and experiences
are not included in the findings. Taking this faxtb account it may be the case that the

results of this survey are slightly painted in gmnd light.

" ,Survey on Business Confidence in China“, condddby the German Chamber of Commerce and

Fiducia Management Consultants, Shanghai Augusbibo



2 Small and medium-sized enterprises (SME) 17

2  Small and medium-sized enterprises (SME)

Within the literature it is often referred to SMEs the spine of the German econdmy.
They earn the main part of the German GDP and diffeworkplace to more than 20
million Germans. The economic success of the SMiEEmat only be ascribed to cus-
tomers in Germany. As early as possible, the SMillevied the German large-size
enterprises, which became the forerunner for tiobdailinternationalization and pro-
moted the exports, which took place at first in Enegopean countries and later, as part
of the globalization, in more remote countriestod world that offered promising sales

markets’

The following paragraph will illustrate in detdile SMEs in Germany. To begin with, a
definition and distinction will be made in chaptefd followed by a description of the

special significance of these companies with regéodhe German economy. Further-
more, the question will be discussed why especthlyge companies are in need of the

already mentioned internationalization process td&/&hina.

2.1 Definition of German SME

Although the terms 'large-scale industry’” and 'smadl medium-sized' companies are
used frequently, a clear definition and distinctappears to be very difficult.This can
be exemplified by the following comparison. Can edmm-sized enterprise that makes
profit compared to a large-scale enterprise, bth wismaller number of employers, still
be defined as a SME?

This is approved b¥itaufmani* andWiebé? who also point out that the manifold defi-
nitions and distinctions of SMEs in the literatlgad to inconsistency of the same.

Some works make a basic and definitional distimctioterms of quantitative and qua-

litative criteria.

8 Geulen (2001), p.25ff

° Meyer (2000), p. 19ff; Bamberger/ Evers (19971 @3ff
9 phohl, H.Ch/ Kellerwessel, P. (1990), S. 18ff

1 Kaufmann (1993), p. 10

12 \Wiebe (1991), p. 56
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Quantitative criteria include, among others, thassification by the number of em-
ployees according to the size of company. Accordanthis, small and medium-sized
enterprises are said to employ from 2 to 1,000 eygas. Other quantitative criteria are

turnover, numbers of machines, capacity'&tc.

In contrast to the quantitative criteria the qudiite criteria contain a clearer definition
of the small and medium firm sector. A crucial @weristic for a small and medium-
sized enterprise is the role of the entrepreneur etmbodies investor and executive
director at the same time. The entrepreneur, mieiivay his entrepreneurial commit-
ment, organizes all company-internal and exterofviies and, hence, forms the com-
pany’s identity and the value system. The ente¥psishe entrepreneur’s means of exis-

tence as well as his/her life’s wdfk.

Another important qualitative criterion for the meu-sized sector is the financial and
personnel resource restriction owing to the smadl sf small and medium-sized enter-
prises. The financial deficit can be explained by antagonistic interests of the busi-
ness owner. On the one hand there is the wishharme the financial situation of the
firm by means of external investors. On the othemchit is preferred by the owner to
keep as many rights of control and monitoring is/ler hand as possible. The person-
nel deficit can be characterized by the small nundfeemployees as by their insuffi-
cient qualification. On their way to internatiormtion SMEs have to face their lack of
experience when it comes to business abroad acultofal knowledge as well as insuf-

ficient language proficiency.

Another criterion for SMEs is the spatially andtiedly very small range of products.
However, this fact is not only considered negativblt is also regarded as a chance to
meet customers” special and individual néédesides, SMEs are more flexible and
adjustable by virtue of short decision making psses due to less influence within the
hierarchical levels. This enables SMEs to reachnging market situations differently

and to work on, for example, market niches withedtsd international sales and export

13 \Wasner (1984), p. 12ff

1 Miller (1995), p. 33ff

15 Kaufmann (1995), p. 202ff., Koller/ Raithel/ Wagri&998), p. 176, Steinmann (1989), p. 1510ff
18 Steinmann (1989), p. 1517
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potential. In contrast, this specific and efficiéleixibility can be realized only to a li-

mited extent within large-sized enterprisés.

Nevertheless, compared to large-sized enterpi&dgs are lacking the possibilities to
offset their risks within the internationalizatioprocess. Hence, ill-conceived-
investments harm the less financially powerful SMiesy negatively which is why
careful planning of the risks of the foreign busimes of high significanc&.Beyond
that, further external factors that cannot be mficed have to be considered during the
internationalization process. These are, for exantpe nature of market, the quality of
local input factors, cultural differences as wallteade barriers, political instability and
legal and exchange rate uncertaititjll these factors will be explained in more detail

in the following paragraphs of this paper.

The 'Institut fir Mittelstandsforschud(German Research Institute for SMESs) defines
SMEs as the following. The SME sector implies @lf-employed in liberal profes-
sions, craft as well as industrial enterprises thiétl the following criteria:

* less than 500 employees
+ an annual turnover of lower than 50 million euro

Within the given definition, smaller enterpriserg durther differentiated according to

the following criteria:
* less than 10 employees
« an annual turnover of lower than 1 million euro

In addition to the quantitative criteria related gales and employment figures, the

above-mentioned institute also names qualitatiiteréa that are characteristic for SME:
e entity of property, accountability and leadership
» firm’s independence from other enterprises

e accountability to a certain degree of the ownerceomng company-relevant de-

cisions.

" Kaufmann (1993), p. 11ff

18 Kaufmann (1993), p. 14 f

1% Brassen/ Behnam/ Gilbert (2001), p. 422 f
20 \www.ifm-bonn.de(2010)
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According to this definition more than 99% of atiterprises belong to the SME sector

in Germany.

The present paper will use a definition of SMEsellasn the interpretation of the ' Mi-
nisterium fir Wirtschaft und Mittelstand, Technadlgnd Verkehf* (Ministry of eco-

nomic affairs, small businesses, technology anftidyasince this definition meets best
the characterization of the German companies @wsiChina. Referring to this SMEs

are enterprises
» that employ less than 1,000 employees
» that generate an annual turnover of 250 millioroeairthe most

* whose capital or voting stock is not to 25% or mameler the possession of one
or more enterprises that do not meet the definiitbsmall and medium-sized

enterprises.

2.2 Importance of German SME in Germany

Due to the above outlined problematic nature ofnale§ or distinguishing SMEs, it is
difficult to quantify the actual significance of 3 for the German economy in abso-
lute numbers$? Nevertheless, it is needless to say that SMEsfanéggh importance for
the German economy, which is supported by Fritstio womes to the result that
‘SMEs are a crucial component of the German econantyespecially young compa-

nies give new incentive$®’

According to estimations of the 'IfM Bonn' (Resdmatostitute of small and medium-
sized businesses), about 3,200,000 companies @xist&ermany in 2009. 99.7% of
them meet the SMEs” characteristic entity of priypand leadership and, hence, have
to be considered as family businesses, or morefsadly, generate less than 50 mil-

lion euro®

21 Deutsches Ministerium fiir Wirtschaft und Mittelsth Technologie und Verkehr (2009)
22 Acs/ Audretsch (2005), p. 205-234.

23 Fritsch in Acs/ Audretsch (1992), p. 38.

4 IfM Bonn (2009)
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Business industries of SMEs in Germany
totalno. of companies: 3.186.878 (2008)

0,8%

1.9% \ 0.4% g104
z,a%—\ [

28%

B Wholesale andretail trade

= Professional, scientific & techmicalservices
u Construction
B Realestate activities
m Manufacturing
B Accommodation and food services
m Other services
B Himan health and social work
0 Administrative and support services
= Information and comnunication
B Transportation and storage
w Arts, entertainment andrecreation
Education
Fnancial and msurance
Electricity, gas
Water supply, sewerage, waste manageiment

Mining and quanying

Figure 1: Business industries of SMEs in Germanyn(dlustration)
Source: IfM Bonn - Institute for SME in Germany (&)

Figure 1 gives an overview about all business itrtesswithin Germany. Furthermore
the illustration shows the relative share of conggmwithin each branch. Due to the
fact that 99.7% of all companies can be qualifiedSME this distribution holds for
SME as well and shows the importance of SME withia German economy and its
various industries. Wholesale and retail (19.4%9fgssional, scientific and technical
services (13.5%), construction (10.7%) and reates{8.6%) rank first in number of

companies.

This ranking changes when it comes to the turnthareach business industry is gene-
rating. In 2009 the total sales of all German congmwas 4,978,937,502,000 Euros.
The turnover share of SME accounts for 1,947,97®® Euros which is approx-

imately 39.1%. Out of this turnover the stronges SME branches in regard of turno-

ver are®
*  Wholesale and retail trade (33.4%)
* Manufacturing (21.3%)

» Construction (9.6%)
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* Transportation and storage (5.0%)

* Real estate (4.7%)

Companies in Germany in 2008
according to Turnover in €

more than 250 million 2.170
100 million - 250 million 3.266
50 million - 100 million | 5.314

25 million - 50 million J 9.529

10 million - 25 million

5 million - 10 million

2 million - 5 million 103.366

1 million - 2 million 145.855
500.000 - 1 million 235.297
250.000-500.000 355.493
100.000-250.000 692.635
50.000-100.000 643.913

17.500-50.000 25.159

Figure 2: Companies in Germany in 2008 accordingteover (own illustration)
Source: IfM Bonn - Institute for SME Business ResbdInstitut fur Mittelstandsforschung) (2011)

The particularity of SMEs results from their lindtesize. These companies do not by
any means represent a sort of miniaturized largedsenterprises since large firms have
the possibility to compensate losses by means ldrodreas of operations, whereas
SMEs are not able to do so due to their limitedyeanf products. On the other hand
they are more flexible than large-sized companmesaan react faster to changing cus-
tomers” demands. In many cases SMEs incorporaighaspecialization that facilitates

to operate successfully in market niches, whereoth@r companies operate. Hence,
SMEs contribute to a market and product diversit tustomers can benefit from, and

which promotes competitiveness of the entire econdm

As already described above Byitsch, especially young companies give incentives to
the economy. Furthermore, new work areas are gaksaad, as a result, new jobs are
created. 79% (20,855,045) of the jobs in Germamycanrently generated by SMEs

%5 |fM Bonn (2009)
% Acs/ Audretsch (2005), p. 205-234.
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(figure 3). It has to be mentioned that approxinya8d % (2,573,442) of the companies
are operating with only 1 to 9 employees (figure@nly 0.02% (7,310) of companies

employs 500 or more employees in order to opehatie business.

Companies in Relation to Employees in 2008
total no. of companies: 3.186.878

7.310

606.126

1-9 Employees
10-499 Employees

500 and more Employees
2.573.442

Figure 3: Distribution of companies by size of ca@mies in 2008 (own illustration)

Source: IAB - Institute for Employment Researctsfitut fir Arbeitsmarkt- und Berufsforschung) (29011

Employeesin Relation to Companies in 2008
total no. of employees: 26.523.982

5.668.937 4.821.330
1-9 Employees
10-499 Employees
500 and more Employees
16.033.715

Figure 4: Distribution of employment by size of quemies in 2008 (own illustration)

Source: IAB - Institute for Employment Researctsfitut fir Arbeitsmarkt- und Berufsforschung) (29011

However, the importance of SMEs has just been edtiy the economy or the popula-

tion 20 years ago. At the beginning of thd"2@ntury many scientist still predicted that

SMEs would be displaced by large-sized compani¢sarcourse of the future econom-

27 |AB (2011)
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ic development and that they would not have a pasfuture prospect with an increas-
ing concentration of capital and mass productfofioday, SMEs are paid more atten-
tion on the part of the politics. Hence, there esx&number of promotion programs for
SMEs provided by the EU and the German federattoreover, there are an increas-
ing number of so-called technology and start-ugersrthat can be rented by SMEs for
especially favorable conditions during their builgliand consolidation phase and where

they can use a high range of supervision and ctngyrogramg?®

The strong export orientation of the German econonpfies that even SMEs generate
an increasing share of their turnover abroad. Ehieflected by a study, conducted by
Venohr in 2008, which assumes that in the Germamaay there are probably more
than 1000 medium-sized global leaders. They cafolned in the especially important

sectors for export, such as the mechanical engngegrhere many companies can be
classified as SMEs. Therefore, the assumptionsimailer companies are automatically
regionally limited due to their shortage of finaalgiesources is not bound to océlr.

Nevertheless, it has to be noted that especiatlyhi® last 20 years many small and me-
dium-sized companies have undertaken foreign tgadativities mainly within Europe
and have hesitated to enter more remote growthetstSince the end of the last mil-
lennium this has changed as a result of an inergagobalization due to a wider prop-
agation and usage of the internet or globally lthkagistics, which has facilitated for-
eign trading activities beyond Europe’s frontiens German SME¥. The spread of
German trading activities can be illustrated byifeg4 that shows the trading activities

of German companies.

Until the world economic crisis of 2008 - 2009 thade balance of the German econo-
my increased continually. However, the crisis dad an impact on Germany, but only
for a short period, since the total developmenthaf German foreign trade already

reached its record high of approximately 1,800dnlleuro by the end of 20%0.

% Mugler (1995)

29 Webpage of the German Federal ministry of Econsmait Technology -
www.bmwi.de/BMWi/Navigation/mittelstand.html

%9Venohr (2008)

3 Nunnenkamp (1996), p. 252.

%2 BMWI (2007), p. 27ff

% German Federal Statistical Office (Statistischaad®samt) (2011)
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German Foreign Trade in billion €
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Figure 5: German Foreign Trade in billion € (allr@an companies) (own illustration)
Source: German Federal Statistical Office (Statstes Bundesamt) (2011)
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3 China

With 1.3 billion inhabitants, China is the most ptqus country of the world; the state
with the largest area in East Asia and the fouatiydst behind Russia, Canada and the
USA. Meanwhile, with an average economic growtt8 &, the People’s Republic of
China has become the most important Asian tradignpr for many international
companies. This cannot least be proved by the mhivesestment of almost 90 billion $
in 2009* The increasing interest of foreign companies camdrribed to three central
reasons: First, the high volume and the potenfidh® Chinese consumer market. Se-
condly, the favorable costs of production due ® ltw wages. Thirdly, China’s loca-
tion in the centre of Asia and, to go along witie fproximity to other growth markets

of this region.

In 2010 the People’s Republic of China generat&dB of 3.446 billion $ and was on
second place of the world’s biggest economic natlmehind the USA: Yet in 2006
China was on % place of the world’s biggest economic nations \&ih18 billion $
Despite governmental actions aiming at moderateviysince the fear that several
areas would overheat, it is not in sight that th@agh is about to stop. Apart from re-
forms that China already committed itself interoaélly, such as a progressing opening
of the markets within the scope of the accessionh& World Trade Organization
(WTO), there are also other themes that have takegreat significance. These are,
amongst others, the reformation of the state-owargdrprises, the extension of the in-
frastructure and the prevention of the disequiliriof the individual regions in Chi-

na®

The following paragraph will comment on the Peapleepublic of China as a country
of opportunities for German small and medium-sieaterprises. First, the determining
factors for German companies will be presented ftieeneconomic, politico-social and
legal point of view. After that the German-Chinesmnomic relations are further de-

scribed.

% NBS - National Bureau of Statistics in China (2010
% NBS - National Bureau of Statistics in China (210
% The Boston Consulting Group (2006)

3" Harvie (2000), Gore (1998)
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3.1 China as a country of unlimited business opport unities

For the last 30 years the People’s Republic of &€has expended an enormous effort to
reform the country. The successes of this transdtion process can be understood by
reference to economical, politico-social and ledatermining factors that German

SMEs face when entering the Chinese market.

A reflection of those company-external factorsugtermore of high interest when ana-
lyzing the market entry modes to China. Transactiosts, reflecting inter alia external
uncertainty, have a strong influence on the chofadbe market entry modes, which will

be shown in chapter 4.

In chapter 5.1 the company-external factors for SMEChina will again be explained

in detail.

3.1.1 Economic framework

A country’s economic framework is one of the maspartant criterion for an inward
investment® This economic framework in China has radically rdfed for German
companies within the last decades. Until todayn@Hhias passed through six phases of

transformation that came along with basic goverrtaleaforms®

Phase 1: Agricultural reform (1979 - 1984)

The reform policy and the political turn startedDecember 1978 and were said to be
introduced by four modernizations. The 'four modaations' concerned the agriculture,
the military, the industry and the science. Thel ggass the improvement of the living
conditions and the increase of productive forcesieans of material incentive systems
and market-based elements, if necesSaAfbeit, this 'modernization policy' was al-
ready replaced after half a year by the 'readjustrpelicy’ since this step was only of
benefit for the heavy industry and not the neglédight industry and the agricultural
sector* Means of reforms focused primarily on the agriat sector with high effect.
Agricultural production increased annually by 10%ivieen 1981 and 1984. At the

% Hungenberg (2004), p. 86-91
% Harvie (2000), White (1993)
40 Schier (1981), p. 7ff

“I Kloten (1985), p. 13
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same time the agricultural income per head incobager’0% between 1979 and 1983.
One main factor was the permission of non-governatesmall businesses and other
types of company that liberalized the market pdfthfter years of international isola-
tion, the foreign trade gained in importance ineotbectors. A good example is the con-
tact to Volkswagen AG that was first established @78 in order to support and pro-
mote the automobile industry modernizattéiBesides, diplomatic relations with the
USA as well as the EC or Germany were establisheidhawesulted in foreign invest-
ments of approximately 15 billion US dollars betwd®79 and 1988.

Phase 2: Industrial reform (1984 — 1988)

Motivated by the success of the agricultural refarthe Chinese government decided
to successively push forward the economic refomusta especially integrate the urban
industry which resulted in more personal respohsibn decisions concerning produc-
tion and employmertt. The economic structure was fundamentally changedrtue of
the reforms. While the economy grew, a non-goventaleeconomic sector emerged
which was regarded skeptically by the leaders iijirBesince those sectors were more

difficult to control?®

Phase 3: Recentralization (1988 — 1991)

The expansive investment policy in the second phesdted in a constant inflationary
pressure so that the price reform was abandon&@88 and centralized price controls
were reintroduced. The Chinese government could gantrol of the inflation for the

most part, but economic growth weakened at the same so that China fell into a

stagnancy phase till 1991.

Phase 4: Socialist market economy (1992 — 1997)

42 White (1993), p. 53

43 Bergmann/ Posth (1995), p. 155
4 Kloten (1985), p. 53

4> Kloten (1985), p. 46ff

6 White (1993), Harvie (2000)
4"White (1993), Harvie (2000)
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After the collapse of communism in East Europe,Ghinese government was forced to
promote further economic reforms in order to mamtae power in the countr§.The
social market economy was created that provided flurther opening of the Chinese
market and at the same time further decentralimatfoeconomic competenttewhich
resulted in an escalation of the foreign inwardestments (see also figure *4)The
reforms showed a positive effect and the averageareconomic growth amounted for
12.6%.

Phase 5: Asian crises and the accession to the {¥99y — 2001)

China did not suffer from the Asian crisis in 198 much as its Asian neighbours. The
reason was the interlinking of the Chinese curreviagn with the US dollar, so that
currency speculation failed to appear. NeverthelbgesChinese had to face a stagnating
economy that was, amongst other, provoked by creditictions that had been intro-
duced to embank the inflationary pressti@rastic changes came up with the accession
to the WTO which disallowed barriers to market grd@ompletely. Chinese economic
planning admittedly tried to terminate ecologiafiorms within the following years and

to realize the rules of the WTO.

Phase 6: China after the accession to WTO (20010}

Even after 25 years of the reform and opening polhina is still a 'socialistic market
economy', developing from a primarily agricultutalan industrial and service society,
and at the same time, from a closed to an openoetpnWith the accession to the
WTO in 2001, the People’s Republic of China bousdlfi by contract to integrate it

into the world economy system.

Nevertheless, important and decisive aspects ofrkeheconomy are missing: invest-

ments, lending and prices are controlled by theestamany sectors of the economy.

8 Schiiller (1998)

“9 Harvie (2000), Seitz (2000)

* Luo (2000)

*1 Woo/ Sachs/ Schwab (2000), p. 14

2 \www.wto.org Magarinos/ Yongtu/ Sercovich (2002)
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The foreign trade as well as the engagement ofdionavestors is still underlying in-
terventions or partly restrictive regulation by state’

The economic growth of the People’s Republic om@lhwas again accelerated due to
the accession to the WTO. Before the accessiongti@omic growth amounted to
8.4% in 2001 and increased in the following yegrsta 12% till 2008. At the same
time, the GDP increased many times, from $1.1dwillin 2001 up to $3.4 billion in
20009.

Though, even China had to face the effects of tbddaeconomic crisis and had to ac-
cept a throttled economic growth of 8.7% in 2008jch was still respectable compared
to other countries. However, the Chinese governmealized that China is part of a
complex network of global economic connection imsad) positive as well as negative
effects on their own country. In his speech frolMarch, 2010, addressed to 3,000
Members of Parliament, Wen Jiabao, Prime Ministehe People’s Republic of China,
predicted a '‘complicated situation' for the yea®dd@till 2012. The former strategies
that implied a focus on exports and investments jaming the World Bank, which
were the success factors of China, do not funamymore. Nonetheless, Beijing set the
course for a new domestic market-oriented, innweadind sustainable model as recent-
ly as the outbreak of the crisis. As part of thevention of the adverse consequences of
the world economic crisis for China, the governmeaties on massive infrastructure
programs, export and agriculture subventions aedomk’s opening of the credit tap

which will be continued in the future by means wtlier aids and relaxed financiffg.

*3 Teng (2004)
> Welt online (2010)
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Gross Domestic Product China
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Figure 6: Gross Domestic Product China (1995 - 200@n illustration)

Source: National Bureau of Statistics in China (201

Foreign trade is primarily responsible for the regeositive economic developments in
China. The import and export increased by 27.7%ta$956 billion, respectively

25.7% to $1,218 billion, in 2007 due to the ongostigpng demand in the USA and the
revival of the European market. Hence, the tradame increased from $413.1 billion
to $2,173 billion in 2006. In 2008 the figures idased again until it deteriorated in
2009 due to the global economic crisis, so thairiports accounted for $1,006 billion
and the exports $1,202 billion. However, the trgdiolume is comparable to the fig-
ures from 2007 (see figure 6). The import is prilgatominated by electronic products
(approx. 25%), fuel (approx. 11%), chemical prodyetpprox. 11%), raw material (ap-
prox. 11%) and machines (approx. 10%). The expdrhgrily involves electronic

products (approx. 26%), textiles and clothing (apprl5%), electronics (approx. 8%)

and machines (aaprox. 6%).

> NBS (National Bureau of Statistics of China) (210
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Foreign Trade
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Figure 7: Foreign Trade China (1995 - 2009) (owursttation)

Source: National Bureau of Statistics in China (201

The main business partner of the People’s Repuoblichina is the USA and Japan.

Germany can be found off @lace with a trade volume of approx. $106 billidhe EU

countries account for $511.3 billion which equateshare of 19.3%.

China's Most Important Trade Partners
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Figure 8: China’s Most Important Trade Partnersrastration)

Source: National Bureau of Statistics in China (201

Foreign companies invested $74.8 billion in Chin&2007. The main part of the rea-

lised new investments of approx. 58% flowed in thenufacturing industry, approx.

12% in the property sector, approx. 10% in therfaesector, approx. 6% in the leasing
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and business services, whereas transport, waretyasd logistics and mail accounted
for approx. 3% and, finally, approx. 2,5% flowedwholesale and retat.

Foreign Direct Investment
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Figure 9: Foreign Direct Investment in China (owsitration)

Source: National Bureau of Statistics in China (01

According to the figures of the Department of CometeeMOFCOM, the controlled
Chinese outward investments abroad accounted fdb#ifon in 2009. For quite some
time, Chinese companies have been encouraged déstiabbroad by the government in

order to secure raw material and market shares.

Regarding the above-mentioned figures in its etytirdhey appear to be very impres-
sive. Nonetheless, they are delusive because theguce a range of deficiencies and
fail to reflect the quality of the economic growdlinich can be exemplified by the fact
that China’s rural regions have shown constan#igra growtl?’ In their reports, Stan-
dard&Poors (S&P) warns that the Chinese financeesysuffers from the fact that the
banks sit on bad loans which are estimated to axtdou 30% of all Chinese bank cre-
dits which equates to $500 billion. Moodys agreéth whis and claims in its report,
titted 'China’s banking- danger thin ice!, thatii@hhas actually been bankrdp&ur-
thermore, it has to be taken into account thaatrerage income of the Chinese popula-
tion varies extremely within the different provisc&keferring to that, the data quality of

the Chinese government with regards to the offiigures of the economic situation

* MOFCOM (Ministry of Commerce of the People’s Refitibf China) (2007)
*" Chings-hsi (2004), p. 3, Reisach, U./ Tauber)YTidn, X. (2003), p.128ff
8 Moodys (2004)
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has to be scrutinized. It is quite likely that ddegery plays a role in order to maintain
many foreign investments and to encourage the Ghipeople to savéBesides, Chi-
na’s growth rates are mainly based on governmentastment spending and only se-
condarily on an increase of private spendfrigor these reasons, a more detailed analy-
sis of the components of the Chinese economic gralbuld qualify the general op-

timism of many German investors.

3.1.2 Political & social framework

The political system of the People’s Republic oinr@ahwas changed abruptly by virtue
of the communist takeover and the proclamatiorhef Reople’s Republic of China in
1949. As a consequence a centralized, socialisiipesparty dictatorship to be modeled
on Lenin was brought into being, where the ComntuRaty determined completely
China’s development as the central arbitratiorhe totalitarian system prohibited for-
eign companies to enter the Chinese market uniB19he change from a totalitarian
to an authoritarian system occurred when in 1976 WMsetung passed away and Deng

Xiaoping acceded. As a result, the market was apéreoreign companies.

The Communist Party of China has the power of datiwith view to central political,
social and economic questioiddt is considered the biggest political party of thiorld
with approx. 60 million membef$.The cadre of the party is divided into a top cadre
(approx. 2400), a superior governing cadre (app$@;000), a governing cadre (approx.
500,000) and simple party cadre (approx. 15 mi)lidine members of the superior ca-
dre can be found in all important positions of Bkinese administration such as the
public administration, security forces especialig fpolice and the army, but also the
trade union and the judiciary. A membership of plagty offers manifold advantages,
for example, by means of faster authority decisiongriorities with regards to job

promotions®

%9 Oberender (2004), p. 14

%0 UBS Research Report (2004), p.14, The Econom@3p, p. 10 and 38ff
®1 Heilmann (2002)

%2 Hartmann (2006)

% Heilmann (2002)

%4 Staiger (2000)

% Schlevogt (2000a); Hartmann (2006), p. 93ff
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The government consists of the National Peoplesg@ss and the State Council. The
National People’s Congress represents the legislatuhereas the State Council
represents the executive. Albeit, the system doésnoorporate a division of power in

terms of the Western democratic notion since ingmtrpositions of the government and
the party are often manned by the same personNatienal People’s Congress con-
sists of 3,000 members and is responsible for egeslation. The State Council, also
named central government, is the executive powardh ministries and commissions

with approx. 10 million officials are subject ¥oThis outrageous number of ministries
and their complex organizations, and often accomegaby unclear decision-making

powers, caused an immense entrepreneurial ob$tacBerman investors. The relative-
ly inflexible decision-making processes within thrganizations and the high number of
non-transparent requirements restrained the ecanfse@dom of action massively and

raised the external uncertainty when entering thie€se market.

Internal stability is one of the main risk factafsforeign investments. At the beginning
of the market opening, the internal stability wasracial decision factor for German
SMEs with regards to inward investments in Chinaodgh, today, those concerns are
completely or partly set asideln the last 30 years China has shown that it mgecu
the transformation and reform process. At timesugiofacing some difficulties, but,
finally China pursued a continual opening of theketiand an approaching to Western

economic principle®’

Along with the beginning of the transformation pges and hence with an internal sta-
bility, the People’s Republic of China also showsgh interest in the external stability.
This can be seen in the changing relationshipstmities such as Japan and the Soviet
Union, which were dominated by conflicts in thetpasd have improved over the time

due to economic advantagés.

When entering a new market, the societal stabgiglso of high interest and represent a
crucial factor of risk assessment because socisthief, riots or breakups can have an
impact on foreign investments. Since the increadeggentralization of the power some

problematic factors can be observed, such as darupmong members of the cadre,

% Schlevogt (2000a), p.89

" Forney (1998), p. 46-47

% Meyer (1987), p.1ff; Seitz (2000), p. 148
% Oberender (2004), p. 1-4
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an increasing unemployment as well as the risiffgréinces in the average income.
These are factors that can have a negative impatte societal stabilit{’. Neverthe-
less, risks like social riots or disequilibrium amely partly taken into consideration by

German investor§g.

3.1.3 Legal framework

The present legal system is an important critefayrninvestors especially from highly-
developed countries when considering an expansidareign countries. One problem
can be that the legal systems differ crucially freach other which raises the uncertain-
ty of direct investments. Fields of legislation ttla@e of high importance for German
SMEs are, among others, the right of profit trandtee protection of intellectual prop-

erty and law enforcement as well as the tax, enmpéoyt and social law.

The Chinese law system has always differed fromtéviedaw systems. Especially dur-
ing the Imperial area there did not exist any wnttaw which is why, according to the
tradition, the judge pronounced sentence by mebhosmmon sense or according to the
amount of bribe money. Until today, the Chinesepteaather prefer the out-of-court
settlement than time-consuming trialThough, the Chinese law system has increasing-
ly adapted Western rules and practices within tege of the transformation process
and especially after the accession to the WTO. fiassled to a higher legal security for
German companies in China for the last 10 yearsveier, there are still facts that con-
tradict this. In 1995 the Chinese government phblisa catalogue (Guide Catalogue of
Industries for Foreign Investment) that containedn®mic sectors that were prohibited
for foreign investors. Another example for a resion for foreign investors is the pro-
hibition of fully owned subsidiaries in China. Aedingly, cooperation with a Chinese

company was only possible in form of a Joint Veaturorder to enter the market.

The reason for this protectionist procedure wagrtdect Chinese companies in sectors

that were underdevelopéd.

O Méller (2005)

L Cannon (2000)

2GCC (2009)

3 Roloff et. al. (1994); Wang (2006)
" Senger (1994), p. 181

> Schwantes (1999); Wrigley (2000)
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The protection of the intellectual property is d@timportant legal point that is espe-
cially mentioned in the media and the literatureelo the fact that especially German
companies are famous for their high standards, i@ concerns about the mistreat-
ment of commercial safety and copyright when it esrto direct investments to China.
For Chinese people it is difficult to consider imgébles as certain individual's or crea-
tor’s property. They do not consider the approjomadf ideas, concepts or even design
as something wrong to morality or even chargeabtethe contrary, this demonstrates
for thirst for knowledge and learning ability, asden more, it shows respect towards
the content or form of foreign intellectual progerHence it is unsurprising that the
appropriation of intellectual property of foreigiss considered legal. In case that the
foreigners do not agree with this practice, itpsto them to protect themselvéfefer-
ring to this situation, the German Chamber of Itiuand Commerce gives the follow-

ing advices to protect intellectual propefty:
1. Tap the full legal possibilities
2. Plan a common approach with people concerned and
3. Consider marketing strategies

Since the realisation of the adjucated rights widisdeficient on average, it was impor-
tant for German companies to take preparatory nmmeadiefore their market entry. Re-
ferring to that, the Chamber of Foreign Trade inn@hrecommends the following pre-

ventative measures:
1. Mind sufficient legal measures

2. Catalogue all relevant documents that are nece$saprotection of your intel-

lectual property
3. Provide for a thorough market monitoring
4. Put the topic protection of the intellectual prdgem a high business level
5. Avoid outflow of know-how by your own employees
6. Chose reliable affiliates

7. Think carefully about which technologies 'to hawvero

76 Zinzius (2000), p. 152
" AHK (2007), p. 3-4
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8. Conduct public relations specifically
9. Check possibilites for product safety
10.Cooperate with others

Nevertheless, the risk of appropriation of intelled property did not stop globally act-
ing German large businesses to invest in ChinaredseGerman medium-sized compa-
nies abstained from production or direct investmazgpecially when the Chinese re-

quirements implied the foundation of Joint Vent(re.

To sum up, those legal determining factors, from ploint of view of pragmatic eco-
nomic planning, represent a considerable markétatibn and market entry barrier for
German SMEs now and thé&n.

3.2 German companies in China

Germany’'s political and economical relations torf@ahhave always been interwoven
closely. Hence, it is necessary to begin with aidem of the political relations from
the beginning of the 19th century. This will beldated by an analysis of the increa-

singly intensive intertwining of both economic meis supported by statistic figures.

3.2.1 Political relationship

The relationship between China and Germany, whids wnainly economically
oriented, was positive before the Second World Wathen suffered from the pro-
Japanese policy of the National Socialists andltexsun a termination of all political
relations between the two countries until 1972he renewal of the political relations
after 1972 was due to military strategies. Germpogsessed the biggest army in Eu-

rope and was a crucial factor of the endeavorsafi@gration of Western Europe.

Another important incentive for the positive reteis was the technological progress in
Germany that China wanted benefit fréhGood relationships to China were also in
Germany’'s interest. German companies could usedtiical contacts to promote

8 AHK (2007), p. 1-3

" Roland Berger (1998)

8 Luo (2000); Roland Berger (1998)
81 Leutner (1995), p. 47-177

82 |uther/ Opitz (2000), p. 12-14
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projects, to establish co-operations or abolishkehucratic obstacl&s such as the fol-
lowing successful business transaction of Germegelausinesses that benefited from

the political relationships to China:

e 1984: Signing of contract about the Joint Venturéhe VW AG with Shanghai
Automobile Industry Corporation (SAIC) in the prase of the German Chan-
cellor Helmut Kohl and the Minister President Ztzagang*

e 1987: Signing of contract about the cooperatiothi sector high technology
(Siemens AG & Chinese cooperation partner) in tresgnce of the German
Chancellor Helmut Kohl und Zhao Ziyafig

* 1994: Signing of contract between Siemens AG aadXthinese state about four
coal power station, extension of the mill and #leghone network of Beijiriy

* 1999: Signing of contract about a Joint VentureMeen BASF AG and the sev-
en OPEC (biggest Chinese chemistry company) wehstipport of the Chinese
Minister President Zhu Rongji and the German Chiémrc@erhard Schrédér

These 4 examples already show that the politidatiomships of both countries are
primarily based on economic interests. Althoughtpaol-ideological topics, such as the
human right violation or the persecution of critiaatellectuals, were known and re-

peatedly mentioned, it was not dealt with insidtefit

To conclude, with the beginning of the Chinesenmmafprocesses and the breakup of the
Eastern and Western blocs, bilateral relations weaaly dominated by economic as-
pects. At the same time, the interest of Germanpeammes in China resulted in a consol-
idation of the political relations. The closer thdgveloped, the higher was the willing-
ness of German companies to establish them in Glarthat both circumstances influ-
enced each other in the course of time. The pesiglation limited political uncertain-
ties by virtue of economic co-operation and thepsupof the commercial sector and

hence promoted indirectly the investments of Gerowmnpanies after the market open-

ing.

8 Biichel (1998), p. 69

8 Bergmann/ Posth (1995), p. 155ff
8 Weggel (1987), p. 557

% Siemens-Welt (2005), p. 5

87 China aktuell (1999), p. 1140f

8 Leutner (1995), p. 179ff
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3.2.2 Economical relationship

An analysis of the German-Chinese trade relatioprevided here with view to the

German market entry strategies.

As already described in the previous chapter 3tRd economic development between

Germans and Chinese was always bound reciprocathetpolitical relations.

Even though both sides were interested in revitiggcontact, the open trade was very
difficult since Germany did not maintain officiabmtact with China till 1978. Hence,
exports and imports had to be done via third céesftt Until the end of the 60s the
most important German exports to China were mashicteemical products, iron, steel
and textiles so that one can say that the Gerndarstny contributed to the development
of a civil industry in China already at that tinddter 1978, when both countries intensi-
fied the diplomatic relations, the relation devedppositively?® China focused on a
modernization policy, firstly also raised foreigredits and stimulated the German ex-
ports in China. From 1984 till 1985 the exportiaina increased by 116% to 6,4 bil-
lion DeutschmarR! During the 90s China was the second most impodaesttination of
German exports in Asia and in 1999 ori8ace on the list of German exports. With
view to imports, China was on %Iplace (3% of the total import volume) from the
German perspective. For China the share of Germastupts accounted for 5% of the
total import in 1999; that made Germany the sixtbstimportant trade partner of Chi-

na. Exports to Germany accounted for 4% of theesbBChinese exports.

Today Germany is the most important trade partoerChina within the EU and is
ranked on B place with a volume of approx. $106 billion behthé USA, Japan, Hong
Kong, South Korea and Taiwan (see also figure W)th@ other hand, China is the most
important trade partner for Germany in Asia evefolgeJapan. Compared to all trade
partners of Germany, China is on place three witbblame of approx. 130 billion € in
2010. Regarding the imports, China heads the talike 76.5 billion € and looking at
the exports it is ranked seventh place with 53l®hi€ (figure 10).

8 Majonica (1971), p. 158-171

% Leutner (1995), p. 97

°> Eberhard (1987), p. 7

%2 German Federal Statistical Office; NBS
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Figure 10: Ranking of Top German Trade Partnelslilon € (own illustration)
Source: German Federal Statistical Office (Statistes Bundesamt) (2011)

As can be seen in illustration 11, the main impoaducts that Germany obtained from

China in 2009 were first IT technology with 20.2féllowed by multimedia and news

electronic with 18.2%, textile and clothing with,4%o, electronics with 8.3%, machines
with 4.2%, metals with 3.8% and chemical produdtf 8.2%. The rest of 30% include

other import goods.
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German Import Products from China (2009)
in percent
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Figure 11: German Import Products from China (2qo9)n illustration)
Source: German Federal Statistical Office (Statstes Bundesamt) (2011)

With view to the export, products other than in tiage of imports top the list, as can be
seen in illustration 12. Machines are the most irgyd export sector with 33.3%, fol-
lowed by automobiles and automobile products, elaats with 9.4%, chemical prod-
ucts with 8.5%, iron and steel with 4.6%, electesnwith 4.6% and measurement
equipment with 4.3%. The rest of 22.2 % are furthgorts.
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German Export Products to China (2009)
in percent
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13,1% .
° Miscellaneous

Figure 12: German Export Products to China (200@)n(illustration)
Source: German Federal Statistical Office (Statbies Bundesamt) (2011)

German direct investments to China are clear ssgtiet the German economy makes
ideal use of the chances and possibilities thah&hnd the Chinese market are offer-
ing. According to the MOFCOM Germany is ranked amn place considering its in-
ward investments in China compared internationadpwever, there exist different
statistics about the figures of German direct ibwests to China. The German Central
Bank bases their published data about German oditimaestments abroad on financial
figures. This information is received by domestienpanies due to the duty to inform
about the number of investments abr&faOn the contrary, the figures of the Chinese
Department of Commerce (MOFCOM) are based on the @f the annual inward in-
vestments$? lllustration 13 shows the historic developmentte German outward in-
vestments in China between 2001 and 2009. The teepdata show the results of the
Chinese Department of Commerce from 2010. Obviqu$igre is an enormous de-
crease of inward investments of 63% in 2007 contp&wethe previous year although
the number of accepted projects decreased by 5% farh 576 to 548. This can be
explained by the realization of different largejpots in 2006 as well as the recovering
of the German economy and along with it the in@daavestments in Germany. Since

% Deutsche Bundesbank (2010)
% MOFCOM (2010)
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then the direct investments to China have incread@dh will also be expected for
2010.

German Direct Investment in China in million$
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Figure 13: German Direct Investment in China (ollusiration)
Source: MOFCOM (2010)

It can be basically stated that after the Chingsenimg of market German direct in-
vestments supported the sustainable economic madeam and also, in an indirect
way, the new increase of China up to a global goeater by means of the transfer of

know-how and capital®

Regarding the historic investment behavior theee differences between large, small
and medium-sized companies. German large businessgscially the manufacturing

sector, already entered the Chinese market vi@septations or small Joint Ventures in
the 80s and at the beginning of the 90s. AlmostGatman large businesses were
present on the Chinese market in 280@n the contrary, the number of medium-sized
representations was still very small in the 80s a@intthe beginning of the 90s. One main
reason was on the one hand the political and legegrtainties. On the other hand, the
sustenance of a representation in China was vepgrsive and often exceeded the
small and medium-sized companies” financial andqrerel means. Additional to the

high rents and maintenance costs of a perpetuakptation, there were bureaucratic

% Bruche (1998), p. 72; Harvi{€000), p. 12; Seitz (2000), p. 287ff
% Deutsche Bank Research (2004)
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obstacles that often protracted the engagementhwbierstrained the capacity of
smaller businessésDuring the 90s the main part of medium-sized camgmdistri-
buted their products mostly via the direct andriech export since they deferred a local
production. This changed in the scope following #lceession to the WTO, although,
the market entry of the small firm sector was marmehlized via representations and not
via a foundation of joint ventures. The goal of thest middle-sized companies was to

distribute their own products in China without taithe risk of local productioff.

The German small firm sector especially benefireanfthe foundation of the delega-
tion of the German economy in Shanghai in 1994sTimstrument of the foreign trade
promotion served as the first contact for SMESs réigg investments. It created a high
potential of cost savings that started with a éees-consulting up to a cooperation of a
joint company pool with joint offices. Hence, SMBRad the possibility to share costs

and expend small resourc@s.

The German direct investments to China were prigndivided into 5 sectors. lllustra-
tion 14 shows that the companies within the seatogineering generates the highest
share of investments with 29.6%. Independent sesvare ranked second place with
25%, followed by electronics with 10.5%, automobiEnd automobile products with
7.2% and the chemical industry with 6.7%. The c¢&x1% are other sectors.

German Investors in China according to Industry (2@8)

21,0% Machinery
29,6% Industry Independent Services
Electrical Engineering
B Cars & Car Parts

B Chemical Products

10,5% 25,0% Miscellaneous

Figure 14: German Investors in China accordingittustry (own illustration)
Source: GIC (German Industry and Commerce ) (2008)

" Eberhard (1987), p. 7ff
% Sommer (2000), p. 1-5; Samson/ Sydow (2006), 2118
% www.china.ahk.de
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The regions where German investments are situaede seen by illustration 15. Ap-
prox. 80% of the German investments are done gethmain zones at the East coast of
China:

* Yangtze Flussdelta incl. Shanghai
e Wider area of Beijing

» Perl river delta Province Guangdong.

Shanghai is by far the most famous location fomaaer investments in China with 47%
where more than 1,100 investments, twice more campaas in Beijing, are located.
Additionally, 590 companies are located in the hbay provinces of Shanghai. Espe-
cially small and medium-sized production comparwtesose the proximity of Shanghai
for their establishment in China due to the closerte other German companies and a
good infrastructure. Contrary to the latest reportsecommendations to relocate the
productions to the West of China due to increasiogts, many German companies
withstand that option although the Western prowsna#ure with benefits and incen-

tives.
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Figure 15: Local presence of German operationshina
Source: GIC (German Industry & Commerce) (2008)

In the last years foreign companies were espedaityed in the form of wholly for-
eign owned enterprises (WFOE). This trend coheiis legal changes and hence sim-
plification of the establishment process. Whilenierly representations were formed,
today more and more German companies decide foeet doundation of an establish-
ment or a joint venture (JV). According to Germamngpany directory (GIC) the share
of representations in form of foreign organizatiardy accounted for 39% in 2008
compared to WFOE with 41% and JV with 20%.

It has to be mentioned that the organization fodifer from region to region. In
Shanghai they prefer the foundation of WFOE, whereaBeijing they rather prefer
representations by virtue of the proximity to thaifcal decision makers who can be

crucial for the success of German large busine&ses.

1% G|C — German Company Directory (2008)
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In the following chapter 4 ‘'International expansibwill be further explained the dif-
ferent forms of market entry possibilities, suchexports to China, representations,

joint ventures or WFOE of German companies in China
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4  International expansion

In the last decades the international competitias intensified due to the global eco-
nomic transformations which has affected exportred firms as well as companies
that act on the domestic market. Political, tecbgmlal and economical changes are the

main incentives for the increasing internationdl@aof companies.

After having pointed out the German-Chinese refatiio the previous chapter, this
chapter will deal with the internationalization pesses that are the basis for further

expansion of international trade.

Firstly, the motives for an international expansiat be discussed, which can be cost,
market and competition-oriented. Moreover, the spezharacteristics or determining
factors for SME when going abroad will be demoristta

The second part of the chapter deals with the farfrtee market entry strategies. The
forms of the foreign market cultivation, consistioiy for example, the export, the joint
venture or the own subsidiary are described inild&arthermore, the particular advan-
tages and disadvantages are contrasted. Finallghtiggter will describe the form of the

market entry strategy that is chosen by German SMEs

Since in chapter 6 the empirical study will referand discuss the forms of direct in-
vestments, the profound illustration of the fornigaseign market cultivation is inevit-
able.

4.1 Definition of international expansion

In the literature the term internalization is oftesed along with foreign business, inter-
national activity and operational foreign econoffyAccording toRath Steinmanrand

Wasnerthe basic idea of internalization has to be seeamnainsnational economic busi-
ness transactiort$. According toPausenbergeinternational activities are characterized

by '[...] the fact that they allocated their prodoatipotential to more (at least two)

101 Kaufmann (1993), p. 6; Wiebe (1991), p. 146
192 Rath (1990), p. 6; Steinmann (1989), p. 1508; Wagho84), p. 14
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countries and are integrated permanently in differeational economies beyond the
mere distribution®®®

4.1.1 Motives for expansion

When depicting the motives for the internalizatadroad, identical pattern for classifi-
cation can be found quite often in the literatures differentiated between cost-, sales-
and market- as well as competition-oriented motife8hen cost-oriented motives
determine the decision for an international expamsihe company wants to utilize, for
example, low costs in the host country concerniegg@nnel, area, construction, trans-
port, production as well as environment protectiBarther cost motives are govern-
mental support measures of the foreign countryormfof lower tax burden, favorable

credits and subvention.

Rathrefers to sourcing-oriented motives when compac#@sacquire resources of the
host land, such as human resources, technologe¥eting advantages and organiza-
tional abilities to low cost¥? In this paper, these sourcing-oriented motivesadine-
buted to cost-oriented motives due to their eqbaractersCaspersregards the cost-

oriented motives as the main incentives for inteomalization abroaé’’

For the sales and market-oriented motives the ogeand protection of the market of
the host country are in the foreground. The dynaand the size of the host country, in
our case China, represents an impressive salestbt@ith manifold possibilities for
many SMEs. Especially with view to the saturatidrthee domestic markets the pros-
pects are stimulated by the hope of a successfatnationalization?® Companies,
which want to build up a production abroad, are etimmes also inspired with confi-
dence of higher productivity that cohere with tix@extations of higher returd®.The
sales-oriented direct investment is transacted rfresjuently according to the UN-
CTAD.*®

193 pausenberger (1988), p. 2610

104 Broll (1993), p. 52f; Kromphardt/ Bathe (1997),367
195 Helmes (1996), p. 52ff; Deuster (1996), p. 85ff

19 Rath (1990), p. 250f

197 Caspers (2001), p. 6

198 Kebschull (1989), p. 980

199 Kaufmann (1993), p. 8ff

10 UNCTAD (2001)
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Expanding companies in the host countries havgassibility to build up closeness to
their purchasers. Hence customers” requests cdindatly and exactly in order to adapt
the products. Besides, there is a chance to fazeldiminating culture. Moreover, the
chance to higher market share raise since custopmnefsr products that are made in
their country as well as the fact that maintenanoek and service can be done local-
ly.** Furthermore, representations abroad can be amtdeafor the companies con-
cerning the entry to public contracts of the hamindry, the advantage of avoiding ex-

change rate differences and the surmounting of ripriers:*

Further motives for the expansion abroad are, anuthegrs, the progress in research
and technology, a better infrastructure, flexililf the job market and better qualifica-
tion of the employees. These motives are, of couedevant for the developed coun-

tries and are not fully transferable to Chia.

The reason why companies transact expansions doempetition-oriented reasons is
mostly a reaction to an attitude of the competitivvhen the competition expands
abroad, many companies are only left with the iléyi to choose the same way in
order to maintain competitive and/or not to loseirttmarket shares. Alternatively, the
company forestalls their competition as a first erom order to guaranty the first mover
advantages of the young markét.

By means of the new location the company practisésspreading over markets, trade
cycles and customer groups that increases thegtimieagainst crise'$: Besides, the
additional location can function as the so-calleddgehead'. FoHelmesthis is the
usage of one residual country as the operatiorss lma steppingstone for the cultiva-
tion of adjacent countries, for example, in form exfportsi*® Another completion-
oriented motive is the production life cycle prozasrategy. Accordingly, a product is
introduced as a new product for production and etarg in less developed countries
after having entered the phase of saturation irhtgbkly industrialized home country.
This is called a push fact8f.There is talk about a pull factor when foreignghasers

1 Koller/ Raithel/ Wagner (1998), S. 181f

12 Miller (1995), p. 134ff; Jirgens/ Klingel (1996),35f
113 pausenberger (1994), p. 15

114 Meffert (1989), p. 447

5 Diirr (1981), p. 409

116 Helmes (1996), p. 60f; Kebschull (1989), p. 982
17 Kormann (1981), p. 127
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demand for the product without being asked or, nfcgquently, when an important

customer asks the company to accompany to a foreagket.

A sharp distinction between the investment motigesot very easy since the goals of
an inward investment are often reciprocal and palysal as well as changeable in the

course of timé*®

Studies about the motives of Asian investors im@lshow that in the last decades after
the market opening, cost-oriented motives have ipaeen the reason to build up trade
relation to China® In 2007 the DG Bank in cooperation with the deti&gma office
Shanghai published the results of the study allwutrtotives of the internationalization
of German companies in China. They state thatadtghint of time the companies that
acted in China were mainly classified as salesated*° Further research proved that
the opening of the Chinese market is the main itneefor German investments in Chi-
na'* According to the delegation office of the Germaoremy in Shanghai 80% of
the products produced in China by German compameslso sold locally. The mere
processing by means of cheap production, the matiee cost-oriented investor, only
played a subordinate role for most German compaimeShina until 2000%* This

should change with the relocation of R&D (reseact development) departments.

4.1.2 Specialities within the internationalization of SME

In chapter 2.1 German SMEs have been defined bysnefiquantitative and qualita-
tive scales. These criteria are mainly respondinidnow SMESs internationalize. Typi-
cally, SMEs are characterized by limited financedources, a narrower and specialized
offer, less developed management functions, a ratheystematic decision-making
process and the personnel union of leadership emgkfy that contribute to an inter-
leaving of family interests and enterprise poli€yThe IfM (Institute for SME research)
sees the main qualitative definition of a SME ie timity of economic existence of the

company and its leadership and the responsiblecypation of the leadership in all re-

18 Dunning (1996), p. 56ff

1191 uo (2000), p. 17; METI survey (2001), p. 17

120G Bank & Delegiertenbiiro Shanghai (2001), p. 7-19
121 Siemsen/ Geissbauer (1996); Roland Berger (1998)
122 pelegiertenbiiro der deutschen Wirtschaft (1998)

123 Steinmann (1989), p. 1510



4 International expansion 53

levant decisions concerning the company pofitMiddle-sized companies have at
command internal particularities that influence th&ernationalization behavior. The
simple bureaucracy and the informal communicatianse small complexity costs
and fast reaction timeé&. Plane hierarchies and short information ways alBMEs a
fast adaption to the challenges of the foreign mitztkThe proximity to the customers
raises the sensibility for market niches and all@ansindividual servic&’ Specialized

and innovative products can help to overcome mamkit/ >

The low organization and leadership level ofterulteé; an overload of time and com-
petence of SMES? The lack of strategic planning brings unsystemdgcisions and

raises the risks that are connected with a mankiey.&° Short financial and personnel
facilities limit the organization options of thet@nnationalization, whereas high-

qualified employees are often not offered suffitigossibilities of developmerit.

Eventually, it is still a question of mentality many SMEs whether there is the willing-
ness to face the challenges of the new matk&enerally, the question of an interna-
tional engagement has to be asked individuallyefmeh company taking into account
the size, sector, product, capital intensity angilatle resources. There are three main
reasons to withdraw from internationalization tbah be considered typical for SMEs:
too low financial potential, insufficient informat and insufficient internationalization
know-how!* The forms of the internationalization implying igyth demand of capital
like direct investments are difficult to realizeas alternative for small firm companies.
As a consequence, the internationalization is aftatized, especially at the beginning,
via the export. Should a foreign export market appe be profitable, SMEs think

about expanding their engagement on this foreigrkeb&*

1241fM Bonn (2006)

125 Hoppe/ Rickes (2000), p. 185

126 Biilk (1997), p. 51

127 Geulen (2001), p. 35f and p. 70

128 Hoppe/ Rickes (2000), p. 185

129 Geulen (2001), p. 34

130 Haeusgen (1997), p. 132

131 Biilk (1997), p. 52ff

132 Miiller (1998), p. 20

133 Schmidt/ Menke/ Hespe/ Kiinzel (1995), p. 94
134 Backer-Gellner/ Huhn (2000), p. 177ff
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The individual forms of the market entry variantgl we described in the following

chapter.

4.2 Modes of market entry strategies

The search for a promising market entry strategedgarded as the core of the strategic

decisions in the scope of internationalization peses?®

Following Mller illustration 16 shows a systematization of the ifgmemarket cultiva-
tion according to the increasing degree of therivdgonal engagement and the strain of
resources. Behind this systematization lies theymmgtion that the company undergoes
several phases during the internationalization ggscThe easiest form of the foreign
expansion is the export with a low resource stwith a low intensity of the foreign
engagement at the same time. The comparable 'middtarce’ strain can be found
within the cooperation forms. Co-operations withiadependent company as partner
can be divided into two sections, the 'strategi@rmde’ and 'joint ventures'. However,
the option with the highest foreign intensity ise tfoundation of a subsidiary that
represents the total supply chain abroad and, hereds the highest amount of re-

sources. The WFOE emerge either from 'acquisitioire-foundation®?®

135 Muller-Stewens/ Lechner (2002), p. 233; Niehoféit® (2001), p. 9
13 Miller (1995), p. 211
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Entry Modes for Internationalization

/
high F
Wholly Foreign Owned Enterprise
§ Representative Office
S
3
g Cooperation
S
e}
] Francising
P4
Contract/ License
Export
low Intensity of international engagement high

Figure 16: Entry Modes for Internationalization ¢sfien 1)
Source: Muller (1995), p. 211

Another systematization logic of different marketrg modes are illustrated byelm
(Figure 17)**" Helm differentiates between internationalization by neeaf internal or
external growth or with or without direct investmeWhile self-reliant market entry is
limited to the resources of the enterprise, theeddpnt market entry tries to shorten the
development by means of acquisition or enterpriseperations, insofar as the needed

resources are available through other compatfies.

13" Helm (1997), p. 36ff
138 Waning (1994), p. 177
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Entry Modes for Internationalization

Market
Entry
Without Capital With Capital
Involvement Involvement
Independent Dependent Dependent Independent
Market Entry Market Entry Market Entry Market Entry
Export Cooperation Joint Venture Acquisition WFOE

Inter-Company Cooperation

Figure 17: Entry Modes for Internationalization ¢sien 2)
Source: Helm (1997), p.36

In the following, market entry modes will be furthexplained on the basis of the sys-
tematization described bvitller. Furthermore, it will be looked at the advantaged an
disadvantages. The strategy of the direct investitinerh is not literally presented in the
two systematizations blyluller andHelm involve the possibility of the representation

office, the cooperation or the own company abréad.

In the scope of the empirical study in chapterh@ modes of direct investments will
exclusively be considered. Exports, contracts asachising are not part of the study.

4.2.1 Export

The export can be defined as a transnational toehppocess that results from the spa-

tial division between the production in the domestiuntry and the sale abrodd.

The question whether the export can be regardedfasm of an international market
entry is still disputed in the literature. Seveaathors doubt whether the export fulfils
the criterion of the long-term intensity takingdrdccount the short-term commitment

of enterprise resources, the possibility to undertaxports one-time only and the gen-

139 Muiller (1995), p. 211Deuster (1996), p. 33
140 Root (1994), p. 27; Pausenberger (1994a), p. 2
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erally regarded low risk! Nevertheless, the majority of the authors accomtexport
for the basic modes of internationalization. Méesnitzetthe reason for these varying
definitions of exports lies in the lapidary obsdiwa that 'export is not like the oth&?.
Classically, the basic mode of international marketry can be divided into indirect

and direct export.

The indirect export uses domestic producers of raedbic foreign trade company in

order to sell its products abroad. The trade meista mere domestic trade concerning
its commercial processing. The organizational cotioe can be conducted via the do-
mestic distribution. The contact to the customee, dcquisition and the delivery is con-
ducted by interconnected, legal and self-reliamtith Usually these are national trading
houses, self-reliant trading representatives basdide home country, domestic export
traders, export contractors or other domestic natufers for piggy-back exports that
function as the broker between the producer andotieegn customers. The export trad-
er is responsible for the financing of the expaatle and bears the risk.

The mere rendition of the export initiation andgassing for a domestic broker requires
a low engagement on the side of the producer comfReferring to that there is not
only missing the necessity of a specific foreigmkrhow and an enterprising adaption
to the foreign trade, but also the establishmerda &dng-turn relation to the customer
abroad. Although this appears to be ideal for smatl internationally inexperienced
companies, it cannot be classified as an internatimarket entry due to the very low

requirements for the compatfy.

141 Zinser/ Roth (1994), p. 137; Davidson (1983),41 4

192 \Wesnitzer (1993), p. 21

143 Bamberger/ Evers (1997), p. 120; Backhaus (1982}50
144 Wesnitzer (1993), p. 49
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Indirect Export

Advantages Disadvantages

« low capital expenditure « complete market cultivation done by an external

N . partner with all consequences
« low application of resources , e.g. costs, time,

personnel * no image or brand development possible, low
information on foreign market changes, no
customer contact, no influence on marketing, no
control on price level

« excisting experiences of partner can fully be
utilized

« no development of export know-how necessary .
* no economies of scale and no real market

« gathering for information on the foreign country, penetration
initiation of business contacts, the development and

. « an unreliable partner causes loss of goodwill
running of an export department are not necessary

« negative for investment goods because no pre- or

« high organisational control . .
after sales service can be implemented

« even though low application of resources there has
to be a development of partner relationship

Figure 18: Indirect Export: Advantages vs. Disadagas (own illustration)

The direct export implies a direct sale of productgshe customer on the respective
markets. This means that the necessary businesadbas to be realized by the domes-
tic companies. This means the domestic sales tesne< directly in contact with the
customers, distributors, retailers and ultimatedrsyIn this case, the actors are either
the own export department, the export subsididwy,employed travelling export repre-
sentatives or foreign importers, wholesalers, ietgsior foreign merchants in the target

market.

With view that the production of durable goods ilves a high necessity of explana-
tion, maintenance and reparation it has to be gteed that this service can be con-
ducted domestically or by the traveling agents audthestablishing a constant represen-
tation in the respective country. The direct expeguires excellent customer contacts
and the care of customer relation on the foreignketd™ The phase of direct exports
generally represents a learning phase of the iatiemmalization and can be regarded as
an alternative especially when a company doesntend to cultivate the market with a

high a resource commitment.

In comparison to other market entry strategiesjrfieence of external parties, such as
brokers, on the total business activities as wetha risk is lower with direct exports.

If the company does not intend to open up a reptasee office the investment cost for

145 Apfelthaler / Fuchs (2002), p. 166
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exports are low due to the lack of cost intensraedfer of human and capital resources
into the foreign country’’ Furthermore, unused capacities within the domgstduc-
tion can be utilized in order to decrease unit £okstoreover, the export provides the
possibility to expand living production processgsles by means of shifted market
cultivation. It is quite common that products thahnot be sold anymore on the domes-
tic market are in demand in other markétdzurthermore, exports can help to reduce
the dependability from the domestic mark&Crisis-induced shocks in a market can be
balanced in another market by means of sales isesed his also applies for seasonal
sales decreas®.Exports do not come into question as market estiategies in case
that the export costs, referring to productionnsgort and transaction costs are higher
than they would be compared to direct investm@resides, regarding exports as a
market entry alternative, it is not advantagesasecof high protectionist measures in
the target country, such as tariff and non-tarfide barriers. With view to services,
export can either be considered as a potential eharkry alternative.

Direct Export

Advantages Disadvantages
* low capital expenditure « currency exchange risk
« low application of resources , e.g. costs, time, « transport cost

personnel « administrative and judicative restraints

* retaining of the strategic flexibility * no image or brand development possible, low

* quick time to market information on foreign market changes, no

« gathering for information on the foreign country, real customer contact

initiation of business contacts, the developmentand < no economies of scale and no real market
running of an export department are necessary — penetration

know-how gathering « negative for investment goods because no pre- or

* quick retreat from foreign market possible after sales service can be implemented
« often first step in internationalization process « protectionist measures from foreign country
* better capacity utilization » waive of locational advantages

« possible acceptance problems

Figure 19: Direct Export: Advantages vs. Disadvgasa(own illustration)

146 Albaum/ Strandskov/ Duerr (1998), p. 193
147 3achs, von (2001), p. 110

148 Meyer (2000), p. 30

149 Albaum/ Strandskov/ Duerr (1998), p. 17
10 Holland (1997), p. 13

31 3achs, von (2001), p. 112
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4.2.2 Contract/ Licensing

The second classic mode of market entry is licendimtil the end of the 70s, licensing
was not regarded relevant considering market ailtw!** This strategy implies that

the know-how (product or production technologieshot commercialized abroad by
the company itself, but the rights of processing assigned to thirds. The basis of this
agreement is a license contract that implies thatlicensee is granted the economic

realizable partial rights resulting out of thisaégosition>

The subject of this contract can be different fowhgémmaterial economic goods, such
as governmentally lent right (such as commissioegistered designs, design patents or
brands) or factually existing monopolistic knowledgdvantages (clandestine technical
knowledge, marketing know-how, not protected, bstialelished brands etc’. The
licensee is allowed to use the assigned knowledtpgrnvihe contractual frame of the set
barriers, for example, by means of the deploymérih® corresponding technologies,
production of the corresponding products, usageoafesponding names, signs or pa-

tent designs. In return the licensee pays chagabé assignment.

The drafting of the contracts can be very differe@king into account the amount of

assigned rights, the restrictions that the licemsgoses on the licensee as well as the
amount and the form of the charges. Referring éoaitmount it has to be distinguished

between exclusive and non-exclusive licenses. tieroto maintain own interests, the

licenser limits the assigned right, for example ngans of a spatial and temporal limi-

tation, ban of exports or sublicense, non-aggressiaties and requirements of a de-
termined quality level with view to assignment ohid names. License fees can be
paid as a lump sum or usage-dependent. Anotheibdiigsis an offset agreement

against licenses.

The allocation of licenses can be understood aguhehase or leasing of know-hdw.
However, there are a range of differences comparabh 'normal’ sale of goods or ser-
vices resulting from the special characteristicshef immaterial good 'know-how'. The
sale of know-how on the market is problematic sitieevalue of know-how is known

by the seller, but not by the potential buyer. Tihfermation asymmetry cannot be ab-

132 5chmidt/ Fellermann (1993), p. 749
133 Kriependorf (1989), p. 1323

1% Daniels/ Radebaugh (1995), p. 535ff
15 Kappich (1989), p. 125ff
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olished since a more detailed evaluation of theakhow could only happen, if the in-
terested party could get access to the know-howlwisi not possible because the seller
would have then already given away the informatdahout being payed. According to
Arrow (1971) this problem of the quality uncertainty ofkv-how transfer is referred to

as 'fundamental information parad6X'.

High transaction costs are necessary in order &wagee that a transfer of know-how
between independent thirds happens without uncbedrdiffusion. These costs include
high costs of initiation, agreement, transactianmtomol and subsequent adaption of the
contracts?®’ The transfer of know-how is simplified by an abtgaexisting mutual trust
between the two parties which could have been hpilthrough former export and im-
port relations. Still a high amount of legal cemtgiis necessary due to the long-turn

effect of the contracts®

Another problem is the danger that the licenseateepotential competitors in the long
term. Companies that are able to imitate theseuyatsdor technologies are built up to
potential competitors in the long view. Hence, camips have to establish appropriate
strategies. Especially in less transparent regidtes China, where marketing and
processing know-how is necessary, precautionaryunesa have to be taken. As already
described in chapter 3, China does not entail dimeesbrand and patent rights as West-

ern partners?®

The granting of a license is a stronger commitntera foreign market than a mere ex-
port of goods, whereas the commitment to a foremgket is weaker than an estab-
lishment of the own representative offices, a coaji@n or a subsidiary.

136 Arrow (1970), p. 152; Mandler (1992), p. 364f
57 picot (1991), p. 344

18 Buckley/ Casson (1988)

139 Kutschker/ Schmid (2002), p. 834f
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Contract

Advantages Disadvantages

« use of company know-how in countries which are « dependency on licensing partner

hard to reach/ cultivate . .
« low control on licensing partner

« access to resources of the partner, (restrictive) L .
« complex and time intensive partner search

* low use of internal resources (financial, personnel) | support of a potential competitor via know-how

* quick time to market transfer
« low business risk « possible image damages through foreign partner
« relative customer proximity * no optimal utilization of technological advantage on

- . the foreign market
* minimal exchange risk

. - « information paradoxon
«income via license charges

« low information on foreign market needed

* no transport cost

Figure 20: Contract: Advantages vs. Disadvantages (llustration)

4.2.3 Francising

Franchising is another form of foreign market aation. The franchise concept is pri-
marily based on the granting of a ‘business forimgilying a profound know-how of
marketing and processing. The franchisee uses dfieed marketing and processing
concept against a fee, often against an admisse®iarid the running fees depending on
the turnover and/or the profit of the franchisee.

In the last couple of years franchising has beewexed to a successful concept of
international market cultivation, for example Mcladoh Body Shop, Pizza Hut, Hertz,
Arcor). The main reason for this lies in the appamqual allocation of the risks be-
tween franchiser and franchisee. On the one hanétanchiser receives a direct market
entry by means of local knowledge of the franchisetuding a low risk of distribution.
On the other hand the franchisee can make recofies® established concept consisting

of brand, product, service and marketing withowtimgrisky advanced paymerits.

Referring to SMEs that try to expand via franchgsthere cannot be found very much
in the literature. Especially with view to GermaNISs that want to establish a fran-
chise concept in China, there is no informatioalednd hence seems to be non-relevant

for the analysis of market entry modes of GermarESHhh China.

180 Kutschker/ Schmid (2002), p. 841
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Francising
Advantages Disadvantages
« especially for companies who have standardised « conflict with local needs of the foreign market with
market penetration concepts the standardized concept
« low capital expenditure due to the fact that « elaborate control and management on quality, cost
franchisee bears the expenditures and business goals

« quick internationalization in case of a good concept, * no consistent corporate identity among the

« direct control on the market cultivation process franchisees

through instruction and control rights « high dependencies on the quality of the franchisee

« high motivation of the franchisee « constant marketing innovations needed (high amonz
of creativity and capital)

Figure 21: Francising: Advantages vs. Disadvantéges illustration)

4.2.4 Cooperation

The cooperation is a form of direct investment hadce belongs to the most profound
ones of market entry strategiésin comparison to exports or contractual marketyent
strategies the company can better expand its mdisbp@dvantage, for example, tech-
nical superiority, and hence exhaust enterpriswitgmtials:®

One characteristic for the cooperation is the shdndfillment of tasks between the
companies. As a result, companies for example egeghaapital, technology and ma-

terial which vary with regards to their form andamt!*

The legal and economic independence of two or nnw@ved companies remains safe
by the cooperation, whereas their authority anadraamy is restricted?’ All relevant
specifications of the cooperation are written dawletail’*® The contractual coopera-

tion is the possibility to establish a permanemagement of SMEs abroy.

Companies that come into consideration are eitbepanies with an equal net product
structure, or companies with upstream or downstreamproduct levels. The first-

mentioned is referred to as a horizontal coopeanatichereas the latter one is called a

161 Backhaus/ Meyer (1993), p. 330

182 pausenberger (1994a), p. 9

183\/on Behr (2001), p. 19; Hardock (2000), p. 20
184 Kaufmann (1993), p. 27ff

185 Hardock (2000), p. 20; Rath (1990), p. 9ff

186 Kumar (1989), p. 923
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vertical cooperatioff’ By means of operational cooperation SMEs gainpibesibility
to conduct transnational activities while savingittown resources and minimizing or
distributing the risks®

Companies always accept cooperation in case teatdmmonly generated profit sur-
mounts the cost8 or in case that the profit is higher than withthé cooperatio®? For
SMEs it is significant that they strive to establimergers with controlling share in or-

der to secure the goals of the their compéahy.

Co-operations are still distinguished in 'strategji@nce’ and 'joint venture' in the litera-
ture. Strategic alliances are therefore all modéksnterprising partnerships without the
foundation of an association, with ongoing legatl @onomic autonomy of the part-
ner!?In other words, the strategic alliance is a foig®al, permanent relation to anoth-
er company with the aim to compensate one’s owrt@ings by means of strength

potentials in order to enhance the competitivetstof the own company/’?

In contrast to the strategic alliances, joint veesuare associations of two or more com-
panies that commonly contribute capital, compargrestand experiences to a new en-
terprise which is operated according to their @pilations.’ Hence, joint ventures

are partnerships with foundation and are also dadiguity joint ventures™

Moreover, joint ventures aim at a closer form obperation since resources like capi-
tal, know-how and employers are elaborately pravifer the establishment and the
functioning of the common subsidiary.The amount of common resources for the joint
venture project is individually written down in tleentract. Although close cooperative
relations with shared responsibility exist, the pames mostly maintain their identity
in order to keep up with other projeéts.

167 Backhaus/ Meyer (1993), p. 330; Welge (1995),39%
188 Zanger (2000), p. 498; Miiller (1995), p. 244
169 K6nig/ Kukuk/ Licht (1997), p. 229

10 Winkelmann (1997), p. 62

71 Steinmann (1989), p. 1514

2 Muller (1995), p. 242

13 wWelge (1995), p. 2398

1 Eisele (1995), p. 10ff

17 Hellwig (1989), p. 1064

16 Muller (1995), p. 211; Rath (1990), p. 57

Y7 Meffert/ Bolz (1998), p. 128
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Cooperation

Advantages Disadvantages
« avoidance of import restrictions via partner « only possible under compliance of current law
« quicker time to market than implementation of a « high conflict potential

WFOE « high need for coordination and control

« use of market know-how of the partner - .
« often a limited lifespan

« economies of scale via joint production and

. * brain drain
sourcing

« cost and risk sharing * profit separation

« know-how transfer « success high dependent on choice of partner

. . « elaborate drawing of contracts
« lower need for resources in comparision to the

implementation of a WFOE « development of a strong Cl often never reached

« joint enforcement of interests

Figure 22: Cooperation: Advantages vs. Disadvastépen illustration)

4.2.5 Representative office (RO)

The foreign bureau is another form of direct inuestt. There are different forms of
foreign branches such as contact office, a seetére or a branch establishment with
or without an own warehouse. In contrast to a folyned subsidiary, the representative
office is not independent legally? For this reason, the fully-owned subsidiary wid b

further analyzed in chapter 4.2.6.

Hence, representative office can be defined asdméact office, the service centre or
the establishment. This classification was usedhifercompanies that participated in the
empirical part of the study which will be referrexdin chapter 6.

In case that a company considers establishingeagiotureau, generally there are al-
ready good contacts and first successes on thespmmding foreign market. In order to
fully exhaust further potentials, a local preseiscaecessary due to the customers” de-
mand for a stronger commitment or a more intenadegptation to local demands on the
market (frequency of the visits, intensity of coltisg and training, delivery of spare
parts within one day, after-sales service in thggor®).'”® Another reason for a foreign
representation is motivated by a high competitioargation. In this case the close rela-
tion orient itself towards strategies of the moaportant competitors. In contrast to

18 Koller (20086), p. 2ff
9 Waning (1994), p. 183
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already mentioned market entry strategies, the raduantage of the establishment is
the fact that the way, the amount and the quafithe market cultivation can be taken
control of. The more intensive the competitionnighe region, the more important is
the contact to potential customers in order togmiothe competitive advantagéSAs a

result, the business is focused on the consultingustomers, the performance of ser-
vices, trainings and the project management asasethe organization and initiation of
contracts. Other businesses are the monitoringiafiodmation transfer to the parent
company. It seems comprehensible that the exhausfidhe market with the estab-
lishment of a local entity is by far the better kedrentry alternative than export or con-

tractual partnership$!

Due to the higher risk, based on the lone respaoitgifor the personnel, organization
and financial demands, a high planning intensity emmpetence is necessary. The con-
sequence of the employment of internal resourcéiseidimited flexibility of the com-
pany with view to the faster adaption to changingimnmental conditions. As a result,
the shortages of resources often force foreignausef SMEs to concentrate on special

core markets and to conduct a limitation of theggaphical expansiot¥

Representative Office

Advantages Disadvantages

« complete control over the business actions « no utilization of cost advantages in foreign country
« implementation of pre sales and after sales services e not entire supply chain in foreign country

* proximity to customers « relatively high requirements on local and home

« stringent strategy implementation management

» market cultivation in the way the mother company * cost for control and management of RO

planned « exchange rate risk

« efficient company intern communication and « transport costs

transfer of know-how « high information on foreign country needed before

« insider positioning brings flexibility and market expansion
knowledge * no quick reaction to market changes since
« reduction of political resistance information has to be feedbacked to mother
company

« quicker time to market and lower startup cost in
comparision to WFOE

Figure 23: Representative Office: Advantages vsaBvantages (own illustration)

180 Simon (1988), p. 464f
181 peren/ Clement (1999), p. 74ff; Helm (1997), p. 37
182 pausenberger (1994a), p. 9f; Menke/ Scheu (199757
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4.2.6 Wholly foreign owned enterprise (WFOE)

A direct investment abroad as a fully-owned sulasidis the most complex possibility

to be represented on the international markets. SME forced to take higher risks and
to provide for the most resources. Compared tonédirnationalization strategies, the
strategy of subsidiaries is the most permanent Dne.to the enormous effort and the
needed experience, it is also the most difficué.8h

Typical for the internationalization form of thebsidiary is that the investing compa-
nies act without a partner in the foreign couniitye needed resources, such as technol-
ogical know-how, management abilities or capitalydrto be provided by the parent
companies and transferred to the subsididtiess a result, the parent companies have

the unrestricted influence on the subsidialies.

With view to the goal and strategy-oriented leaddfiggubsidiaries, the original parent
company has several possibilities to take on cbrfar this purpose there are control-
ling systems that pursue, for example, analysisast divergence. Besides, personal
meetings between the representatives of the passuciation and the subsidiaries,
dealing with the goals and planning for the futwsepport the operational coordina-
tion.'®® The foundation of a subsidiary can be conductadtwb different ways. Either

the investing companies decide to acquire an egistompany or to found a new com-

pany:®’

Should the SME decide to expand or to be presealbedad via the acquisition of
another company, this is called external grot#fhis decision is dominated by the
conviction to get access to resources by meansiyih@-in and to promote the own
market power by means of expanding market sh&résquisition is often equally de-
fined as cooperation since it is also revertecesmurces of a foreign company in order
to enhance the competitiveness. It is also refexeas ownership structure or company

share of foreign companies of 0 to 106%

183 Miller (1995), p. 256

184 Kaufmann (1993), p. 91; Hardock (2000), p. 18

185 Kaufmann (1994), p. 184; Koller/ Raithel/ Wagn&®$8), p. 192f
18 Winkelmann (1997), p. 223ff; Fayerweather (1980944

187 Steinmann (1989), p. 1515f

188 pausenberger (1994), p. 16f

189 Kutschker (1989), p. 3ff

190 Miiller (1995), p. 260
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This paper follows the opinion @&iselewho characterizes the acquisition only in con-
nection with a one-hundred-percent purchase ofctimapany that is about to be ac-
quired’®* Analog to the internationalization form of the peoation, the buying-in

enables the companies to acquire horizontally amtically related firms?

Founding a new subsidiary is synonymous to integralvth!*®* The original parent
company builds up its own subsidiary (WFOE) withthe help of partners or using the
existing infrastructure of acquired companies. gaaerates or produces independently
as an enterprise in the future but under the cbatrd the guidelines of the parent com-
pany. The parent companies have the right to daterand control the whole company
policy of the subsidiarie$? Foreign engagements in form of new foundationlang-
term decisions accompanied by a high risk. The ededsources for the setup and

maintenance are provided by the parent company.

Wholly Foreign Owned Enterprise

Advantages Disadvantages
« complete control over the business actions « high risk due to high capital expenditure
« entire supply chain in foreign country « high requirements on local and home management
« use of cost advantages of the foreign country « loss of economies of scale
« low transport cost to customers « high cost for control and management of a
« complete utilization of the success potential of the international company
company specific know-hows « cost of cross-border know-how transfer
« optimal market cultivation via production in foreign | e« cost for alignment of production processes
country according to local needs
« efficient company intern transfer of know-how « high startup cost
« avoidance of export specific costs « high time to market
« reduction of exchange rate risks « no quick retreat from foreign market possible

« reduction of political resistance

Figure 24: WFOE: Advantages vs. Disadvantages (tustiration)

4.2.7 Advantages and disadvantages of expansion mod es

The previous sub points have described the indalitrms of the foreign market culti-
vation in detail and have pointed out the individadvantages and disadvantages. Illu-

91 Eisele (1995), p. 15

192 Meyer/ Riihmann (1993), p. 63f
193 pausenberger (1994), p. 16f

19 \Wasner (1984), p. 275ff
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stration 25 again shows a comprehensive overvietheoévaluation of the market entry
strategies by means of relevant criteria. The raitere the most important ways of dis-
tinction of expansion modes that can be found @éliterature. These are the following

ones:
* the time that a company needs to enter the favoretgn market
« the resources that have to be provided by a company
» the control that a company has when cultivatingniaeket
» the risk that goes along with the expansion abroad
* the expected costs
* the proximity to the customer

» the experience that a company needs to choostthisof internationalization

Evaluation of various Internationalization Modes

Entry Modes
Criteria Contract Cooperation WFOE
Export License | Francise Alliance Vv Rep. Office Acquisitian New Company

* Time to market
* Resources

« Control

* Risk

* Cost

e Customer
proximity

« Experience

Legend: slow or low quick or high

Figure 25: Evaluation of various InternationalinatiModes (own illustration)

195 Meffert/ Bolz (1998), p. 129
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Each market entry mode contains advantages andwvdiseages. Hence, it is impossible
to identify the ideal internationalization strateigy the SMEs in general but also with
special regards to the expansion in China. Cepaomle can follow the opinion of
Mller who describes the internationalization as a steptby process that starts with
the simple form of exports and, in case of a sigfaégstablishment on the target mar-
ket, finishes with the foundation of an own subeigi*® This dynamic consideration of
the internationalization process as a series dfiesgzpd phases during which the com-
panies collect experiences step by step was foynal flew international studies about
SMEs (e.g. from Islartf and Spaiti®) as well as by the transnational Inter-Strato SME
Study conducted in 199% However, other studies also found out that theriationa-
lization process of a large group of SMEs stagndteslto the fact that these SMEs re-
mained on a certain level of internationalizati@thers jumped directly from the first

level to the last level without going through thecessive process.

In the end each SME has to decide for itself wipblse fits best or which strategic
goals are to be pursued in the foreign market amdhinternal resources are available

for this?*

4.2.8 Entry modes of German SME in China

Neither in the literature nor in studies conduddgdhe industry is there any, or only in
excerpts, analysis of entry modes of German SMEShma. The forms of direct in-
vestments (representation offices, cooperatiorubsidiaries) can be checked nominal-
ly due to the investment&. As already mentioned in chapter 3.2.2 there areerti@an
3000 German companies that have processed the ®@pan China by virtue of in-
ward investments. A distinction between SME anddagnterprises has not been made

in this statistics.

19 Muiller (1995), p. 261fsee also Gankema (1997), p. 185-199

197 Jonsdottir (2001)

198 p|a Barber (2001)

19 Gankema (1997), p. 185-199

200 Etemad/ Wright (2003)

201 K okalj/ Wolff (2001)

22 GIC — German Company Directory (German Industrf@&@mmerce) (2008)
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On the contrary, there is no number for those SMBtexport to China or have entered
a form of contractual relationship with a Chinesenpany on-site. Even the German

customs office could not provide any information thuis.

Nevertheless, it can be assumed from the resuliaradus studie®’ that SMEs, due to

their lack of resources compared to big size firsifmose a version of market entry
strategy which is resource saving. After beingldsthed in the market SMEs will suc-
cessively extend their businesses and ideally wafihally develop an own subsidiary

in the long run.

293 Eyropean Network for SME Research (ENSR) (2004)
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5  Success factors for China business expansion

After having described the international expansiodetail in chapter 4, the following
point will deal with the factors that are necesdarya success of German SMEs abroad.
Chapter 5.1 will shed a light on external success$ofs, whereas chapter 5.2 will out-

line internal ones.

5.1 Specific external success factors for SME in Ch  ina

The external success factors are of high importémcthe analysis of the market entry
modes because the external uncertainties haveeardeing impact on the choice of
foreign market cultivation and the following comipieh strategies. Companies that
want to act successfully in a foreign country haveoe able to adapt to the external
conditions. Ideally a company can anticipate itsified external environment. Especially
in the present increasingly changing environmemprapany has to be able to identify
these relevant factors and to react to them at beste following, the external uncer-
tainties of German inward investments in China wélanalyzed by means of industry-

sector specific factors and consumer specific facto

5.1.1 Industry specific success factors

Among the industry-sector specific factors are ahquisition of relevant data (market,
customers, competition etc.) that are necessaryhtoentry and the cultivation of the
future market, the location from where to start &mel recruitment of qualified person-

nel in order to realize the foreign strategy.

5.1.1.1 Gathering of market information

A majority of literature that deals with market ninto China gathering market infor-
mation is the most critical problem that comparfeese when they define their entry
strategy?® Until the end of the 1980’s information on Chinasarkets or Chinese
economy has rarely or basically not existed foeign companies. The Chinese gov-
ernment had a high interest in not revealing ecooaatata from its state-owned busi-

24 DG Bank & Bureau of Delegates, Shanghai (2001719
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nesses which still operated in planned economyatt time. The aim of the Chinese
government was to create the picture of a prosgarauntry and, therefore, if data on

the Chinese economy was published it was sugat&ate

By the end of the 80’s the first market studiesehbgen conducted according to West-
ern standards. Unfortunately, the markets changeidly due to a lot of market entries
of Western companies into China. Therefore, tha thaisis for market entry was out-
dated when it was published and only useable asdicator?®® Furthermore, official
statistics were not reliable due to the fact that data had been gathered from several
regions and provinces where the data had often imeepulated positively by regional
heads in order to open up better career chancebdor within the Chinese communist
party. Another reason why the data was not religbtbat statistics mainly focused on
planned economy measures, such as production gyarid not on common Western
measures such as cost, prices and revenue. Evay, tafter having standardized the
accounting system by the Chinese government anohdnawtroduced standard guide-
lines for gathering economic data within comparded regions, there is still a lot of

doubt whether the data can be considered reltdble.

In the 1990’s German SMEs were in favour of thaaspto collaborate with a Chinese

firm in form of a joint venture in order to obtamecessary market informatiéti.

Today the means to gather information about Chabaut specific regions or branches
are manifold. Firms use economic institutions ltke chamber of commerce, China
business fairs, and consulting companies speaiglini China, or the internet. Recently
the internet has become one of the most impontdntation channels. In addition, big
companies use their already established representaffices and political contacts

which smaller companies cannot do since they havéeen active in China.

Nevertheless, even though the information beingretf today is extensive, German
companies complain that they still feel confused &ft alone with their China en-
gagement. Therefore, the ways to get informatiantiem is rather pragmatic. The

companies use the help and know-how of companieshwdre already active in the

2% \Wang/ Zhang/ Goodfellow (1999)
2% Hagen/ Wéllich (1999), p. 31-35
297 Reisach/ Tauber/ Yuan (2003)
298 Zinzius (2000)
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Chinese market, which, to some extent can sene @sctical example for the new-

comers®

5.1.1.2 Choice of location

The choice of location is a key aspect of the niaekery because once a decision is
made it has long lasting effects which can onlyrdased at high costs. Especially in
China the importance of the location is evidentsithe regional differences are mani-
fold.”*°* Companies have to take various aspects into ateduen deciding on an ideal

location. The most important aspects are analyeéaib

» Different regions stand for different industridse theavy industries such as steel
or car industry is located in the north east duthéohigh coal and oil resources.
The light industry and industry that has high nefedsvater is primarily posi-
tioned along the Yangtse delta. Export-intensiusgtries such as the textile in-
dustry are based in the south of China where gooehections to harbors and

for garment resources are providéd.

* The per capita income (PCI) of Chinese residentsindicator of purchasing
power, is of high interest for the consumer goadhustry. In 2009, the PCI in
Shanghai was the highest in China with approx. BD.BMB (Chinese cur-
rency) which equates to aprox. 3.000€ per yeaBdijing the PCI is already
lower with 20.000 RMB. In most provinces the P@&sliat about 5.000 RMB

and lower*?

» Labour costs define the choice of location of thenaofacturing industries. In
2001 a Chinese worker earned 0.53€ per hour orageemwhereas a German
worker earned 22.00€ per hour. Nevertheless, theulacosts differ between the
Chinese regions. In higher qualified regions a neagturing worker earns

around 3.20€ per hour and in Shanghai the costbqerare already at 16.50€

213

299 Brede/ Nerb (2004), p. 357-383
210 Oppenlander (2002), p. 361-379
21 Haas/ Rehner (2003b), p. 114-144
12 China Statistical Yearbook (2009)
213 Reisach/ Tauber/ Yuan (2003)
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* The availability of resources is another cruciaitéa when looking for the right
location. In this case one has to consider thetradédg and water supply, the

transportation system or the differences in clifiate

» The choice of location may also depend on the lag#iorities” flexibility. Only
in case a company gets a guarantee for a certaikingoenvironment, it will

make long lasting plans and invest in a location.

Unfortunately, a dilemma occurs when, on the onedhaompanies want to be at low
cost locations where land, workers, production, &te cheap, but at the same time also
want to have a well-established transportationesysta perfect functioning electricity
and water supply system, e.g. a good infrastructlihese conditions are usually not
available at the same locations therefore the casnpaust make hard choices when

deciding on the best location when entering then€se market?

Today, more than 50% of all German companies trairasolved in China are either

based in Shanghai or Beijing even though otheoreghave been catching up in recent
years. According to the German Chamber of Foreigmd in Shanghai this can either
be explained by the still good balance between dost- environment and at the same
time good infrastructure and good supply of othecassary resources. Though, it can
also be explained by the fact that German compdhasnter China locate themselves
where other German firms are already present wbahserve as “big brothers” and

ease the first steps into the new marKet.

5.1.1.3 Personnel recruitment and development

The recruitment of the right employees is anothercial external success factor for

German companies entering the Chinese market. 8efeciding on the staff, a com-

pany has to question itself what kind of strateégyill pursue, either a cost-oriented or a
sales-oriented strategy. Each strategy has a @iffereed for employees. Whereas a
cost-oriented strategy is looking for a low-cosbdurction facility possibly with low-

skilled workers who will not earn much, the sale®mted strategy is looking for high

214 Zinzius (2000)

15 Haas/ Rehner (2003)
216 Zinzius (2000)

27 GIC (2008)
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sales in the new market and therefore needs qealémployees, e.g. salesmen who
cost more but will boost up the new compéaty.

Companies who set up a low-tech production pla@hima have the luck to select from
a broad range of low-skilled and cheap workers wiostly come from the countryside
to earn more than they could earn on their farnmsti@ other hand, foreign companies
that enter China and pursue a sales-oriented gyrateset up a high-tech production
facility are in high need for qualified Chinese dayees. As a result, skilled employees
are rare and at the same time not cheap. Moreduerto the competition of foreign
firms for qualified staff, Chinese workers are hmyal and the fluctuation rate is ex-
tremely high. Foreign companies implemented ineenfirograms in order to tie Chi-

nese workers to their companfés.

The search for qualified employees is still a hpgEblem within China. No system is in
place to support foreign companies in their stafirsh. Head-hunters are present in
China but they are expensive and especially SMBsatapay this amount of money
each time, especially with regards to the highttlaton rate. Moreover, the evaluation
of Chinese workers is tricky since, on the one hémeign companies cannot properly
evaluate between good or bad résumés, for examfiler@gards to which universities
have a better or worse reputation. On the othedh@hinese employees tend to fake
their résumés in order to get better jobs. Theegfforeign firms work with a mouth to

mouth system among themselves to possibly avoidshef an “unsound” worke¥?

German large-sized companies started cooperatitigumiversities in order to generate
future employees who were already trained the waycbmpanies needed them. SIE-
MENS or SAP are mentioned here as examples whalmwthte with the Tongji Uni-
versity which already had a German chair and washiag German/ Western way of
business (c.f. www.siemens.de and www.SAP.de).hatdame time BOSCH imple-
mented the German vocational school system andedpean several of these schools to
offer employees a dual system of working in itsr@se plants and attending the school

(c.f. www.bosch.de). This way of training has beemuge success for these companies

218 Holtbriigge (2004a)
219 Holtbriigge (2002)
220 Holtbriigge (2002)
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and more and more other German companies follow é&xample and send their Chi-
nese employees to these schétls.

The question whether a German firm should send ran&@e® expatriate to run the Chi-
nese subsidiary or take a local executive cannanssvered easily and many factors
have to be considered. The opinions differ. Theaathges of a German expatriate are
the know-how transfer for the subsidiary, the Germarporate culture and the better
communication with the mother company in Germarhe @dvantages of a local execu-
tive are the knowledge of the local markets, théenstanding of the Chinese mentality
and Chinese business behaviour. The company siatesisould depend on the overall
corporate strategy: does the German company waBeranan subsidiary which is
mainly controlled by the parent company’s decisions local and relatively autarkic

operating firm??

5.1.1.4 Competitive environment

The competitive environment of a country where cam@s will invest in is another

important success factor for direct investné&ht-oreign direct investment rose in
China in 1992 when Deng Xioping started his operpotiitics and even more when

China joined the WTO in 2001. In these times comipatbecame more severe when
companies captured for market share. Already-asteda firms like Volkswagen, who

were market pioneers in the 1980s, lost their nagkare. Volkswagen’s market share
in 1985 was by 75%, whereas in 2005 it droppedt®% and Volkswagen had to give
up its market leader position to General Motorst didy foreign companies gave them-
selves a hard time but also the Chinese compamips Up fast and achieved market
leader positions, for example in the sectors citgseor vodka production already be-
fore joining the WTG#*

German companies operate mainly in the upper madgnents. The middle segments
are occupied by the Taiwanese, and the lower setgmehich are coeval with the vol-
ume segments, are served by the Chinese comg&nies.

221 Reisach/ Tauber/ Yuan (2003)
222 Haas/ Rehner (2003)

22 porter (1988)

224 \Wihofzski (2005), p. 56-57

225 Deutsche Bank (2004), p. 1-11
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A survey by the consulting firm Roland Berger, cocteéd in 1998, illustrates that Ger-
man companies feel that the competition in Chinanie of the highest risk factors for

business succe$’.

Another survey on SMEs in China by the German ClarobForeign Trade in Shang-
hai, conducted in 2007, shows the fear of Germaesitors of Chinese competition
even though their products were of higher quaMgst of the time German companies
could not compete with the low price ranges of @mnese products. As a result, Ger-
man companies either had to resign from the mamkktwer their production cost. Fur-
thermore, Chinese state owned enterprises had dhentage of having big market
shares and loyal customers and still the proteciash support of the national regime.
This could be seen, for example, when those stateed firms easily received bank
loans or closed big transactions although Germampemies were obviously in a better

position to make the dedl.

The goal of German companies is said to condudrafd and accurate market and
product segmentation in order to choose the rigatket entry strategy. In a highly
prized competitive environment as it is in Chinarn@an companies need to set up an

efficient and cost-effective production facility bave a good starting base.

5.1.2 Consumer and sales specific success factors

Among the customers and sales-specific successréaatprominent role if played by
the profound comprehension of the customers inrdadapproach and win the custom-
er with the right products as well as the right keéing instruments that meets the cus-

tomer’s needs.

5.1.2.1  Customer preferences

The development of long-term ties to customershiggortant success factor for Ger-
man companies in the increasing competition witthia Chinese markets. German
companies need accurate overview on the preferaidbgir Chinese customers. Even
though it is difficult to cluster Chinese custonpeeferences due to the heterogeneity of

the Chinese provinces and the axiomatic problemecgiving the right information, a

%6 Roland Berger (1998)
227 GIC (2008)



5 Success factors for China business expansion 79

segmentation of preferences of Chinese consumeaisgoastomers and Chinese indus-

trial goods customers is illustrated below.

A Chinese consumer goods customer has a hightsffon brands. Hence, good adver-
tising has a high impact on the success of a bira@hina. German companies take this
into account when preparing an advertising campaigbhina. For example, Adidas is

using both Chinese and German top athletes to gaihed advertising messages and to

create a positive corporate image.

A survey by Deutsche Bank in 2004 states that mmbtte German direct investments
was invested within the industrial goods seé&bMost of the customers of industrial
goods are companies and not private customersn&guonducted by Semetkeova in

2001 ranks the customer preferences in the indlisgctor™
1. Product quality
2. Price of a product
3. Service
4. Reputation of the company
5. Brand name
6. Product design
7. Country of origin of the product
8. Product availability
9. Advertising
10. Miscellaneous

The situation of German companies and their incalggoods sold in the Chinese mar-
ket is explained in the following way: German proguare highly technical and Ger-
man companies ask for adequate pricing. Neverthelesinese buyers rather would
buy less-sophisticated products at lower pricelgeva conclusion, German companies

have to find a balance between good quality ansbregble price levefs!

228 7inzius (2000)

22 Deutsche Bank (2004), p. 1-11
230 semetkeova (2001), p. 50-55
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5.1.2.2 Sales strategies

The sales strategy plays an important role withamduccessful exploitation of the Chi-
nese market. Even if all the other above-mentionettess factors are accomplished,
the engagement of sales-oriented companies ends fagure when their products do

not reach their customers.

Customer relationship management is another kegcasyy a successful sales strategy
in China. Chinese business culture highly depemdstimng ties between business part-
ners. These ties rely on trust. German companasaant to sell their products need to
engage in these rules of business relation. Bylthasiness partnerships in China are
different from what German companies are used . dhly a good price, product
quality or service builds up the business relatigmsbut more important by the overall
interaction among the parties is of crucial impoc& An example would be the instant
interactions on private level to familiarize withet other party before even a business
meeting can take placé.

Another general difference between the Western Asidn customer relationship ap-
proach is that Western companies emphasize R&D amhwrtising, whereas Asian

companies emphasize sales-force marketing and-dméirgg of longer payment terms.

After sales, service is another key element of @essful sales strategy. Chinese cus-
tomers attach great importance to sellers with gafber-sales service. The establish-
ment of a wide network of service units within Ghiand its 31 provinces would result

in high investments for German comparti@s.

The difficulties that German firms face in termsoofstomer relationship management
are manifold. Nevertheless, the importance of ttakdishment of after-sales service
units and customer proximity is seen as a crueietior given the need of explanation of
highly technical products, the increasing compmtitand the demand of the Chinese

customers.

Another element of the sales strategy is to defieebest distribution channels. A study
conducted by Semetkeova in 2001 about German caegand their distribution strat-

egy in China lists the following resufts:

%32 Haas/ Rehner (2003)
23 Luo (1997), p. 185-199
234 Semetkeova (2001), p. 50-55
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*  42% of the German companies work on the entire €gmmarket, whereas 58%

concentrate on a regional distribution of theirdurcts.

» 58% of the firms use indirect and direct distribantchannels. Only 31% use ex-

clusively direct channels and only 8% use exclugiiredirect channels.

* The reason why approx. over 84% of the German camepdavour the direct
distribution approach lies in the studied samplee majority of companies sell
complex technical products which need a high le¥elxpertise and a direct ap-

proach of the customers

* 68% of the companies with direct sales have bulttheir own sales unit in
China

A notable conclusion of the study is also that nodshe consulted companies state that

the coeval use of several distribution channelsaroé a successful market entry.

As a conclusion, it has to be stated that the stasegy in China plays an important
role of a successful market entry. The specificatizristics and problems of the Chi-
nese sales system, e.g. underdeveloped infrasteycize of the country, bad payment
moral, etc. result in higher transaction cost & tlrect investment which can only be
reduced by increasing market knowled@e.

5.1.3 Closing remarks on external success factors f  or German SMES in
China

The external success factors for a market entiy German company into the Chinese
market that were valid in the 1980s, when the fi@nhpanies started their China en-
gagement, are still valid today. Nevertheless ctieracteristics of the factors have been
changed over the time. In many ways the environrhastchanged positively, either

due to the development of the country or to theicidn of the German companies
who learned from the Chinese markets and adapt#aeta. On the other hand, many
factors did not turn out to be easier for the foneinvestors. Even though markets have
become much more transparent and information has basy to access, there are still
many misunderstandings, especially due to the lougaral differences. Furthermore,

competition becomes fiercer each year due to nevkehglayers which mainly come

235 Conry/ Seifermann (1998), p. 29-31
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from China and give the German companies a harel hiecause their products become

much more competitive.

The keys to success in a foreign country have la@ehare still today an in-depth re-
search on the market, the customers, the locatencompetition, etc. in order to de-
velop a successful market entry strategy. Germampenies have a lot of information
and the chance to learn or get help from other @erfirms who already made their
way to China and have market experiences. If newvkebaentrants make use of this
information and make a solid plan for their enthg chances of prospective success are

given.

5.2 Specific internal success factors for SMEsin C  hina

This section will analyze the internal uncertaifdy German direct investment in China
by means of the competitive strategies defined dyelP. The section will start with a
definition of the internal success factors in gahéollowed by the illustration of the
special factors needed for a market entry stratetgyChina, e.g. the core competences
factors of the company. Core competences of a coynpee divided into the firm’s
resources and the firm’s skills. A company’s researcontain tangible and intangible
assets. A company’s skills are the aptitude ofrapamy to allocate its resources well in
order to function effectively. Afterwards, Portedgferent competitive strategies will

be introduced and be related to the internal sgceetors.

The analyzed factors are the most important intesnecess factors for direct invest-
ment according to several studies conducted il 89®'s#¢

5.2.1 Internal success factors of a market entry st  rategy for China

Internal success factors are significantly resgdagio what extend a company is able
to make use of the opportunities of the marketstaral/oid the risks of the market en-
vironment?’ Porter defines the internal success factors assbets and skills of the
company in comparison to its competitors includingncial means and recognition of
the brand® According to Hamel and Prahalad the internal ssedactors account for

the core competences of an enterprise. These conpatences are divided into re-

238 Johnson/ Tellis (2008)
27T Warren (2002)
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sources and skills. Resources are defined as teragglkets (financial means, assets and
raw materials) and intangible assets (know-howhef émployees, patents, corporate
image). The skills, on the other hand, are defiagedhe aptitude of a company to allo-

cate its resources well in order to function efiesty.>*

Therefore, an analysis of internal success faabrs market entry strategy for China
has to review the resources and skills, e.g. ttegths and weaknesses of a company.
The goal of every enterprise in this case shoulthbé'strategic fit” between the inter-
nal strengths and weaknesses and the externalehand risks of China. The “strategic

fit” defines the market entry stratedy.

One theory of direct investment formulated by Fesgather illustrates under which

conditions German firms operate successfully inn@hund relates it to resource-
oriented international management. This theoryest#état multinational companies are
able to transfer their resources to various coesi@nd obtain competitive advantages in
comparison to truly national-operating firms. Thempetitive advantages are lower
when the host country prevents the multinationathgany from transferring their re-

sources or when the company is not able to trariséeresources due to, for example,

high transfer cost or bad fit of resources to tbstltountry?*

5.2.2 Evaluation of internal success factors accord ing to Porters theory

of competitive strategy

During the 80’s and 90’s most German enterprisésred the Chinese market with the
goal of selling their products to Chinese customirorder to analyze the underlying
internal success factors of the market entry ofGeeman SME Porter’s theory of com-
petitive strategy is used as a framework. Portatest “The competitive strategy de-
mands that a company places itself within the markeuch way that the highest value

for its resources is given and competitive advaggaaye being created.”

Porter differentiates between three basic typeofpetitive strategies: the cost leader-
ship, the differentiation and the niche strateglye Tost leadership is based on a cost

advantage compared to the competitors which iszeghkthrough low costs in all busi-

238 porter (1999)
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ness areas. Differentiation is based on the pri@@pqualitative inimitable products or
services which can hardly be copied by competifbh& niche strategy is defined by a
focus on a specific niche market, a specific cugtognoup, a geographical boundary or

a specific part of a product progréfh.

Taking into account the increasing competitive smvinent in China from the mid
nineties, German companies had to define a cleampettive strategy. Competitive
advantages had to be developed in order to facedihdy entered competitors in the

Chinese market.

5.2.2.1 Cost leadership strategy as an option for German SME in China

Regarding this from a retrospective point of vietwnust be said that the cost leader-
ship strategy for German companies in China wasaneticcessful option. German
companies that had been cost leaders on the Gemaget and tried to be cost leaders
within the Chinese market often failed due to thet that many Asian competitors were
having much lower cost structures with regardsheap labour or to financing their

business with cheap loans. Moreover, Chinese cus®@are very patriotic and rather
buy a product from a Chinese company than fromre@iga enterprise, if it is sold for

the same price and no other differentiation attebs in place. Only companies that are
world leaders within their business field were aloleenter the Chinese market and op-
erate successfully with the cost leadership styatége reasons are the low cost struc-
tures, well known brands, the huge experience tarmationalization/ entering new

markets and of course the strong financial backuptéti

5.2.2.2 Differentiation strategy as an option for German SME in China

Higher success rates were accomplished by Gernrapaides that followed the differ-

entiation strategy. Due to advanced technologyiamlitable products German enter-
prises outperformed their competitors and gainededended their market share. Fur-
thermore, the market segments with the high quphbgucts promised high profit mar-

gins in comparison to the volume segments wher@tice was most important and not
the quality. Another advantage of the differentintstrategy in comparison to the cost
leadership strategy is that high quality products laarder to copy than low cost prod-
ucts. Especially Chinese competitors compete invéng that they copy the products of

242 porter (1999)
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the market leaders instead of developing productheir own. Due to the low costs of
production within the Chinese firms, this stratefyopying was very successful in the
past and harmed many German companies who entezedhinese markets with their

products®*

The company internal requirements for a succeshffdrentiation strategy were very
high taking into account the increasing competitiSufficient personnel, market ex-
perience and financial resources were needed fib thik type of strategy in Chin&
Personnel management, as an important success fiactbe differentiation strategy, is
divided into personnel recruiting and personnelatigyment. German companies pursu-
ing a low cost strategy were in need of cheap labod, therefore, did not put such an
enormous effort in personnel recruiting or persémeyelopment. The differentiation
strategy asks for qualified employees who cangi@mple, establish a strong market-
ing and sales organization. Of course, findingrtgbt qualified employees in China is
costly and extensive. Furthermore, the competitanskilled workers is harsh and in
conclusion German firms have to offer special dealg. salary and company training

for Chinese workers in order to keep them withdbmpany:*®

5.2.2.3 Niche strategy as an option for German SME in China

Many companies on top, following the differentiatistrategy, pursued a niche strategy.
One reason to focus on was, for example, the hagatry in China where it was im-
possible for a new market entrant to coevally mtewall regions with its products right
from the beginning. Therefore, German companiesnofttarted in regions around
Shanghai and Beijing where many other German fiwase already located and from
whom the new entrants could obtain help for théiin@ venture. Starting from these
cities as home base, German companies focused sbonuers in the more developed

areas on the east coast of China.

Another niche strategy that was aligned to theedgffitiation strategy was to focus only
on the rich customers in China. An example for an@@® company that was using dif-
ferentiation strategy and niche strategy at theesame was “Burmester Audiosysteme

GmbH — Handmade in Germany”. The company produggsdnd audio systems and

23 Williamson/ Zeng (2004), p. 56-57
24 Fischer/ Junkes/ Reden (2004), p. 87-105
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is one of the top brands in the audio market woidgwBurmester has already pursued a
niche and differentiation strategy in Germany sitie@r audio systems are sold to very
few customers who look for this high-end sound arid;ourse, sold at very high prices
which also narrows down the customer base. Thela@vent of the strategy for China
was rather pragmatic for Burmester. They just cwdd with what they were already
doing in the rest of the world: selling to a snatount of people who have the desire to

listen to high end music and who are able to payhat*’

In general, it can be noticed that almost all Gerifivans started with a niche strategy in
China. Of course the German large-sized comparadstiie mid to long term strategy
to leave the niche market, broaden their custorase land be present on the entire mar-
ket. Many German SMEs kept to their niche stratsigige a broader strategy would

have also meant much more investments that thaspames do not hav&.

5.2.3 Competitive strategies in the need for the be st allocation of

companies’ resources

After having discussed the different market culiiwa strategies defined orter, the
next chapter will discuss which resources haveetpitovided by the company so that

the international expansion is successful.

5.2.3.1 The best allocation of financial resources as source for success

Among the competitive strategies the cost strateap/not been successful for German
enterprises in China and is therefore not pursyechdny companies. As a result, only
the differentiation and niche strategies have bmealyzed for the best allocation of
resources in the following part of this chapter.

Good financial resources have been defined as btteeanost important internal suc-
cess factors for German direct investment in Chiasources like raw materials or
company equipment are not very important in thistext since in almost all cases these
resources are not transferred to China. The redeotisis are that, first, it would be too
expensive since the distance is so long and, sggandnost cases these resources can

246 Semetkeova (2001), p. 50-55
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easily be bought in China as w#&l.Therefore, the analyses of resources start wih th

financial resources of a German firm entering China

Financial resources are needed as a basis of tleeedtiation and niche strategy of
German companies in China. German firms have ter @fktensive performance, e.g.
service support in order to satisfy the price damsiChinese customer who will easily
change to cheaper suppliers. Therefore, amble diahresources are inevitable to es-
tablish those tight customer ti&&Many German firms faced financial problems sirice i
took very long to establish them on the ChineseketaiStrong competition accompa-
nied with price wars is only one example why theaficial resources of German enter-

prises were overstrainéd.

Moreover, German companies, pursuing a differanhastrategy, faced the problem
that their refinance options in China were limit€&dn general, German firms had ac-
cess to the following financial instruments whickres all aligned to the way German
firms were instructed to use their bank accountShima. The Chinese government ap-
proved three different accounts: the current actaine capital account and the loan
account. The current account is used for the galyments, such as invoices of suppli-
ers. The capital account is only approved one-t@eman companies can only transfer
their equity to this account once in order to pag liabilities of the firm in China, e.g.
investments, marketing and sales expenses. If dpéat on this account is used up,
German companies are not able to transfer furtle@rey Instead, the account is termi-
nated®>* Therefore, the recommendation of the AHK (Germdrar@ber of Foreign
Trade, Shanghai) for German companies planning leina market entry was/ is to
fill up this account with enough equity. In 199&t€hinese government required the
following minimum equity rates for German direcv@stments in China. If the invest-
ment sum was below 3 million US$, the equity radd ko be at least 70%. In case that
the foreign firms wanted to invest between 3 tariillion US$ the equity rate had to be
minimum 50%. Investments between 10 to 30 milliddfUequired a minimum equity

rate of 40% and investments above 30 million USfiimum of 33%.

249 Zinzius (2000)
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German companies who needed debt financing in Ghara also restricted to do so via
two ways. One possibility was the shareholder laad the other one the RMB (Chi-
nese currency) bank loan. Both loans were booketth®toan account of the firm. The
shareholder loan, for example, was a loan givetheymother company in Germany.
Unfortunately, the loan had to be registered wit@ €hinese banking authorities and
additionally these authorities had to approve tiieency exchange to RMB. This ap-
proval was only given in exceptional cases. TheegfGerman companies were some-
times handicapped because they could not usetthesferred money due to the adher-
ence of the Chinese banking authoritfé&Jntil the beginning of 1997, the RMB bank
loans were only offered to German enterprises hyné&de banks. After this date foreign
banks were also permitted to provide bank loansdibe to very restrictive loan laws
the option to receive money for German firms wasy \#nited.*> The allocation of
loans was done by the centralized allocation systérh defines duration times, inter-
est rates, volumes and the designated use. Itapamn secret that Chinese federal com-
panies were always favoured in loan allocationsamparison to foreign compani€s.
According to experience, German companies weretahileceive short term loans lim-
ited from 6 to 12 months. Mid to long-term loangiha be approved by the federal
planning authority. This allocation process wa®rminable and in most cases ended
unfavourable for the German enterprises. A goodtimiship with a Chinese bank
could help to accelerate the approval process. @heclkans were granted the disadvan-
tage was that the interest rates were higher thaninterest rates which the German
companies would have received from the German ban&grmany?>’

German companies had also difficulties in refinagaince their investments had long
amortization durations in China which were four ngean average. In comparison to
German direct investments in India or other Asianntries the amortization duration of
the investments was high®& An example of a German direct investment in Chita

long amortization duration is the “Deutsche Che#@”. Deutsche Chemie already
entered the Chinese market in 1986. At this tineeathly favourable entry strategy was

the joint venture with a Chinese firm. During tlstffive years after the entry the prof-

%4 Seimetz (1997), p. 34-38
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its were lower than expected and the company ogenaith losses. In the early 1990s,
Deutsche Chemie was able to generate profits artedtrecovering the original in-
vestments. It is needless to say that during tis¢ five years Deutsche Chemie had to
finance the operations and, therefore, neededoagsfinancial nest egg to stay within
the Chinese business. Due to the small amounttefnal financing Deutsche Chemie
had to bring in money from the parent company inn@&y which was not always easy
to accomplish. For example, Deutsche Chemie hachémge currency on the “grey

swap market” in Shanghai where money exchange w@ensive and not 100% legad.

A recent study conducted by the German Chambaerdafdtry and Commerce and Euro
Asia Consulting in Shanghai has shown that thenfird environment for German
companies has changed much due to the fact thaa@hmtered the WTO and the coun-
try opened up and a less restricted financial systas implemented. The positive out-
come for German companies has been the easiersaccesfinancing capital which is
offered by Chinese and foreign banks. The loange®es have been aligned to interna-
tional standards and the interest rates have fatlemternational standards as well.
German companies and especially German SMEs benkdttfrom these changes and
can focus more on other difficult aspects of thekatentry in China rather than the

financing?®°

5.2.3.2 The best allocation of the employees as sources for success

Another important internal success factor is treouoece “employee”. German compa-
nies have two main choices for their employee afyain China: either they send Ger-
man staff to China and thereby transfer German khow or the companies hire Chi-
nese workers and train them locally. German em@eyehich are sent to China are
called “expats”. In most cases only a few Germgmaexper firm go in order to build up
the business in China. They are the source of Kmow;-implement the German strat-
egy for China and develop the business accordirigtpats mostly run the business as
CEQ's or are the technical staff that start promucaind train the local workers. Since
not many German employees are willing to spenchgdo period of time in China, ex-
pats are paid a premium for their stay in Chinac@irse, these expenditures raise the

cost for the market entry into the Chinese market especially SMEs struggle with

259 Trommsdorff (2000), p. 495-512
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those high costs. Another reason why there are gy German workers in China is
that not many people are open for this kind of waglenvironment. Of course, one can
imagine that it is a hard step for an employeedoidk on living in a foreign country
with a total different culture which on top is sar faway that visits to Germany are

rare®!

The recruitment of the right employees in China banseen as another key internal
success factor for German companies entering thee€& market, even though the
workers are taken from the external working enviment. Before deciding on the staff,
a company has to consider the strategy it will pey®ither a cost-oriented or a differ-
entiation strategy. Each strategy has a differemdnfor employees. Whereas a cost-
oriented strategy is looking for a low-cost prodowctfacility with low-skilled workers
who will not earn much, the differentiation strateg looking for qualified sales or high
technological production in the new market andrdfwe, needs qualified employees,
e.g. staff who costs more but will also boost wpriew companyf?

Companies who set up a low-tech production pla@hima have the luck to select from
a broad range of low-skilled and cheap workers wiostly come from the countryside
to earn more than they could earn when workingheir farms. On the other hand, for-
eign companies that enter China and pursue a eliffi@ation strategy are in high need of
qualified Chinese employees. Since demand is hitfreer supply, skilled employees
are rare and at the same time not cheap to geedwer, due to the competition of for-
eign firms for qualified staff, Chinese workers a@ loyal and the fluctuation rate is
extremely high. Foreign companies implemented ificerprograms in order to tie Chi-

nese workers to their companfés.

The search for qualified employees is still a hpgeblem in China. No system is in
place to support foreign companies with view toirtts¢aff search. Head-hunters are
present in China but they are expensive and edjyeSiESs cannot pay this amount of
money each time, especially when thinking of thghHfluctuation rate. Moreover, the
evaluation of Chinese workers is tricky since, loa bne hand, foreign companies can-
not properly evaluate between good or fair résurogésexample with regards to which

universities have a better or worse reputation.tii@nother hand, Chinese employees

%1 Holtbriigge (2004a)
%52 Holtbriigge (2004a)
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tend to fake their resumes in order to get betties.j Therefore, foreign firms work with
a mouth to mouth system among themselves to pgssvoiid the risk of an “unsound”

worker?

Big German companies started cooperating with usitres in order to generate future
employees who were already trained the way the eomp needed them. Examples are
SIEMENS or SAP who collaborate with the Tongji Uerisity which already had a
German chair and was teaching the German/ Westeay wof business (c.f.
www.siemens.de and www.SAP.de). Whereas BOSCH mmgaiéed the German voca-
tional school system and opened up several of thesaols to offer employees concur-
rent work in its Chinese plants and attend the scfof. www.bosch.de). This way of
training has been a huge success for these conspaniemore and more further Ger-
man companies follow their example and send thdimé&se employees to these
schools®

5.2.3.3 The allocation of patents as a source of success

Patents are always a strong competitive advantagieei business world and therefore
an internal success factor for German direct imaest. Nevertheless, the advantages of
patents on the Chinese markets are much lowermpadson to the Western business
world. The original meaning of the patent is totpob the idea or the product from be-
ing copied by another company. Due to a functiohavg system and deep-rooted ethi-
cal believes in the Western business world patsot&. In China the situation is differ-
ent since two disadvantages harm the power of #tenp the first disadvantage is the
Chinese belief that it is an honour for the inventdis idea or product is copied. In
other words copying a successful product of a caigpas nothing bad in the percep-
tion of the Chinese. The second disadvantagedsedi to the just illustrated belief: the
Chinese law does not prosecute the copying of padeproducts since it does not see
the infringement. In the early 90’s German firms ha suffer from this situation be-
cause their new technologies that they put higbresffand R&D cost in were easily
copied by Chinese competitors. Today, German comparaspond to this environment
and pursue two strategies, among others, to preékeritarm of copying. The first strat-

egy is that German firms do not sell their latesthhology products in China but in-

54 Holtbriigge (2002)
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stead offer products which are predecessors tpribgducts which are currently sold in
the Western markets. One example is Volkswagen sefie its cars in China with the
engines of predecessor cars. The second strate@groian companies pursuing a dif-
ferentiation strategy is that the products are fadly manufactured in one plant in
China. Various parts are produced in differentlitees and they are assembled together
in one plant. By this it is harder for the Chinesenpetitors to cop$f*

5.2.3.4 The allocation of brands/ corporate image as source of success

Brands or the corporate image are another impom#aitnal success factor. However,
there are differences between the brands or theocate images. If a company is al-
ready well-known in the Western world before emgrihe Chinese market the chances
are high that this brand is already known amongGhmese consumer and, therefore,
the brand or the corporate image is a big advantagehe other hand, German compa-
nies, who are market leaders in Germany but ddvae¢ worldwide recognition yet, do
not only have to build up their businesses in Clingalso their corporate image. Gen-
erally, the Chinese goods customer have a highigffior brands. A high impact on the
success of a brand is related to good advertisinghina. German companies take this
into account when preparing an advertising campeigdbhina. ADIDAS, for example,

is using both Chinese and German top athletesatsport its advertising messages and

to create a positive corporate imagje.

5.2.4 Competition strategies in the need for the be st allocation of

companies’ skills

Companies who enter the Chinese market have to thakbest out of their given re-
sources. Within the scope of this paper the shilés defined as the aptitude of a com-
pany to allocate its resources well in order toction effectively. The skills of German
companies have advanced in the course of timeoQfe, big German companies who
had been operating internationally long before thetered the Chinese market already
had had the skills to allocate their resources wielte they were experienced. Never-
theless, also the large-sized companies had ta kad adjust to the Chinese culture
and Chinese business culture. Companies who weriaioexperienced in internation-

alization made several mistakes when entering tiegSe market since they devolved

%% Haas/ Rehner (2003), p. 114-144
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their German strategies to the Chinese market witidlmot work since business does
not function the same way in China as it does emWestern world. In many cases this
happened in the 80’s and early 90’s when Chinarneas common place to invest, as it

is today, and still was a closed communist coufitry.

Today, the skills of allocating their resourceslvaeé much more developed among the
German companies who are willing to move to Chifae reason is that today compa-
nies can rely on their own experience from therivdgonalization process but also rely
on external help which were not there in the 8@ 80’s. For example, the network of
German companies which already made the succest&fplinto the Chinese market
helps new entrants to find their way. Furthermamany institutions are in place to offer
information and assistance for the China ventum. €é&xample, the AHK (German

Chamber of Foreign Trade) in Shanghai helps witbrination and contacts. German
companies can also hire consulting companies dpsdaon market entry in China.

These consulting companies go along with the pgoésexpansion. The internet is
another important element which helps German compaio search for information

which they can use for their China strategy.

Even though there are still several German compant® fail to enter China market
due to a badly developed entry strategy, the enment today offers much more in-
formation and certainty for German companies edgeenter the Chinese market.
Therefore, today the majority of German firms anechnmore successful in China than
in the past. Of course, not only the improved skate the reason for success but also

the change of China as a country to be more opeforfeign business partnefs.

5.2.5 Closing remarks on the recent evolution of in  ternal success factors
for German SME in China

The internal success factors for a market entrg German company into the Chinese
market that were valid in the 1980’, when the fesmpanies started their China en-
gagement, are still valid today. Nevertheless ctimracteristics of the factors have been
changed over time. Amble financial resources ha@nhand still are one of the most

important success factors for German companiegiegt€hina. Changes have taken
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place over time insofar as in the 80’s and early@&rman firms had difficulties in re-
financing themselves in China, whereas today thantial markets are open and this
disadvantage has mainly dissolved. In the paststiidoday, employees or the know-
how of employees are important internal succeg®fscGerman companies need their
know-how in China in order to build up their busises successfully. The costs of the
know-how transfer to China are notably high. Theref German companies need to
develop strategies which incorporate a perfeco ragitween cost and know-how trans-
fer. Due to external assistance, e.g. trade itistits, consulting firms and internal ex-
perience the allocation of the resource “emplokeeiv-how” is better performed today
than in the past. The same can be stated for th@fusatents. Today, German compa-
nies know that they need to protect their idegsroducts with special protection strate-
gies. Corporate image or brands are importantnatesuccess factors since the Chinese
customer looks for brands. This culture has nohghd much over the past decades.
Due to a fiercer competition German companies fearel times in creating a positive
corporate image in China. Furthermore, a lot ofeatising is needed which results in
higher corporate spending. German companies hageaoate the benefit of those ex-

penditures and incorporate this into their Chimategy.

In conclusion, it can be stated that German congsahave learned over the past dec-
ades and are much more experienced in the intenaization process. Today, the

firms clearly know that the keys to success in ifm country have been and today
still are an in-depth research on the market andhatepth research on the own re-

sources in order to develop a successful markey strategy.

The upcoming empirical study will try to comprehehd expansion processes of SMEs
in China. Additionally, the internal and externatesess factors will be scrutinized and
analyzed within the scope of the study with the tordetermine how companies assess

their China engagement retrospectively.
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6  Empirical study on German SME in China

(expansion, current operations, future prospects)

The empirical study aims at providing a better ustémding of the German SME ex-
pansion process to China, an evaluation of botin therent operations in China and a

forecast of their future on the Chinese market.

Therefore, the survey is based on the followinge¢hmain research questions:
*  Why and how do German SMEs expand to China?
* How do German SMEs master their current operaiioi@hina?
* How do German SMEs evaluate their future within@enese market?

In order to provide valuable insights to the unglad main research questions stated

above the study was divided into four main sections
* Information on the SMEs in China (9 questions)
« Expansion process of SMEs to China (8 questions)
e Evaluation of current business operations in Clnquestions)
» Forecast of future business environment in Chingu@stions)

The first section will characterize the German SMfgsrating in China with regards to
qualitative and quantitative measures: annual wtenof the parent company, number
of employees, business industry, date of markeieluical presence in China, branch,

form of operation and reasons for choosing the fofimperations.

The second section will illustrate the expansioacpss of German SMEs to China.
Herein, the motives for China expansion will becdssed, followed by an analysis of
the strategy that German SMEs have formulated. @@usswill be examined consider-
ing how the SMEs evaluate their strategy retrospelgtand if and to what extent they
have changed their initial strategy during the es@n process. Further on, the market
entry preparation and coeval the satisfaction withentry preparation will be mooted.
The second topic will close with an illustrationdagiscussion of the important internal

and external success factors of China expansioGéoman SMESs.
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The third section will deal with the current busiaesituation of German SMEs in Chi-
na. The SMEs were asked to evaluate the Chineseeasgsehavior and Chinese perso-
nality traits, Chinese legal & public authoritidbgeir own operations (internal value
creation, costs of operation, etc.) and sales enmient in China (opportunities,
threats). The third topic will conclude with an maion of the overall China engage-

ment.

The fourths section will give an overview of thdure prospects of German SMEs in
China. For this purpose the SMEs were requestegvéduate the identical business
areas (Chinese legal & public authorities, own apens and sales environment in Chi-
na) as in the third section but this time as amagion of the future.

Principally, the answers of the respondents withis study are appraised and portrayed
as if the group of German SMEs in China were homegas. In reality, of course, not
every German SME that has expanded and is opernati@pina acts and thinks alike.
One main reason is that all companies come froiffereht internal and external busi-
ness environment. It is undoubted that a smallingpdompany with low capital and
manpower resources is much more limited in its @tstrategy than a bigger medium
sized company with more experience and resourdesrelore, a variety of dimensions
(see figure 26) has been created which allows teegoaize and to classify the SMEs in
order to spot differences and similarities. Cefyaimot all possible differentiations

could have been applied for the purpose of thisntep
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Figure 26: Relation of dimensions to characteri#ESn China (own illustration)
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The survey was conducted from October 2010 to Ma@l. All questions were ga-
thered in an easy to use Excel docurfitand sent out via email to German SMEs op-
erating in China. The addresses were taken frondat@base of the German Company
Directory in China (GCBY. 512 valid German business addresses in China iden-
tified that fulfilled the predefined criteria ta fn the group of SMEs in China according
to the previously given classification of a maximainl1.000 employees in total or a
turnover of 250 Mio. € in the parent company woildisv Furthermore, only German
SMEs were chosen that currently pursue operatimi@zhina and establish either a rep-
resentative office or a co-operation or a whollyefgn owned enterprise. Despite the
comprehensive nature of the questionnaire withta tf 27 core questions, the return

quota of completed surveys was as high as 9% (4Bs3M

According to comparable studi€sthe panel’s composition is representative for the
total number of German SME operations in China #redfindings and opinions are
representative for the majority of German SME besshcommunities as well. Howev-
er, this report is only meant to provide valualbigights for German SMEs interested in
China expansion or SMEs, already operating in GHmoan which they can derive ideas
and proceedings for their own business strategyceSevery company has its individual
company background and business environment tivggicannot serve as an individ-
ual layout for a solid, successful China stratdwt suits every German SMEs. Moreo-
ver, it has to be clarified that those SMEs whoenmot successful in their China expan-
sion have not been able to participate in the susiece they have ceased their busi-
nesses and left China again already, thereford, dipgnions and experiences are not
included in the findings. Taking this fact into aoat it may be the case that the results

of this survey are slightly painted in too goodhlig

270 see Appendix for the excel document

21 The German Company Directory is the only offidakctory of all German companies in China. It is
the primary source of information for determiningpish German companies are already in China.
The German Company Directory is created and maiethby DEinternational/German Industry &
Commerce (GIC) and Real SoftService. DEinternatit@arman Industry & Commerce (GIC) is the
service provider of the Delegations of German Inguand Commerce (AHK) in China. AHK and
GIC belong to the worldwide network of some 120rseas German Chambers of Commerce, Dele-
gations, Representative Offices and DIHK-Servicenfanies in more than 80 countries under the
umbrella of the Association of German Chambersndiistry and Commerce (DIHK) in Berlin. The
offices and subsidiaries of AHK and GIC in Beijirshanghai and Guangzhou support German com-
panies in establishing and extending their acéisitn China on a bilateral basis.

~Survey on Business Confidence in China“, condddby the German Chamber of Commerce and
Fiducia Management Consultants, Shanghai Augusbio

272
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The following paragraphs illustrate and discussahswers which were given by the
German SMEs in the four main areas of the survey.

6.1 Company information

Expansion to China Future Business Evaluation

Current Business Evaluation

Figure 27: German SME in China — first chapter: pany information (own illustra-

tion)

The upcoming chapter 6.1 will follow up with a detd analysis of the German SMEs

that responded to the questionnaire.

First, the basic information of the enterprise® ltkirnover and number of employees

were inquired. This was done in order to clasdiBnt as small or medium sized firm.

Then participants were asked to tell in which indusr branch they operate. All res-
pondents were afterwards summed up in five diffieggoups. One group, for example,
consisted of the machine building, automotive amehtical companies whereas another

combined the textile and food enterprises.

In order to gain insights in the experience anthia Chinese business environment in
which the SMEs expanded, the participants weretmuresi when they entered the Chi-
nese market. For interpretation purposes compavees graded in the companies that
entered before the year 2000 and after the yed.200
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One of the main success factors for a China engageis the right location. Therefore,
the SMEs had to state where they settled in Chmolvehat the reasoning behind their

decisions had been.

A survey provides the best benefits for interesteatlers when they can relate to it.
Therefore, all respondents were classified as mtooly trade or service companies so
that readers can recognize themselves among dhes# three business types.

The question on the form of operation was the ¢ast to be discussed in section 6.1.
Due to the fact that the survey only analyses fitlhasg did a direct investment in China,
exports, as a possible form of operation were ncuded. Only companies that either
established a representative office, a joint ventura wholly foreign owned enterprise
were allowed to participate in the study. Thesemmises were then asked to state their

reasons why they hadchosen their particular forimpeiations.

Figure 26illustrates all characteristics of the SMEs whicbrgvmentioned above. The
arrows display the relation between those chargttss. The relations serve for the
purpose to deepen the analysis of the SMEs thppneled to the questionnaire. For
example, the arrow between “size” and “market forshieds light on the questions:
what type of market form is favored by small entisigs and what type of market form
is favored by medium sized enterprises? What a&sithilarities and differences?

6.1.1 Annual turnover of the parent company

According to the survey definition, a company belemo the group of SMEs when its
turnover does not exceed EUR 250 million worldwiBggure 28 shows that all respon-
dents were classified in four groups on the bakthar turnover in the year 2008. The
chart displays a relatively homogeneous distributed the SMEs within the four

groups.
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Annual Turnover in Mio Euro

24%

28%

O Euro 0 - 25 Mio

B Euro 25 Mio - 50 Mio

O Euro 50 Mio - 100 Mio
O Euro 100 Mio - 250 Mio

Figure 28: Annual turnover of parent company worttev distribution within the sam-

ple

Especially remarkable is the share of companiestthee a turnover lower than EUR
25 million in the parent company reached 24%. Etreough they have limited re-

sources these companies have already made a Hogeaefl have taken the opportuni-
ty and have expanded to China. The received dataral/eals that many of them even
earned a turnover less than EUR 15 million in tkary2008 and still made their way

into the Chinese market.

The annual turnover in 2008 was taken in orderefmagate the small from the medium
sized enterprises. Those companies that earnedhiessEUR 50 million were catego-
rized as the small group of enterprises and thepemmes that earned between EUR 50
million and EUR 250 million were pooled as the medigroup of enterprises. The dis-
tinction between small and medium sized enterprigtgls the purpose of spotting
differences and similarities in opinions, approached proceedings among both groups

later in the survey.

Figure 29 illustrates the distribution of small anddium sized enterprises. It is notice-
able that the small firms have a share of 58% hatkfore the opinions and findings of
this study have a great value to other small Gerfinans interested in entering the Chi-
nese market or already operating in it. At a Istage of the survey it will be displayed
that more and more small German firms are willmg@xpand to China. In the past, be-

fore 2000, the majority of companies that were gmésn China were rather medium
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and big-sized enterprises and, therefore, relatiedies focused on opinions and res-
ponses of those companies. Even today reports anaait businesses in China or in-
formation about the expansion process of comparedmepanies are rare and hard to
find.

Relation Small and Medium Enterprises

O Small
B Medium

Figure 29: Distribution within the sample: smalbamedium enterprises

6.1.2 Number of employees

The pie chart in figure 30 illustrates the numbleemployees of the respondents of the
survey. Again, all SMEs were classified in fourgps. It is interesting to note that only
9% of all respondents have less than 50 employeekiwide. This low percentage
indicates that setting up a presence in China dkpen manpower. In almost all cases
an expansion to China has not been done when lilasraot been a solid business basis
in Germany. On the one hand, the companies net#dstdminister their home market
and on the other hand the companies need perstmm&company the expansion to
China and serve as a counterpart for the teamtenssChina. In most cases these tasks
ask for a larger number of employees worldwide than
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Number of Employees

mo0-49
W50 - 249
0250 - 499
0500 - 1000

Figure 30: Number of employees in parent companydmade

Corresponding with the fact that our share of smalhpanies has been 58% is the
number of staff. AlImost 50% of all respondents hemmpanies with less than 250 em-
ployees. Nevertheless, the share of enterprisésmatre than 500 and up to 1.000 em-
ployees which has been the upper barrier by definfor SMEs still is 27%.

6.1.3 Business industries in China

The goal of the study is to accomplish represergatiews and findings from the pers-
pective of German SMEs in China. Therefore, theepartomposition was especially
important. Figure 31 shows the distribution of #rea of business industries of the res-
pondents. The automotive, machine building and atelnmdustries are the dominant
industries in Germany and, therefore, were alsditbeto enter the Chinese markét.
The share of 35% of all respondents in this categefiects this fact. The textile and
food industries also belong to the old industrire&Sermany that had to cope with satu-
rated markets and the need for lowering cost ajr@alibng time ago. Those industries
were forced to open up new markets and, eventualiged in Chind* The share of
21% of the textile and food category validates ehisdings. The pharmaceutical and
energy sector accounts for 18% of all responsepedially the boom of renewable

energies in Germany in the last 10 years with wiewolar, wind and biogas energy put

273 Rohroff (1997)
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forth many new startup companies that saw oppdrégin the Chinese market in terms
of low cost parts sourcing, low cost productionsibass partnerships with Chinese
companies in the same industry and of course palesitial. As a result, many of those
firms quickly established strong binding with theigese market” The finance, IT and
telecommunication sector belongs to the relativedy industries worldwide. In par-
ticular, the IT and telecommunication companiesiaithe need for low cost production
of their devices and hardware. Early on China hagdema name as an ideal place for
production due to low cost operations and skilletspnnef’® In the present survey this

industry accounts for 14%. The remaining 12% deated among other industries.

Business Industries in China

@ Automotive, Machine Buiding &
Chemical

B Textile & Food

0O Pharma & Energy

0O Finance, IT, Telco

B Others

Figure 31: Distribution of companies in the samgateording to their area of business

The survey responses in terms of the area of b&siage representative of the entire
population of German businesses in China, e.gmiehine building industry’s share is

26% in this survey and 30% in the GiGompany directory.

2’ Fishman (2005)
215 Keller (2011)
278 Qu/ Brocklehorst (2003)

2T GIC — German company directory is the only offiairectory of all German companies in China. It
is the primary source of information for determmpiwhich German companies are already in China.
The German Company Directory is created and maiethby DEinternational/German Industry &
Commerce (GIC) and Real SoftService.
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6.1.4 Date of market entry

In 2002 and 2003 a real hype in Germany regardingaCstarted. Business newspa-
pers, magazines and TV proclaimed huge opportsriitiethe German industry and the
impression was created that if a company did nobasiness with China or sold its
products on the enormous market it would lose thenection and miss chances for
exceptional busines$. In the same period (exactly in 2001) China achieneember-
ship in the World Trade Organization (WTO). Thisgsbpened up the Chinese market,
regulations were dropped and trade laws and weneli§ied, respectively unified?
Among others both of these factors laid the grolamdnore and more German compa-
nies, especially SMEs to enter business relatipssivith China.

Figure 32 displays the distribution of SME respamdeof the survey regarding their
market entry date. For evaluation purposes ittsr@sting to see how many companies
expanded to China before 2000 and later. The ntgjofi German SMEs made their
way to China after the 2000 with a percentage &b &vhich allows the conclusion that
many German firms got infected by the proclaimedldgush” in China by the German
press. The remaining respondents entered Chinaeb2@®0. This result demonstrates
that 67% of German SME respondents are relativelyng market participants in China
with not much experience yet. Nevertheless, eshgdleeir opinions and perceptions
are very important for the report, e.g. for other®@an SMEs eager to start business
with China since one of the main goals of this gtisdto get insights from the point of

SMEs in their early stages of expansion and estamient.

2’8 Roland Berger (2004)
2’9 Cheng (2005)
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Date of Market Entry

@ Prior Year 2000
| After Year 2000

Figure 32: Date of entering the Chinese marketriligion in the sample

Figure 33 illustrates the relation between compsing and the market entry date. This
relation presents the precise picture that the ntgjof small German enterprises chose
to expand to China after the year 2000 (81%). Letehe study it will be pointed out
that especially those small firms benefited from itmprovements in IT and communi-
cation systems, e.g. the internet which lowered th@nsaction cost and made it easier
to get in contact with China. The availability ofermation on the Chinese market and
access to Chinese suppliers, customers and oth@epavia internet or other institu-
tions like the German Chamber of Commerce made reskpa possible for the first

time.

In contrast, 53% of the medium sized enterprisesadly made their way to China prior
to the year 2000. As discussed earlier in figutauBnber of employees”, medium sized
companies have bigger resources than the smallwhieh serve as a good basis for
expansion. Therefore, medium sized companies atereat a stage where resources

are sufficient to internationalize than small firmagh low resources.
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Relation Company Size & Market Entry Date

Market Entry
47
Atter Year 2000

81

B Medium
@ Small

53
Prior Year 2000
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Figure 33: Relation between company size and thr&ehantry date

6.1.5 Local presence in China

In chapter 3.2 it was referred to that the modeamemy in China is primarily located

in the Eastern coastal areas. There the Chinesergoent has developed the infra-
structure and initiated the trade zones to attvattt domestic and foreign investors, e.g.
companies. German companies established theirdas®n also in these areas, especial-
ly in the Greater Shanghai (47%), the Greater BgifiL2%) and the Greater Guangzhou
(8%) regions with more than 65% in total. Provinckser to the Western parts of Chi-
na are still avoided by German enterprises evengihdhey allure with benefits and

incentives.

Figure 34displays the distribution of the German SME headgus in China reflected
by the respondents of our survey. It is remarkétée the allocation is closely oriented
to the overall distribution of all German enterpasn China. It can be seen that the ma-
jority (65%) of SMEs cluster themselves in the oegaround Shanghai and the sur-
rounding provinces Jiangsu and Zhejiang. 13% exgdnad the Beijing area. Also noti-
ceable is the fact that 11% established their l@ssies in the Greater Guangzhou region
which is specialized in the production of textil€g,hardware and small electronic de-
vices. The survey responses reveal that in fadetltmmpanies chose this region that
operated in these business fields. Therefore, btieeaeasons why German SMEs set-
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tle in a specific region has to do with the teclogatal knowledge and expertise that
can be found there that suits their businesses.

\;\
13% \_}:\Gonmg

Beljing
| \/_2 j/%zasf\
e e \_,/) J,/L /(_'./

' /S
~ 7_? \\H \<‘\L ;\ 1;

65%

7 % Shanghai

Figure 34:Local presence of German operations in China (us)rvey participants

(yellow)
Source: GIC (German Industry & Commerce) (2008)vénallustration

Figure 35 lists the reasons why the respondentsle®n their particular location.

With 84% the most frequent response was to be ¢tobesiness partner, e.g. suppliers
and customers. This answer partly reflects what jhsis been said in the paragraph
above. German companies see the need to estabdishbtisiness where they can get
access to expertise and know-how. In chapter 3hastbeen stated that Chinese firms
cluster themselves according to business backgroGodsequently, German SMEs

have to look for those clusters and locate thenesetearby. This strategy ensures quick
access to suppliers and also skilled Chinese peetanho also locate themselves in

those cluster areas.

Almost equally important is the reason that the SMiad other German companies
around that already settled in the area. This behdnas already been discovered by

many studies. German firms tend to feel more cotalfide when there are other German
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companies around that “sit in the same boat”. T¢wyrely on the experience of com-
panies which have been settled for a long time.tMbghe time novices can benefit
from strong ties with local authorities, suppliarsd other business partners by using the
same networks as the more experienced German coespforeover, the private so-
cial life plays an important role. When there aheady several German enterprises
around German novices step in a German communigrevaveryone speaks German
and German traditions are lived. This is especiallycial when German managers

come along with their familie®?

79% of the participants of the survey state thatldw cost supply of raw materials,

energy or manpower are essential reasons for ampdse location. These types of rea-
sons are always cited by German companies but ibule at these arguments it is ra-
ther a general benefit of China in comparison ton@ay as a specific benefit of a loca-
tion since everywhere in China the supply is chedpen in Germany. Moreover, the

established regions in the Eastern coast of Chawe ln comparison to the Western
provinces a much higher cost level for any suppligbe low cost supply was as essen-
tial as the survey percentage of 79% demonstrdtes, German enterprises would lo-
cate themselves in the Western provinces of Cl8imece this is not the case the other
positive benefits of the Eastern coastal provirmésveigh the relatively higher cost for

supply here or the cost for supply here is stif Enough for German SMEs.

German companies, interested in expanding to Chbiiter) encounter negative news on
the Chinese regulations, the high level of bureazgrcorruption, etc. An expansion to
China is complex and costly and German enterpfse® more or less one shot to
choose the right location for their headquartekifigthis into consideration it becomes
obvious that also German SMEs are looking for blstaAusiness environment for their

location. Therefore, 69% of the participants of $hhevey voted for this reason.

With an almost identical percentage of 68% the go@@structure was named as a re-
levant basis for an ideal location. As it has b#lestrated in chapter 3.1 China is still a
country where most provinces are undeveloped. Mieians that, for example, a reason-
able road network or energy supply is not givenerEthough the Western provinces
catch up in terms of their infrastructure they sti# far behind the Eastern coastal re-
gions. Businesses all over the world flourish wttezy have ideal conditions to operate.

20 GIC (2008)
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This includes the access to a good road netwonBotts and airports, to business parks
with water and energy supply, etc. The Easterntabasgions, especially the Greater
Shanghai area offer conditions and therefore 70%h@fsurvey participants chose this

location.

Why did you choose your location?

To be close to business partners (suppliers, cestdr] |84

Other German companies arou |81

|79

—|

Low cost supply (raw materials, energy, . |.

Stable business environment (regulations, bureayjcra) |69

Access to good infrastructur | 68

Low tax and other public duef—— 124
Skilled work force 11

Climate []6 Percent

0O 10 20 30 40 50 60 70 80 90 100

Figure 35: Underlying reasons for deciding on theation in China

Low tax rates and public dues are not seen asael¢uo the German SMEs. Only 24%
of them decided for choosing their location in ddestion of these attributes. In con-
trast to German taxes and public burdens Chiness die comparably low. Therefore,

the SMEs do not experience these costs as a donfiazaor for the location decision.

In terms of the responses to the reason for chofidecation “skilled workforce” to
make an evaluation is rather difficult. First of ialseems surprising that only 11% see
qualified personnel as an important reason for simgpthe ideal location. The obvious
answer that German firms do not need skilled labat, therefore, do not favor this
reason is not true in this case. Almost all Germaterprises expanding to China oper-
ate in areas that are technologically advancedjrafrmany as well as in China prop-
erly trained staffs are essential for producing ¢o®ds or delivering the services.
Therefore, skilled workforce is indeed needed byn@am SMEs that carry out business
in China. Another obvious answer would be that Garr8MEs already find enough
trained employees in the areas where they woultl tiksettle. Unfortunately, this an-
swer is wrong, too. Later in the survey it will Siated that in fact the respondents have

trouble finding the right trained personnel. It daconsidered that even though skilled



6 Empirical study on German SME in China (expanstamrent operations, future prospects) 110

staff is essential and needed for smooth busingssatons in China still the SMEs do
not see this criterion as important for the logatdecision in comparison to the first

named reasons in this chapter.

Another surprising response is the climate as goitant factor for location fixing. 6%
of all respondents had the climate in mind wherkilog for the right spot. This re-
sponse can be explained by the fact that sever&sSiioduce products that do not fa-
vor warm climate, for example, the goods spoil glyior the consistency of materials
is negatively influenced by the warmth. Even thoughtthe summer time it is quite
warm in every area on the Eastern coast it is deflynrmuch hotter in the southern prov-
inces. Hence, those German SMEs who have to tageaatount the hot climate are in

favor of the colder provinces in the north of East€hina.

Summarizing, the survey shows that the majorityespondents chose identical reasons
as essential for their location decision. Most in@at are the closeness to other busi-
ness partners and other German enterprises amavéahlow cost and stable business
environment. Nevertheless, the right mix of alltéeas and characteristics of a location

has to fit the prospective market entrant.

6.1.6 Type of business

The dimension “type of business” adds another dgsimento the survey. In this case the
German SME respondents were separated in threpgrproduction, trade and service.
The special interest is to discover differences ragniiose groups. Figure 36 illustrates

the distribution of the three groups.
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Type of Business

20%

@ Production
W Trade
O Service

63%

Figure 36: Distribution according to type of busise

The production enterprises account for the largleate of the German SMEs with 63%.
It was earlier discussed that the main businesgsings in Germany are automotive,
machine building and chemical industries. All thasgustries belong to the manufac-
turing industry. Therefore, the high share of prithn firms in this survey is compre-
hensible.

The Chinese government opened up the trade, logiiinance and insurance sectors to
foreign investment as late as the beginning of ¢eistury. This is one of the main rea-
sons why trade and service enterprises are notaay nepresented as production com-
panies. According to the survey trade and serviterprises constitute for 17% and
20%. In contrast to the trading firms the sharésefman service firms in China has
risen constantly over the last 10 years. Respanddl this development is, inter alia,
the increasing standard of living and income of @enese population at least in the
Eastern provinces that create demand for Westauices®' The rising demand also
attracts SMEs from Germany who see chances forppath and evolving markets.
Trading companies have disadvantages in China becaiutheir business models. In
most cases traders are resellers of productshbgtituy from other manufacturers and

sell with an on-top margin. Therefore, trading camps often shift their businesses to

81 Brede/ Nerb (2004), p. 364f
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products that are extraordinary in order to att@uinese customers who cannot get the

products elsewhere and willing to pay the pfiée.

Principally, the distribution of the three businégses - production, trade and service -
among the respondents of the panel reflects theathwbstribution of the German busi-
ness community in China quite accurately. Accordmthe study “BusinessFocus Chi-
na - Markteintritt” conducted by the German Indystr Commerce (Taicang) Co. Ltd.
(GIC) German production firms in China disclose 55 and sales and trade compa-

nies for the remaining 439

The next chart in figure 37 deals with the relatddrcompany size and the type of busi-
ness. One could suspect that the small enterprisakl be the ones to start business in
the trade and service sectors due to the fackestablishing a production site would be

difficult with the given low resources that theywka

Relation Company Size & Type of Business

Business Type

21
Service
19

16 B Medium
19 0O Small

Trade

63
Production
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Figure 37: Relation of company size and the typeusiness

Figure 37 shows no evidence for this assumptionti@rcontrary, it displays that 63%
of the small enterprises established a productamility in China despite of their low

resources. This result is quite astonishing andldvemcourage other small German
firms, interested in entering the Chinese market psoduction company, provided that

on-top of their presence those small productiomdirare also successful in China.

82 Brede/ Nerb (2004), p. 370ff
23 GIC (2008), p.34-38.
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These questions will be answered and discussederth@3 which will deal with the
evaluation of the current situation and businessrenment of German SMEs in China.

Apart from the surprising fact that 63% of the dnfiains engaged in production, the
allocation of SMEs is almost identical in each loé three groups, and the following
results displayed in the upcoming figures will alead to statements about a homogen-
ous distribution of small and medium sized entegsi

Figure 38 shows the relation of the market entte @ad the type of business. The find-
ings of this relation validate statements whichehpreviously been made. Before 2000
mainly production companies found their way to @hiffrade and service-oriented
SMEs rather established their businesses after. 280@tated before, the share of ser-
vice enterprises rose constantly in the last dexal®e ratio between the 7% prior 2000

and 26% after 2000 can serve as evidence for thisreent.

Relation Market Entry Date & Type of Business

Business Type
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Figure 38: Relation of the market entry date aredtyipe of business

In figure 39 the relation between the type of bassand the area of business has been
displayed. As expected, the production sectorimmgmily occupied with business indus-
tries like automotive, machine building and chei@s well as food and textile,
whereas the service sector plays a predominanimgdearmaceutical, energy, finance,
IT and telecommunication. The trade sector is dgudélled with representatives from

all business industries.
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Relation Type of Business & Business Industry
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Figure 39: Relation of the type of business andatiea of business

6.1.7 Form of operations in China

When a company is within the process of developirsfrategy for expanding to a new
market one of the most important decisions is &oifgl the form of operations the com-
pany will adopt. In chapter 4 it has been pointatlthat there are basically three op-
tions for direct investment to choose from. Thetfioption is that the representative
office (RO) that offers expansion at low cost aoa kisk with limitations to the extent
that all goods have to be provided and all invoicas only be issued by the parent
company. German ROs are often located in Beijingesthose companies see the need

for lobbying with the Chinese government.

The second option is the cooperation with a Chipestner company, often in the form
of a joint venture (JV). This solution mostly prdes direct access to an existing cus-
tomer and supplier network, but also implies trsk of less control over the overall
China strategy. Due to no direct experiences with@hinese customers and suppliers
the opportunities for a successful developmenhefdompany in China are limited. In
the past, establishing joint ventures was oftendhly way of setting up foreign in-
vested enterprises in China since WFOEs were cesdror not allowed in many indus-

tries.
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The third option is the wholly foreign owned entgsp (WFOE). The advantage of a
WFOE is the total control over all operations, liwlso brings the disadvantage that it

entails the highest investment for expansion artefbre the highest risk.

According to a survey of the German Industry & Coence in 2002 among the forms

of penetration the number of representative offieggesented 50% and the remaining
50% were split up between joint ventures and whtwhgign owned enterprises. In a
follow up study in 2007, 73% of all German operasion China turned out to be enter-
prises (WFOE or JV). Accordingly, we can see thattrend clearly favors the WFOE.

Most German companies do not only want to be reptesl in China, but also want to

manufacture, sell their products, and provide theivices?®

In the case of the present survey 35% of the respus established their businesses as
a representative office, 24% as a joint venture &t as a wholly foreign owned en-
terprise. Even though the respondents of the susngyrepresent the SME share of all
the entire German community in China, it can bendbat the combined proportion of
JV and WFOE is 65% which comes closely to a justtinaed percentage of 73%. Es-
pecially the 41% stake of WFOE demonstrates thatstirvey participants favor the
option with the highest control and developmentpubalities which corresponds to the
just described trend.

Form of Operations in China

35%

A O Representative Office

B Joint Venture/ Cooperation
0O Wholly Foreign Owned Enterprise

Figure 40: Form of SME operations in China: disttibn in the sample
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In order to get a clearer picture which form of @gens the respondents chose at
which point of market entry, the relation of thése characteristics has been calculated
and displayed in figure 41. The distinction wased®ined by the market entry prior
and after 2000.

Some of the just discussed arguments can be fautidei results of this relationship.
For example, the joint venture has not been a fafroperations for companies expand-
ing after 2000, whereas prior to 2000 47% of thdmse this form. This reflects the
argument that in the past German companies hadtlalgption to cooperate when they
wanted to sell their products or services direcilythe Chinese market because the
WFOE was forbidden in many cases. The low respofmete joint venture (13%) in
the current period also reveal that firms that exigal after 2000 do not favour the co-

operation since the disadvantages of this formpefations often prevail.

Equally interesting are the results for the repnesteve office. Here, it can be seen that
many of the German SMEs who settled in China &#680 established an RO (48%)
and that the percentage of firms with RO who camn€hina before 2000 is only 7%. It
can be argued that SMEs who entered China afted Bébng to the group of compa-
nies that followed the hype that took place in Gamnto expand to China. These SMEs
did not want to miss out the promised opportunitie€hina but only wanted to enter
the Chinese market with a small investment of thesources in order to test the oppor-
tunities. In the case of failure the loss was sendhan with another form of operation.
SMEs that made their way to China prior the yed02Might have taken a more strate-
gic and conscience decision to expand and therefieceled on another form of market

entry that in their mind promised a more solid basi

4 GIC (2008), p.55-60
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Relation Market Entry Date & Form of China Operatio ns

China Operations
Wholly Foreign Owned 39
Enterprise 47
Joint Venture/ 13 B After 2000
Cooperation 47 @ Prior 2000

. 48
Representative Offic

. Percent
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Figure 41: Relation between market entry date ana bf operations

Even more light into the discussion is brought igyife 42 where company size is re-
lated to the form of operations. As argued earBerall enterprises have a low amount
of resources and, therefore, tend to establish thmsinesses in new countries in form of
representative offices. The respondents of theeguprove this fact since 52% chose
this form of operation in China. Furthermore, thmwe stated trend that firms today
rather invest in a WFOE instead of a JV is als@ewced by the small companies’ an-
swers. 33% of them settled with a WFOE and only 1% a JV.

Medium sized enterprises also demonstrate thaamheunt of resources often deter-
mines the form of operations. More than half ofnthehose the WFOE which incorpo-

rate the highest investments followed by the J\h\W8iT%. This result can again be ex-
plained by the fact that in many cases medium sizetw entered the Chinese markets
before it was possible for them to start individpas a WFOE. Only twinning with

Chinese partners was allowed. The remaining 11l%efmedium sized respondents
work from their representative office. One indicatihere could be that those compa-
nies even though they have bigger resources stireadChina business and took the

low risk and, hence, the low cost approach assadtep.

In the upcoming parts of the survey it will be dttated how German firms evaluate
their China expansion. The responses offer the ryppity to prove the above-made

assumption.
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Relation Company Size & Form of China Operations

China Operations
Wholly Foreign Owned 53
Enterprise 33
Joint Venture/ 37 & Medium
Cooperation 15 @ Small

11
Representative Offic
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Figure 42: Relation of company size and form ofrapens

The last figure that deals with the form of opemasi in China, figure 43, shows the rela-
tion between the form of operation and the thresirass types: service, trade and pro-
duction. Among the German SME respondents the aecompanies gave a relatively
homogenous spread over the three forms of opegtidevertheless, the most dominant
form of settlement for services is the represeveadiffice with 44%. In most cases ser-
vice companies only need an office where their eyge#s adduce the company ser-
vices. Therefore, the percentage of service firrarajons with a WFOE in China is
relatively low with 22%. In comparison to the RCeté are not many advantages, ex-
cept the company develops and expands its busimégdkina and wants to interact di-
rectly with the China customers, for example in thiem of issuing the invoices and
cashing in the money. A representative office is altowed to perform those actions
and, therefore, always has to rely on the parempemies. A WFOE can act completely
separated from the parent company. The 33% ofaeenterprises that chose the JV as
a form of China operations underline the alreadyest argument that JV local partners
quickly give access to their customer and supptietwork. Service companies, of
course, are less relying on local suppliers butesggecially interested in the customer
base of the partner to spread their service easitlybecome known in their branch in
China.
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Relation Type of Business & Form of China Operatios

China Operations

Wholly Foreign 22

Owned Enterpris 13

55

0O Service
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:I 28 O Production
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Figure 43: Relation between the type of businesdstla® form of operations

Almost all trading companies within the survey baBy operate with an RO (88%).
This coincides with other surveys conducted by @€ and is not surprising since

the business model of trading firms favours the RO.

As it has been illustrated earlier, production camips are the firms that expanded to
China first. Therefore, they are the ones who hdaseeloped businesses in China that
operate from their own WFOE. 55% of them decidedhis form of operations. Obvi-
ously, it is the most convenient and sensible opfow production enterprises since they
want to have full control as manufacturers oveirthaue chain and overall operations.
33% of the production companies settled for thea3va form of operations. Again,
these might be the ones who did not have the chaneepand to China otherwise. RO
got only 17% of all responses from production comgs within the survey. The RO is
obviously not the best form of operations for a nfanturing company since normally
the goal of German companies in China should bs&tad low-cost production in the
host country rather than to produce in Germanysimg the goods to the Chinese mar-

kets. The RO can only be the first step into a nearket for a production enterprise.

285 GIC (2008); GIC (2009)
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6.1.8 Reasons for choosing the form of operations i n China

In previous chapter 6.1.7 the form of operation€mna has been discussed and com-
prehensively related to the market entry date sthe and the business type of the Ger-
man SMEs. The results have been rather intuitiexektheless, some assumptions and
arguments have been declared which will be veriftedertain extent by the upcoming
responses to the question: what were the reasomhidosing the form of operations in
China.

Figure 44 summarizes the results of the German $#4ponses for each of the three
forms of operations. Only the four most promineméweers were associated to each of

them, similar answers have been summarized toesponse.

As it has already been stated in the above arguanéme two reasons 'low risk ap-
proach' and ‘low cost approach’ are essentiallyortapt when thinking about the RO
form of expansion. These two reasons are acconghdnyiehe strategy that companies
usually expand to a new country by choosing the Ri@s strategy is not surprising
since in many cases companies who enter the Chmaseet have already expanded to
another foreign country before. European countaesund Germany are interesting
targets for German SMEs because of their closeffédthen companies have already
made the step into another country, they usualéy the same paths again when this
approach has been succes$flilhe last reason why German SMEs decided on the RO
is that they followed a competitor's example. Thrategy of several firms is to follow
the market leaders. Those enterprises benchmarkstiees to companies who they
think have a successful strategy within their magae when those leaders expand their
business into a new country the followers imithigit movement$® One can only hope
that this strategy is not the only main motivation expansion since the chances for

failure is relatively high when companies are lackiheir own strategy.

2 ENSR (2004), p. 15ff
287 ENSR (2004), p. 35
288 Brenner (1992), p. 73
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Reasons for choosing the form of operations in Chin

They way we generally expand
Office Low cost approach

Follow competitors example

Fast access to market
Joint Venture/ Rely on partner knowledge
Cooperation Use partners networks (suppliers, local authotitiéstribution)

Access to difficult market

Independence
Wholly Foreign Low Cost Production
Owned _
Enterprise Basis for Export

They way we generally expand

Figure 44: Reasons for choosing the form of openatin China

The four main reasons for choosing the JV as a fofraperations in China have all
been named before. Therefore, they are not explagain in detail. When a company
thinks that its market in China is difficult andtremasy and rather costly to access, the
JV is an option to prevail over these difficultidhe JV partner offers fast access to the
market with his existing sales network, knows hovinteract with authorities and other

business partners and is the competent partneeny business situation.

The last form of operation is the WFOE that hasnbelgosen on the basis of already
discussed reasons. The first reason is independemcé is obviously important since
dealing with a partner who comes from an entireffecent cultural background and
which cannot be properly assessed could creatdgongband difficulties that one does
not have when he/ she runs the business alone.oMemeoften German SMEs think
they have a competitive advantage over their Ceiresnpetitors which is based on
better technology or a more efficient value chaig, These SMEs do not want to reveal

their knowledge to another business partner aratetbre, expand independently. The
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GIC survey on market entry discusses the factdliah when German firms operate in
their WFOE, their know-how has been transferreth&r competitors. This might hap-
pen because Chinese workers who work for the Gemngerprise resign and switch to
the competitors’ company and reveal the secretthefformer employer. The survey
further states that this proceeding has been donmipose in several cases in order to
gain the knowledge of the German fiffh.

Another reason why the German SMEs favoured the B/EQhe low cost production.

At first glance this argument does not seem clemeslow cost production in China is
not related to the WFOE, because low cost prodadialso possible in a JV or other
forms of operation. However, what is meant by tleenan SMEs is that a WFOE gives

them the legal entity to manufacture their goods ssle decisions to control costs.

The third reason that respondents stated in theegus that a WFOE is the basis for
export. The legal entity allows them to produceirtigpods and export them into
neighbouring countries in Asia or to Germany arfeeotnarkets where the mother SME

is present.

The last reason for choosing the WFOE is that teer@an SMEs usually expand in that
way. This argument has already been pointed outh®rRO. The reasoning that was
presented there is the same for the WFOE.

29GIC (2008)
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6.2 Expansion to China

Company Information

Future Business Evaluation

Current Business Evaluation

Figure 45: German SME in China — chapter two: esgpanto China

Chapter 6.2 gives a detailed analysis of the mstige China expansion followed by an
analysis of the strategy that German SMEs formdlakiewill be examined how the

SMEs evaluate their strategy retrospective anahdf ia which way they changed their
initial strategy during the expansion process. lfamron, the market entry preparation
and coeval the satisfaction with the entry prepamatvill be mooted. The second topic
will conclude with an illustration and discussiohtbe important internal and external

success factors of China expansion for German SME.

6.2.1 Motives of SME for expansion to China

Chapter 4.1 has already given insights into therttecal views in the literature about
motives for expanding to new markets. These vievilsb& enhanced by the responded

motives of the SMESs in our survey.

By far, the most dominant motive for moving theirsiness to China is the sheer market
size (81%) as can be seen in figure 46. This doesame as a surprise since China is
still deemed to be an untapped market with tremesdapportunities. Even though
German SMEs often do not really know the markee i their particular market in
China they believe that within a total customer ketwof 1.4 billion citizens their mar-
ket for their products or services has to be lmg, On the other hand China is aspiring
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and the Chinese markets constantly develop so émm& SMEs want to have a slice
of the pie at an early stage.

The sales market as top motivation becomes evea ownprehensible when looking at
the second motive that was stated by 65% of th@oretents: the saturated home mar-
ket. Unlike China most German branches have to fasaturated environment with

declining sales and margins, fierce competition motdmuch room for development. In

this case, internationalization often means suhfivathe companies involve® China,

in comparison to other Western but also to Easbjgan countries, offers a huge mar-
ket potential at a reasonable investment, thereforeany cases China is the preferred
country for expansion even though the SMEs arau@lly closer to Eastern or Western

Europe countries as well as from the distance.

In section 6.1.5 the reasons why the respondemigett on their particular location in
China have been discussed. The most frequent respeith 84% was to be close to
business partner, e.g. suppliers and customersthittemotive for the German SME
expansion to China is again related to customedssappliers. 44% of the respondents
state that either their customers or their suppleetpanded to China and they had to
follow them on the one hand not to lose turnoved an the other hand not to loose
partners within their existing and functioning valchain.

Motives for Expansion

Sales Markeg

Saturated Home Marké

Following Customers/ Supplie;
Competition Home Markeﬁ

Low Production and Labor Coz
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Figure 46: Motives of SME for expansion to China
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The competition on the home markets is anothengtrootive for internationalization
to China. In the case of the study, 41% of the aedpnts named this motive. Since
most German SMESs operate in saturated marketgessabove in figure 45, the battle
for higher market share, turnover or better marpias been flared up long ago. Evasion
from a situation with fierce competition and reltieg to a country with a smoother

business environment is often a reasonable mesustain turnover and margifts.

Low production and labor costs have been quoted amtive for expansion as well.

China’s cost advantages are particularly appratiéte those German operations in
China with a high local content share and/or a leigghort share. Surprisingly, only 38%
of the participants of the survey gave this ansWamy German SMEs are under pres-
sure to lower their cost structures in order ty stampetitive. China offers these lower
cost structures and, therefore, one could imagdiaethis motive would have been rated

with a percentage closer to the 81% of the salekehanotive.

The same can be said for the motive “low sourciogtc Only 34% of the respondents
declared this motive as an important reason far theernationalization. Other studies
in this field display a higher percentage for tlistcrelated motive¥? The derogation
could be explained by the fact that, apparentliesseelated reasons play a greater role
than the cost-related reasons when it comes tove®tor China expansion of the study

participants.

Enterprises face changing environments that cam tiaeir businesses, for example the
change of regulations, fiercer competition, lossugbpliers or change in customers pre-
ferences. Therefore, the settlement in a new cpumtiroduces an opportunity for com-

panies to diversify their business ri8k18% of the study participants declared this

driver as important for their decision making.

At least 12% see the importance of having accesgwo know-how and resources in
China. In many cases, German firms are ahead of @enese opponents in terms of
research and development, e.g. they have advamoddqts. Therefore, it is a belief of
German enterprises that China does not really difierchance to adopt or acquire new
technologies or processes. In the case of the shedpccess to know-how is more re-

lated to the fact that German firms have the neednderstand the Chinese way of

291 Anderie (2010), p. 32ff
292 Miihlfeld (2004), p. 125
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business and their working culture. In many circtamses German SMEs start with
exporting their goods when they first get in towdgth China. Unfortunately, they often
face problems due to cultural differences. A subsydn China opens up chances to get
closer to the market and Chinese business behaMmer.motive to have access to re-
sources can be explained by the need for low-caskevs or low-cost materials that
can be occupied in China. It can also stand forctience to have access to resources
that are not available or only hard to get in Gerya.g. special herbs which grow in
China.

Even though Chinese law and regulations are fan foeing ideal for German SMEs
they offer some benefits and amities that encouagenan businesses to enter China,
like low taxes for example. 3% of the respondeit®@ this motive as important reason

for their China expansion.

Surprisingly, none of the participants declarechdficial benefits” as an important ex-
pansion driver. This motive has been included antbegpossible reasons because ac-
cording to other studié$ this factor has often been essential. The reasgnitthas not
been essential in the given study could be thatnbgrity of those studies focus on
bigger medium sized and large German companiesselbdoms like Siemens or
Volkswagen, for example, have completely differapproaches to internationalization.
They keep close ties to political authorities atiteo important business players in the
expansion country in order to prepare the groumdHeir large investments. In many
cases those investments are backed up by finabersfits from the government or
local authorities. One explanation could be theiaggion that in the case of SMEs the
amount of investments is so small in comparisotatge firms that special financial

benefits are generally not offered by Chinese aiitbe?*°

6.2.2 Market strategy of SMEs in China

When a company is within the process of developirstrategy for expanding to a new
market one of the most important decisions is talbar what the form of market strat-

egy the company will have.

293 Kretzberg (2008), p. 124ff
2% GIC (2008)

29 Even though this assumptions seams obvious thef pmditerature could not been found for SME
dealing with China. The European Network for SME&ach (ENSR) acknowledges this fact for the
expansion of West European companies into Eastdearocountries.
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In the survey the participants were asked to chaoseng the following four types of

strategy:
» Cost leadership
» Differentiation
* Niche
* Other

Figure 47 displays that only 4% of the respondedetsded on the cost leadership strat-
egy which is quite comprehensible since the SMHEgeseithin a market where local

competitors already operate on low cost. Therefibiig, interesting to see which types
of enterprises among the SMEs decided on thisegfyat-igure 47 shows an overview
which companies choose which kind of strategy. I8%he trading companies and 3%
of the productions companies compete on a low stoategy in China. No service firm

decided on this strategy. The 13% trading compashesv a lot of courage since these
firms have business models where they resell ptsduem other manufacturers. This
means that the margin of the trader is put on fdpepurchasing price of the manufac-
turer which creates a higher final price for thestomers. Therefore, it is debatable
whether those companies are able to survive withtyipe of strategy in China in the

long run. Another reason for the 13% trading congmathat chose low cost strategy
might be that those traders import products to &Rhich have never imported before

and therefore the chances for a successful expatsiGhina could be good.

At this point it would be intriguing to get insighfrom those trading SMEs that entered
with a cost leadership strategy and failed. Cogydlwould be interesting to hear from
trading SMEs who were successful with this typetodtegy. The 3% production firms
that chose the cost leadership strategy have sttfidhcontrol over their cost structures
and can lower the costs within their value chaimrder to be better than the Chinese

competition.
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Market Strategy China

@ Other

® Niche

O Differentiation

O Cost Leadership

Figure 47: Market strategy of SME in China

The differentiation strategy is by far the mostesédd one by the participants of the
survey. It is no wonder since the key competenéegsevman firms are the advanced
products and services that are based on progresssearch and development and an
efficient supply chain. In many branches most Cégneompetitors currently catch up
with the technological leadership of the German ganes and partly they have already
drawn level with then?®® Nevertheless, the chances for forward-looking potsl and
services are still very promising for German SMEkerefore, a total group of 68%

determined the differentiation strategy for theitrg into the Chinese markets.

The relation of type of business and market styatkgstrates that 76% of the produc-
tion enterprises chose the differentiation strategyereas 56% of the service firms and
50% of the trading companies settled for this sggt These results are not surprising
and clearly display the dominance of the differatiin strategy among others. Espe-
cially the 76% share of production firms operatorgdifferentiation indicate the great
confidence of the German SMEs in their products.

2% Geulen (2001), p. 76ff
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Relation Type of Business & Market Strategy

Market Strategy 0
Cost Leadershi 13
3

56
Differentiation 50

76 O Service
1 B Trade
_ 11 @ Production
Niche 25
10
33
Other 13

10

0 10 20 30 40 50 60 70O 80 90 100

Percent

Figure 48: Relation of type of business and maskettegy

The niche strategy is favored by 13% of the stualtigpants. Due to their size SMEs
in Germany already occupy niche markets in whiaythre able to compete with their
products or services since they specialize therasedwnd put all energy and effort in
one area of business or product. This specializdtalps to keep costs low and to con-
centrate research and development on one speediorsto gain competitive advantag-
es. In many times SMEs pick niche markets thasarsmall that bigger companies are
not interested in since the prospective turnoveto low. Instead, this prospective

turnover is enough for SMEs to run a successfuiness. Those SMEs that prolifically

operate in niche markets in Germany pursue the staaegy when they expand to new

markets.

Figure 48 shows that 25% of the trading companexsdeéd on the niche strategy in
China. It has been discussed before that it istdblaif trading SMEs are able to com-
pete in the Chinese market because of their busmeslel. The 25% trading companies
operating in a niche market could give an answéehigdiscussion since in a niche area
the customers are not as price sensitive as imfalirmarkets because the supply is
smaller and the options are fewer. Therefore, tietorners are willing to pay a price
premium for goods which they could not get otheewis this case the on-top margin
that the trader puts on the price of his supplymanufacturer is no disadvantage for the

trading companies.

11% of the service enterprises and 10% of the mtimlu companies favor the nice

strategy in China as well. The niche strategy cafndely be advantageous for those
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SMEs since the market participants are managealdetal clear and narrow business
sectors. Competition is low which gives them timgét experience in the new business
environment and to develop their businesses in £because especially in the first

years, the newcomers make mistakes due to thé&iofaexperience.

The fourth market strategy category that the redpots were able to choose was the
“other” strategy. This category has been createdhfose German SMEs that were not
sure about their China strategy or, in other woitdgjas created for those SMEs that
might not have defined a solid or at least clearketastrategy. Similarly, it could also

be the case that those companies are not yet Bate their strategy and are in process
of testing their products or services in all diffiet strategic areas: high price — high
quality, low price - reasonable quality, etc. imer to find out the best business sector

for successful operations in China.

15% of the group of German SMEs picked this catggod it will be interesting to see
how those four groups evaluate their market styateg China. This evaluation will

follow in the upcoming section 6.2.3. Before we eoto the evaluation it has to be
noted that out of the service enterprises 33% t&le'other” strategy. One reason could
be that it is quite common that service companiesnat sure which strategy they pur-
sue since they mostly have a large variety of petedwhich should be appealing to
miscellaneous customer groups with different ne@usthe other hand, only 13% of the
trading and only 10% of the production companiegddor the “other” strategy. These
low results demonstrate that those enterprises &akear vision which strategy in Chi-
na they should follow and that only some still héawdind or develop their strategy or

pursue another type of strategy that is differeminfthe common types of strategy.

6.2.3 Evaluation of China strategy

In this section the respondents were asked to ataliheir strategy for the Chinese
market. The results give a picture of the curratisgaction and do not display what the
German SMEs have actually done in order to geh¢opint where they stand today.
Therefore, the next section 6.2.4 will outline hthe strategy has been modified in the

past.

The results shown in figure 49 are noticeably pesitMore than 75% of the German
SMEs that completed the survey state that thegatisfied with their own market strat-

egy in China, even 26% claim that they are verisgatl. This extraordinary outcome
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demonstrates that those German SMEs operate sfidhgess China; otherwise the
companies would not be pleased with their currémaitegy. This high voting also re-
veals that those German SMEs have the resourcesanpower to develop a sustaina-
ble and solid strategy. Other German SMEs intedeist&xpanding to China should be
encouraged regarding those statements and gahmfarocess of migrating to China as
well. Only 24% of the participants mentioned tHagyt are not satisfied with their cur-

rent strategy. Among those only 4% are very uniadis

Another possible explanation for the very posifeture could be that only those SME
decided to fill in the questionnaire that are di@iswith their own strategy. The “ad-

verse selection” is surely there if we considet tmampanies that failed with their oper-
ation in China are already not in the businessstegiso they did not get the questio-

naire.

Strategy Satisfaction

O Very Satisfied

B Satiesfied

0O Unsatisfied

O Very Unsatisfied

Figure 49: Self-evaluation of China Strategy

Figure 50 illustrates how the three types of busses evaluate their market strategy. It
can be concluded that the allocation among the $atisfaction estimations is almost
the same and no business type really stands aait.alf, the group of production enter-
prises demonstrates an even more positive viewhein strategy and the group of ser-
vice corporations have a tendency to be a littleenum the negative side. All in all, the

results prove the rather positive evaluation ofdtnategies.
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Strategy Evaluation according to Business Types
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Figure 50: Strategy evaluation according to tygdsusiness
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Figure 51 presents the results of the evaluatiotheffour strategic categories: cost

leadership, differentiation, niche and other. 502the enterprises that chose the cost

leadership strategy state that they are unsatigfigdthis type of market strategy. This

evaluation could suport the above-made assumgphtiainat strategy based on low cost is

quite risky on the Chinese market where all conipestj especially the local Chinese

competitors, compete on cost.

Furthermore, it is notable that firms operatinghnét niche strategy tend to rate their

strategy as rather positively. None of those congsavoted for “very unsatisfied”.

Interesting are the results for the “differentiati@and the “other” strategy. Even though

both have the tendency to be more on the satisied there have been negative

responses as well.
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Figure 51: Self-evaluation of the market strategy

Both figures 50 and 51 demonstrate that it doesnaiter what type of business/ branch
a company is in or which type of market strategyputsues. No branch stands out
among the others and no market strategy shows #re potential to be successful in

the Chinese market. Every area has its downsides.

And this is indeed a very good result since it nsalear that every company is able to
develop a solid strategy for China no matter frorhiolw background it comes.

Important is the preparation before expanding ithadrporates the key competences of
the enterprise and takes the new business envimnm€hina into account. Questions

regarding the entry preparation will be discussethée section 6.2.5.

Before, in section 6.2.4 the focus of the study kélon the strategy development of the
German firms that settled in China. Here, changesrategy in the past of the German

SMEs will be examined.

6.2.4 Strategy development of SME in China

Strategy is never set in stone. This means thaesstul strategies have to follow their
environment and have to be adjusted accordifighfvhen German SMEs operate on
the German market this saying is definitely truaet ®hen it comes to the Chinese mar-
ket a new variable is added: the unknown and nevkeh@nvironment. The markets in

27 porter (1999)
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Germany are basically familiar to the German SMHse business culture does not
raise any issues and the behavior of the markgepas more or less comprehensible.
China is a totally different sphere where marketypts act unaccustomedly and the

cultural differences are immen¥g.

Therefore, German SMEs have to take into accounthate facts when developing
their market strategy for China. It is obvious timabrder to do that the SMEs have to
acquire Chinese market knowledge, etc. This isaheays the easiest which will later
be pointed out in section 6.2.5 that will deal witlarket entry preparation. Neverthe-
less, no one can expect from an SME to developitibal strategy” right from the start.
Finding the best strategy that suits the compargni®ngoing process that constantly

incorporates the changing environm&ht.

Figure 52 illustrates the strategy developmenhefGerman SMEs that participated in
the survey. Respondents were asked if they contpletaétched their initial strategy to

a new one, if they had to carry out major or sligtjustments or if they undertook no
changes at all. The answers give a clear pictaeaver 90% of the SMEs had to make
at least small adjustments to their strategy. @8ty stated that they still pursue their
initial strategy with no changes. These 9% can,efample, be explained by the fact
that the respondents just expanded to China anel maivyet adjusted their strategy. Or
they did not have to change their strategy becauses been developed so providently

and estimations on the prospective markets have $ael.

From the point of view of the initial strategy asgiove result is also reflected in the
61% related to the answer “slight adjustments”sTdutcome exposes that basically the
German SMEs of the survey have done a good jobepaping their initial strategy. As
stated before, slight adjustments to a strategyars of a normal process, which is
needed to react to a changing business environmentler to stay ahead of competi-

tion.

2% Marohn (1995), Grimm (1998), p. 7-19
29 porter (1999)
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Figure 52: Strategy development of SMEs in Chinatires to the initial strategy

Major adjustments to the strategy have been caoigdn 20% of the cases and even
11% of the respondents had to completely switcir gteategy. Here, one third of the
SME shad to recognize that their initial strategy bt work for China and their partic-
ular markets. For the majority of German SMEs Chgéhe first Asian country they
internationalize to. Therefore, they have nevereegmced the different culture and
business behavior before and false assumptiond t@awie been made. The assumptions
on customers and other market players were prolfaldy or misleading. Sometimes it
does not matter how good the preparation had be&ermany before they expanded,
since the target country is different. The inforimatthat the SMEs gathered on the
Chinese market have possibly been fragmentaryleatds why the German SMEs were
not able to develop a long-lasting strategy fromn lteginning and why they had to un-

dergo the strategy change.

As a next step we analyze which types of businessemlly had to make adjustments
to their China strategy and which not. The resdisplayed in figure 53rovide inter-
esting insights. Production companies seem to taenost solid strategies right from
the start. 10% made no changes and the majority 886 only slightly adjusted their
initial strategy. This could be attributed to tlaetfthat the SME production corporations
mainly transfer their successful business modeisflGermany to the new country
since this is the most obvious and the easiestegitaoption. Production companies
often have a manageable portfolio of products wii&y can compare and benchmark
with products from international and local comp®8toperating in China when devel-
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oping their strategy for the new Chinese marketgigure 48 it has been displayed that
76% of the production firms operate with a diffdration strategy in the Chinese mar-
kets which sets them and their products apart fitoeencompetition. In most instances
working with a differentiation strategy refers tamgucts which distinguish the German
SMEs from their competition. This proceeding carnvbey successful and, as a result,
the production companies do not have to or onlghdly have to make adjustments to
their market strategy in China. The same couldlantgibe true for the 10% production

enterprises which operate on a niche strategy.
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Figure 53: Relation type of business and strateygldpment

German small and medium sized service enterprisegaher new to the Chinese
markets as it has been illustrated in paragrapi 6That is why many service firms did
not experience alternating business environmentShima that are present due to the
rapid development of the Chinese industry and eguntgeneral. The short duration of
their market presence could be one reason why tiere not been big changes to the
strategy of the German service SME. 11% of themndidhave to modify their China
approach and 56% of them only made slight adjustsné&mother cause for the minimal
modifications could be the same explanation jusscdeed with regards to the
production companies in connection with their markegategies. Here, 67% of the
service firms operate either with a differentiatmmwith a niche strategy. On the other
hand it is worthy to remark that in contrast to #ight adjustments a large percentage
of 22% of the service enterprises had to complesghitch their China strategy and

develop a totally new one.
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Assumtions why the production SMEs had to facecadstrategy change could be:
cultural differences, unexpected market environmiasuficient market information or

poor entry preparation. Those arguments hold foseh22% service firms that had to
completely switch strategy and those 11% with madjustments as well. Another
specific reason regarding service companies colglal lze the circumstance that often
new laws and regulations by Chinese authoritieseciamo effect in the last yeat%.

When looking at the strategy development of theitigscompanies the picture becomes
again different from the other two. All tradingrfis had to change their initial strategy
after expanding to China, 38% made small adjustspes% had to redevelop their
strategy to a great extent and even 13% had to lebehp switch their original
approach. It can only be speculated why tradingndiin particular had to deal with
relatively significant changes. One assumption wdeé that a lot of trading firms had
to exchange a greater number of products to meeCtiinese customers demand in
proportion to their German portfolio. For them tpi®ceeding could already feel like a
major strategy change and so repondents might tewigled on these answers in the

survey.

Certainly, strategy is not only determined by thedocts that a company sells, other
aspects like the entire marketing mix, the leacetion the after sales service play an
important role, too. Due to the variety of dimemsidhat define the market strategy it
cannot be clearly analyzed why a strategy change taken place in a particular

business sector or within a specific market styatddperefore, further research would
be needed where, for example, another study caadsfespecially on the strategy of
trading, service or production companies separatelyrder to gain more insights in

those individual business areas.

6.2.5 Market entry preparation of German SME

This section will deal with the market entry preggeon of German SMEs in China. All
study participants were asked to respond to thetoure what did you do in order to
prepare for your China expansion? 10 possible arsswere predefined from which
they could pick their choices. Figure 54 shows ¢éhasswers in declining percentage
order. Due to the fact that most German SMEs adtlakd own preparation elements to
the given 10 responses four additional replies \aelded.

390 schlevogt (2000b)
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The number one approach that 82% of the German SMIesved was to get in touch
with other German companies that already expandddhina in order to get insights

and advice which steps to take to develop a sultdesarket entry into China.

The second most frequent response has been tolctreserman Chamber of Com-
merce. Here, the SMEs have two options: either tteeytact one of the eighty local
Chamber of Commerce in Germany (DIHK) or they getouch with the Delegation of
German Industry and Commerce in China (GIC) thaemsesented in 4 Chinese cities:
Beijing, Shanghai, Guangzhou, Hong KofigApart from information and advice on
branches and markets, the Chamber of Commerce cnstudies in various business
areas to provide their members with practical insigEspecially when it comes to the
topic of expanding to a foreign country the GIGhe particular state is the first contact
for local information. In the case of the presemidg 80% of the German SMEs sent

requests to the local or foreign Chamber of commerc

The expansion to a new territory never accountsléay business for an SME. Even if

a firm has already internationalized to a numbefoogéign markets the settlement in

every country is different again, especially whiea tultural and business environment
is as diverse as in China. Certainly, the basia@ggh can be transferred to the new
strategy for China but the other market conditioeed to be incorporated. Therefore,
76% of the German SMEs that participated in thevesurassembled a team of em-
ployees to tackle the task of developing a Chirnzaasgion strategy. This form of prepa-

ration has been the third most frequent response.

Nowadays, the internet is more and more esseftmlay, enterprises that search for
information first take a quick look on the internetget a basic overview about the topic
before making use of other information channelds Hpproach is cost-effective and
expeditious. One would think that all German SMi®rested in expanding to China

would consult the internet in various topics inardo get first market information on

391 All German companies registered in Germany, i exception of handicraft businesses, the free
professions and farms, are required by law to @ie of the 80 German Chambers of Industry and
Commerce. Thus, the Association of German Chambérdustry and Commerce (DIHK), the um-
brella organization, speaks for more than thredianilentrepreneurs. This gives the association con-
siderable political influence. They represent titeriests of their members in relation to the lostte
and regional authorities and, through the DIHK, Begleral Government and the European Commis-
sion. They do not only perform public functions bigo assist their members directly as counselors o
mediators in business matters of local, regiondlsupra-regional importance. They are also involved
at national level through the DIHK and internatittyahrough the Delegations of German Industry
and Commerce.
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China. Certainly, this is the fact. Neverthelesdy 5% of the survey attendees stated
that they used the internet as tools for their agpm preparation. This surprising result
can only be explained by one circumstance: at itine when some of the German
SMEs prepared their internationalization the intéimad not yet been a source of valu-
able information or had not even been availablekimg back to figure 31, 33% of the
survey participants entered the Chinese marketrdef600. The internet reached its
first real prominence in the late 90’s. Still theadability of information was limited
and the readiness to use the internet as a solnefmnation was not very widespread

at that time.

What did you do in order to prepare for China exparsion?

Talk with German Companies which expanded to Cﬁ

na, ] 82
Consult German Chamber of Commerge 180

Assign employees to create a team for China exparjsi ] 76

Internet Research ] 65

Buy Market Stud); 161

Hire Chinese employees in mother company ]58

Search for Chinese business partper |44

Formulate spezific China strate 141

Visits in China for on-sight inspecti(; 140
Help from consulting firms specialized on Chifa 29

Train employees 18
Align products to Chinese customer negdsT] 12

Adjust internal processefiT] 9
Align company structureli] 8
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Figure 54: Expansion preparation of German SME

The “old way” of obtaining market information is émgage firms or institutions specia-
lizing in market research to conduct market studied buy the results. Often this mar-
ket information was already gathered in the pasthloge firms so that interested com-
panies can easily purchase them. In comparisorotdinternet information the market
studies which are bought mostly offer the spedifiormation a company is looking for,

e.g. overview of market players in the woodworkindustry in China. Therefore, this
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“old style” of gaining access to market informatiocan still be justified since tailored
information is presented to the buyer. In the cafs¢he present survey 61% of the

SMEs bought market information for their entry gaegiion into the Chinese market.

Building a subsidiary in a foreign country often mlat only entail to employ local staff

in the new country but also in the home land. Ttageeseveral reasons why also Ger-
man SMEs hire Chinese employees in their parenpeommwhen expanding to China.

One of the reasons is the future relationship betwtbe parent and the affiliate. The
affiliates do not work independently since in mamgys they are still depending on

support by the parent companies. Here, contacbpersn both sides are needed in or-
der to ensure the communication flows which areessary to set up the new entity.
German SMEs have quickly recognized that it issuficient to only deal with German

staff. Ideally, Chinese employees are also includeate set up process on either side in
order to incorporate Chinese knowledge, approacimesideas as soon as possible.
Moreover, it has been shown that after the estabknt of the new entity the presence
of Chinese both in China and Germany helps to kanldinderstanding of business and
culture in the daily operations among the diveesarts. 58% of the survey respondents
share the view that mutual learning increases thimemtum of the expansion process in
order to achieve the objectives of successful &stabent and further business devel-

opment.

The next task that German SMEs did for their eptgparation goes into a similar di-
rection as just discussed. 44% of them chose tk foo Chinese partners who, of
course, serve as an opportunity for the German StdEgmin market knowledge or to

have easier access to the striven markets.

Among all duties which have been named for entgpgaration the upcoming one is
most surprising. Solely 41% of the German SMEsated that they formulated a spe-
cific market entry strategy for their China expamsiNaturally, one would assume that
100% of them would have taken the time to develspexific strategy since the project
entails significant changes to the companies wldall to considerable costs. This 41%
could imply that the German SMEs act negligentlgause they do not prepare profes-
sionally their internationalization. However, itshheen displayed above that this is not
the case: they indeed prepare when they, for exgmngdk to other German enterprises
that already expanded to China or they gathereslessary information, etc. What they

do not do in several cases is to take this infoionaand formulate a specific China
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strategy. The mentality of German SMEs could bamswer for this kind of approach.
SMEs act practically when it comes to implementatibhey do not have the staff and
the time to make detailed theoretical businessegfi@s. The proceeding of SMESs is to
get started once the important basic parameterkremen and do not waste time with

unnecessary envisioning of the future that caneqgiredicted anyway.

The choice of location is an important succesofaghen it comes to the establishment
of a new entity in China. Section 6.1.5 has alredidgussed the importance of this.
Figure 54 indicates, 40% of the German SME sunespondents made the effort to
visit China themselves and got first-hand inforrmaton the infrastructure, local busi-
ness partners and authorities or friendly Germanpamies. Even if this approach is
costly for SMEs that have limited financial resagdt helps to form a complete picture

of the imminent project and reduces the chancefafires.

It has been professed that gathering informatiothefforeign market is essential for a
successful expansion. 29% of the study respondestshe need to engage a consulting
firm that is specialized in supporting an entryoimew markets. In addition to market
information in form of market studies consultingris offer to develop the entire entry
strategy or to provide valuable business contaeksch help to facilitate the ingress.
There is no doubt that having a specialized comgufirm aside during the expansion
eases the entire process. But on the other hasddtvice is costly. The fact that SMEs
have limited financial resources has already béxssed a lot. A company has to de-
cide for itself if this investment pays off in tleed because expensive errors could be

prevented in the run-up.

The new market and business environment introdneesways of thinking and beha-

viors to the existing employees. The staff in tlaeept company as well as the em-
ployees in the affiliate needs to be prepared lig hew situation. 18% of the partici-

pants acknowledge this fact and train their ped@forehand. Certainly, it would be

better to see a higher percentage among the resptnimh order to know that the em-
ployees were not caught flat-footed, but againliimé&ation in resources, respectively
time could be reasons why the training of staff baly played an important role for

18% of the German SMEs.

The Chinese markets have a consumption behaviawhwtan hardly be predicted by
the German SMEs in the run-up of the expansion.urtterlying goal when a company

wants to sell its products on a new market is thatcustomers like what is offered.
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Normally, one would assume that in this case them@e enterprises align their prod-
ucts to the Chinese needs. Only 12% have in faoe dioat. The reverse conclusion is:
88% of the participated SME expanded to China withmmaking any changes to their
products or service. Either they are so confidbat their German products or service
also meet the needs of the Chinese customers pifitse want to see if they can be
successful with their products or services and omfke adjustments if they do not go
down well or perform well enough. Nevertheless,ltdve percentage of 12% in product

alignment to Chinese needs has been unexpected.

The last two statements that were given by theordgnts deal with the alignment of
processes within the company (9%) and the alignrmoeitite company structure (8%).
Interestingly, similar to the alignment of the pwats or services to the Chinese needs
for the most part the German SMEs tend to keep threicesses and their company
structure unaffected by the expansion to China.ig@e assumption could be that
these German SMEs think that their existing preeessid company structures are suf-
ficient to serve the Chinese market or that thest fivant to keep efforts and changes
low whilst the company is still in its infancy amthkes adjustments when they are ac-

tually necessary.

Now that all preparation activities have been dised the next paragraphs will outline
how the German SMEs evaluate their market entrpgregion. The attendees could
decide on poor, fair, good or excellent preparatfsit is human to rather not disclose
that one has performed badly the evaluation mighetlthe tendency to be too positive.
Nonetheless, even if the results are slightly etdeld, the underlying trend is mea-
ningful. One trend that can be found in figure §3hat 65% of the German SME res-
pondents give good (54%) and excellent (11%) méoksheir market entry prepara-

tion. This is a good signal since it shows thalelitesources or limited expansion expe-
rience do not prevent a successful preparation.ebaar, it displays that those entry
preparation activities mooted above are adequatetaip the internationalization to

China.

The remaining 35% are broken down into 33% whoueatal their preparation as “fair”
and 2% that state that they are not satisfied (jpoeparation) with their preliminary.
The fact that 33% had a preparation that left rdomimprovements is generally not a
negative result. An expansion process can stibumessful even though the company

has the feeling as if it could have done it evetiebgespecially with hindsight. The
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question there is how critical an enterprise sesegreparation activities. In section 7.2.3
it was asked to evaluate the China strategy. 24#eoGerman SMEs voted for unsatis-
fied (20%) and very unsatisfied (4%). The fact t8Ba% chose “fair” and “poor” prepa-

ration could be used as an explanation for theodignt with the overall China strategy.
If the German SMEs already failed within the prepian process, the basis for a suc-

cessful China strategy could be rather unstable.

Self-Evaluation on Market Entry Preparation

O Poor Preparation

B Fair Preparation

0O Good Preparation

O Excellent Preparation

Figure 55: Self-evaluation of the market entry aragion

The last chart in section 6.2.5 is illustratedigufe 56. The idea behind this chart is to
relate the market entry preparation to the stratégyelopment. In other words, it
should be displayed if there is, for example, atreh between poor preparation and the
need to make adjustments to the strategy or invarse conclusion that an excellent
preparation entails no changes or only minimal stdjents to the strategy. Indeed, both
hypotheses can be found within the results: 67%hefparticipants that voted for poor
market entry preparation had to completely switcla thew China strategy and the re-
maining 33% had to undergo major adjustments. @mother hand, 40% of those that
had an excellent preparation could pursue it wittemy changes, only 40% had slight
adjustments. Solely 20% encountered difficultiesl anade major changes to their
strategies which shows that even an excellent paéipa might sometimes not be
enough because the new and incalculable businesomment forces companies to

move away from their initial plans. These consegesrcan also be true for those Ger-



6 Empirical study on German SME in China (expanstamrent operations, future prospects) 144

man SMEs who had a “good preparation” but alsotbadke the necessary actions to

make major changes to their strategy (16%) or evetch it completely (4%).

On the other hand, 60% of the SMEs that statedthiggt only had a “fair preparation”
had good strategy performances: 4% did not hawdhamge plans at all and 54% only

had minimal modifications.

The bottom line is that the outcome shows thatlia poeparation is not compulsory in
order to pursue a successful expansion strategythbuprospects look much better if

the companies carry out their preparation assidyous
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Figure 56: Relation of market entry preparation simdtegy development

6.2.6 Internal success factors for China expansion

Section 5.2has given an overview on the theoretical basistémature on the internal

success factors of companies who want to intemalize. The upcoming paragraphs
will examine these internal success factors incibi@ext of the German SMEs that ex-
panded to China. They were questioned which fadteg think are important to suc-
cessfully enter the Chinese market. Ten possildevars were predefined but the partic-
ipants were offered to further include internaltées when they saw the necessity. In
addition to the ten given factors two more werenéwally included in the results pre-

sented in figure 57 because several companiesasiynilamed them.
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Important Intemal Success Factors of China Expangin
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Figure 57: Important internal success factors ah@lexpansion

The number one success factor that 96% of the GeBMEs decided on was the sub-
stantial expansion preparation. All tasks neces&arg good preparation have just been
discussed in the last section 6.2.5. The fact dhabst all German SMEs picked this
success factor shows that without a solid and cehgnsive entry preparation a com-

pany can only hardly be triumphant even if all otinéernal factors look good.

The second most frequent response has been theforefagancial resources. 93% of
the SMEs picked the most obvious factor reflectimat expansion to a new country is
costly. On the one hand, especially SMEs have hariyed financial resources and, on
the other hand, the companies have difficultieas®ess how much money they have to
invest in the internationalization process and oetety in which areas or steps. There-
fore, the German SMEs have to precisely plan @agdenditures in order not to run out

of cash and compromise the settlement.

In the last section one surprising outcome has besronly 41% of the German SMEs
declared that they formulated a specific marketyesitategy for their China expansion.
In contrast, when it comes to state internal sicdastors, 83% of the German SME
declared that an important success factor is te laasolid strategy which is constantly
revised. This raises the question of how such ergjimncy can happen. In life it can

often be experienced that there is a differencevée what people say that they should
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do and what people in fact do. This behavior cdaddrelated to the above illustrated
discrepancy as well. If the German SMEs are askethime important internal success
factors, the majority picks the solid strategy fatation, but when the companies ac-
tually design their internationalization procestestask is too demanding and the con-

crete strategy formulation is put aside.

Flexibility is the next buzzword that the German Edsee among the important inter-
nal success factors for a successful market esketbéint in China. 78% of the SMEs
think that flexibility is needed in order to copdtlwthe constant changes in market en-
vironment. But flexibility is a broad notion whigvery company interprets differently.
Therefore, it can stand for simple flexibility wieean employee responds to customer
wishes fast or for the high flexibility where emtiprocesses and company structure are
adjusted to meet the changes in environment. grdspect, it cannot clearly been eva-

luated what the respondents of the survey mean wWiegnchoose the answer “flexibili-

ty”.
The next internal factor voted by the participaistshe “open corporate culture” with

70%. Similar to “flexibility” the “open corporateutture” can only hardly be evaluated
since it expresses an idea that many companiesdilgentify with. Certainly, an open

corporate culture is crucial when entering a newnty with different business back-
ground and cultures. Especially in China businesgone differently than in Germany
and customers and other business partners hag p#rer needs than the existing
clients and partners. The enterprise with an opepacate culture has to take this into
account and has to welcome the unknown environmedtadjust its behaviors accor-

dingly. The majority of German SMEs in this stuéegms to have recognized this.

The success of a market entry strategy is to & laxtent determined by the people that
implement it. 67% of the German SMEs support thigiaent since they feel that expe-
rienced personnel is an important internal sucéder for internationalization. Com-
panies that employ key staff who has already pldnexgansion processes to other
countries have an advantage because they wentgthreach step before and bring in
their experience which can protect companies fraaking fatal errors that are costly or

harm the market settlement.

German SMEs are aware of the fact that they hawgota long way in China before

they finally establish themselves in their partéguharket. Competition is giving them a
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hard time and only the fittest with competitive adtages surviv&? 48% of the res-
pondents see the R&D, e.g. the technical developagea key internal success factor to
create the competitive advantages. It has beemmeckarlier that 68% of the German
SMEs chose the differentiation strategy as theiketastrategy for China. The differen-
tiation approach only works with a well-functioni®&D that enables the companies to
distinguish from their competitors and obtain cofitpe advantages.

46% of the study participants state that the aligninof the products to the wishes of
the Chinese customers is an important internal esscéactor. This again opens up a
discrepancy similar to the one just discussed wtterenternal factor has been the for-
mulation of a solid market strategy. Here, a sutigthpercentage of the German SMEs
announced that the products or service need tdidreed to the Chinese needs, but we
learned from the previous section dealing with reagntry preparation that only 12%
indeed aligned their products for the Chinese mark&gain, there is a huge difference
between what is believed to be the best actiotekism and what is done in fact.

Well-known brands or a good image are attributes fielp corporations in the interac-
tion with market players in a new country: for exaenit is easier to call attention and
attract customers. Equally, the positive image satgya good business partner and
therefore contracts are easier to find. Especfaliijnese customers and market players
in general have a distinct fixation about brandd earporate images. Companies that
operate in the luxury segments like fashion or jeyveave high growth rates in China
because the current trend is to show success nm dbrowning luxury brand products,
e.g. Rolex, Chanel, Louis Vuitton, etc.. The samand fixation is true for each branch
in China where the Chinese know exactly who arettipeplayers and brands on the
market and use them as a benchnid@rRue to this reason one of the predefined an-
swers for the German SMEs of the study has beemipertance of corporate image or
brand as internal success factor. 41% of them thesvfact, too. They know that a well-
known brand opens the way for an easier markeblksttanent. Though the question
remains if the SMEs actually operate with a higiarded brand or if they just wish that
they would operate with a good brand in China. §hestion cannot exactly be ans-
wered. The truth is that SMEs are naturally notlAkebwn global players due to their
sheer company size and, therefore, in most casemidbave comparable images like

392 3eibold/ Ballhaus (2005), p. 36-38
303 AHK (2007)
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multinationals. Nevertheless, even among the SMEssaveral enterprises which are
market leaders in their particular markets and equently well known in their branch.

One of the problems that all companies have to faaeenter the Chinese markets is
that the Asian and also the Chinese competitorgmakke every effort to keep up with
them in terms of technical progress, product desigality or services. The only means
is often to just copy the foreign products andadtrce a similar product to the market.
Moreover, as mentioned earlier Chinese culturesies that copying honors the person
or company that has produced or manufactured igenal product. Therefore, in many
cases the Chinese do not see a violation of tlegiorights when they copy their prod-
ucts®* The only chance that foreign corporations havéoigprotect their ideas and
products with patents. 33% of the German SMEséngiken study have the same view
on this topic. Unfortunately, even patents are sudgficient to protect the intellectual
property of the enterprises in several cases. Hveagh China has entered the WTO
and committed itself to the trade rules and acckefitat patent infringement has to be
avenged, the reality shows that many Chinese fstillsacquire ideas from foreign
competitors and use them for their own productsdi®s conducted by the GIC indicate
that patent infringement slowly decreases, althoGgihman companies are still con-
fronted with it3®

The last two internal success factors that werecsed by the respondents deal with the
alignment of processes within the company (30%) twedalignment of the company
structure (17%). Interestingly, the same phenomergours, which has been discussed
earlier, that the wish to do something does notmteat the wish is actually imple-
mented in reality. Concretely, 30% of the GermanESNbelieve that the alignment of
the company processes is an important internalessciactor for the expansion to Chi-
na, but when looking back to their own results @rket preparation it turns out that
only 9% of the German SMEs have actually made scma@ges to their processes in
order to meet the Chinese needs. Exactly the saoeisn can be spotted when look-
ing at the alignment of the company structure. f%he German SMEs underline the
importance but only 8% made the adjustments to twnpany structures. Perhaps this
discrepancy can be experienced in many situatiorige where the persons actually
know about the importance of an action, but theeenaany circumstances that prevent

%04 Zinzius (2000), p. 152
395GIC (2008)
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the implementation, be that, for example lack ofetj lack of motivation or lack of im-

plementation know-how.

Therefore, it should be noted that this sectiomantjeillustrates that the German SMEs
often exactly know that in principle which interrfattors determine a successful mar-
ket approach but at the same time the section okenhantry preparation has revealed

that in many cases these actions have been ormtted real implementation.

6.2.7 External success factors for China expansion

Having elaborated on the internal success factor€hina expansion this section will
discuss the important external success factordhthat been emphasized by the German
SMEs that participated in the study. The theorébeais for this has been set in section
5.1. Just as before, ten possible answers werefomed but the participants were able
to further include external factors when they she necessity. As a result, in addition
to the ten given factors two more were eventualtyuded in the responses presented in

figure 58 because several companies similarly naimea.

Important Extemal Success Factors of China Expansin

Low cost operationd 198

Low cost sourcing opportunities/ supplielfS ]93
Qualified/ cheap labo 193

Competitive environmen 189

Customer preference |87

Choice of location 183

Availabity of market data 183

Minimum bureaucracyf ] 78

Legal security 176

Tariff advantages 170

Close ties with poltical authorithie 161

Low level of corruption 154
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Figure 58: Important external success factors fun& expansion

The number one success factor that 98% of the GeBMESs decided on was the low-
cost operations. The fact that almost all GermarESidicked this success factor shows

that not only production enterprises look for loest The same is true for trading and
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service firms who have the need to operate théurevehain with minimal expenses in

order to be competitive.

The second most frequent response is also relatémi costs: low-cost sourcing op-
portunities. 93% of the SMEs picked this factor @&nd comprehensible since the pro-
curement of supplies accounts for a substantialesbfithe overall cost of the compa-

ny.306

Not surprisingly, even the third important extersatcess factor for German SMESs is
related to costs. 93% voted for cheap and in sasescalso qualified labor as a neces-
sary component for business success in Chinaidrcise cheap and qualified labor has
not been separated since it was the aim to geghtsson the importance of personnel in

general.

Even though the majority of the German SMEs congete differentiation or niche

strategies in China the cost component as patteofmMhole package is always of great
significance. Due to their strategies their produantd services may be more expensive
but the price sensibility of the Chinese custonuerss not allow a spread that is too far

apart from the prices of the local Chinese compfiie

This argument gives a nice transition to the nexérmal factor that has been selected
by the German SMEs. 89% of them support the vieat tie competitive environment
is a crucial factor for the well-being of the compan China. Later in the study the
competitive environment will be further outlined detail. Therefore, a deeper analysis
why the SMEs chose this factor is not undertakethim section. Principally, it can be
noted that competition is always one of the mostrmaining forces when looking at a
business environment as also discussed in theetteadr section on external success

factors.

Among the first four external success factors ta@n be found within the theory of the
five forces by M.E. Porter, e.g. supplier power aindlry among existing firm&? The
force “determinants of buying power”, however il stissing from this list. Of course,
the German SMEs do not disregard this force ancethiee 87% of them opt for cus-
tomer preferences. Naturally, it is essential fetanto account the customer’s needs

when entering a new country. The question thattvée answered is to what extend the

3% Baetge/ Kirsch/ Thiele (2011)
397 Economist Corporate Network — industry reportk®MG (2004)
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German SMEs actually react to these wishes. Eatlibas been revealed that even
though the SMEs want to align their products amdises, only 12% actually do that.

These findings will be further examined in the upaag chapters.

In section 6.1.5 the local presence of the GermdESSin China has been displayed
and figure 35 has illustrated the reasons why tHM&Ssettled in their locations. Rea-
sons like a stable business environment or todmedo business partners verify that the
choice of location in fact is an external successdr for German SMEs in China. 83%

of the respondents see it equally, as displaydidume 58.

One driving factor in the section on preparatioos dntry to the market was to gain
knowledge on the Chinese market. Therefore, GergMks asked other German en-
terprises who were already operating in China, t@ysulted the German Chamber of
Industry and Commerce, bought market studies oaged) with consulting firms spe-

cialized in the Chinese market. The result of 83%MEs who attach importance to the

availability of market data verifies again the autes in the section market preparation.

With regards to the ideal location for settlemen€China the SME respondents stated in
section 6.1.5 that one of the most important faciera stable business environment.
One component that determines the not only stalilealso well-functioning business
environment is the bureaucracy. The processesmilti@ local authorities that regulate
the trade ought to be flexible and fast in ordesupport and not harm business opera-
tions. Already in Germany many SMEs complain alibetbureaucracy that they face
when doing business. Naturally, the topic of buceacy equally plays an important
role in China. Especially since the proceduresreme and unfamiliar and everything
has to be executed in the Chinese language. 78ke @&erman SMEs see an important

external success factor in local authorities tlatehminimized bureaucracy.

Another important component of a stable businessr@mment is the legal security
(voted by 76%) since the basis for a successfuhbas development is an environment
that is predictable so that the enterprises canpbotheir proceeding accordingly. Le-
gal security signifies that rules and regulatioagéhto be followed by the business part-
ners and sanctions imposed if the standards arebs&rved. This applies particularly
for patent infringement which will later be examdnan the study more closely. The
legal system is far more reliable in the Easteovipces of China than in the Western

3% porter (2008), p. 23-42
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provinces where putatively arbitrary regulationsntltates and, for example, local Chi-
nese companies are privileged in comparison tagorérms 3%

Tariff advantages are externally important accagdim 70% of the SME participants.
China has developed special economic zones thatparate favorable tariffs which are
not offered in the rest of China for companies tedawithin. Minimized tariffs are
another possibility for German SMEs to lower thegist structures.

It is a well-known fact that close ties with patai authorities in China can help to hus-
tle things along or to overcome possible probleNevertheless, it is difficult to reach
the “right persons” and these will only be favomlfl certain complaisance is given.
The approach to enter the Chinese market togethkrarChinese partner can help to
smooth the way since ties to the Chinese authsrhi@ve already been established.
Generally, it can be noted that bigger companiag fite political keyboard in a much
more professional manner than the small and mediaed enterprises. One reason for
this is that these proceedings are cost-intensiviehwcannot be performed by SMEs
and another reason is that Chinese authoritieesgecially flattered when big, well-
known German corporations pay court to them. Naglesis, 61% of the small and me-

dium sized enterprises stated that the close teearmimportant external success factor.

The last external success factor that was givethbyrespondents deals with the low
level of corruption (54%). It is a fact that Germignms have to face corruption when
doing business in China. Naturally, it is beneficiacompanies have less to do with
these affairs but generally German SMEs also fahed ways how to deal with cor-

ruption and sometime even use it for their own atages. One example would be the
accelerated handling of goods in customs to gane tadvantages in order to ship the

products faster to the customers.

399 Zinzius (2000), p. 152ff



6 Empirical study on German SME in China (expanstamrent operations, future prospects) 153

6.3 Current business evaluation

Company Information

Expansion to China Future Business Evaluation

Figure 59: German SME in China — chapter threeettibusiness evaluation

The upcoming chapter 6.3 will follow up with a ditd analysis of the current business
situation of German SMEs in China. The SMEs welkkedd0 evaluate the Chinese
business behavior and Chinese personality traisneSe legal & public authorities,
their own operations (internal value creation, sast operation, etc.) and sales envi-
ronment in China (opportunities, threats). The tdapill start with an evaluation of

the overall China engagement.

6.3.1 Evaluation of current business situation in C hina

The general introduction of the evaluation of tmesent situation of German SMEs in
China is done by figure 60. The participants wesleed how they would evaluate their
current general situation. The result is predontigapositive till very positive with
over 80%. The question about the growth in Chireshan identical result.

Due to the strong competition on the Chinese matkstknown that a certain part of

the German companies are not satisfied with theiravers’’® The answers of the study

$0GIC (2008)
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mirror this partly. 43% are rather unsatisfied erywunsatisfied with their current tur-

novers.

The most positive result is with regards to thexd5% of the German SMEs are satis-
fied with the existing cost structures. Due to plositive cost structures it is understand-

able that the profit margin is also considered pasy by 74%.

Furthermore, the resident SMEs also consider theeSh customers as well as the sup-

pliers as positively, except 40% who are not satisf

Evaluation Current Business Situation China

Business interactions Germans - ChineSZ_ NS 48 [ 13 ]
Profit margin 63 [11]
Cost 72 [ 13 | @ Very unsatisfied
1 B Unsatisfiec
13 SO -
Revenue_ 13 39 [ 17 1] 0 satisfied
Company growth [T0 [RRNESENN 43 I 28 ] O Very satisfied

Overall evaluationt_ 61 [ 22 ]
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Figure 60: Evaluation Current Business Situatiom@&h

With special regards to the world crisis, whichstsl present in many countriés a
very positive estimation of the present situatiarpsses. An explanation for this could

be that China also recovered very fast from th&as Germany dith

It remains to be seen how the asked companiesatedioe identical criteria for future.

This analysis will be depicted in chapter 6.4.

6.3.2 Evaluation of legal and public authorities in China

In the previous chapters on external success @édorChina expansion the survey par-
ticipants declared a minimum of bureaucracy, leggdurity, close ties with the local
authorities and a low level of corruption to bensiigant.

11 Goldman Sachs (2011), Grant (2011)
312 Orth (2010), Economics NewsPaper (2011)
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Therefore, a follow up question was asked whereGbeman SMEs had to evaluate
those four external success factors in their ctarbeisiness environment. The estima-

tions show a diverse picture with a tendency tonloee on the unsatisfied side.

Especially when looking at the evaluation of thedawcracy 72% of the SMEs state
that they are unsatisfied with the way the autfemihandle their obligations. Even 11%
of them are very unsatisfied which gives rise ® shispicion that those enterprises face
severe restrictions which slow down their businges§inly 17% of the German SMEs
are satisfied with the Chinese bureaucracy thatotestnates that there are also Chinese

administrations who work efficiently even thouglogke are still the minority.
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Figure 61: Evaluation of legal and public authestin China

The legal security only performs slightly betteanithe bureaucracy. But still the results
of 57% unsatisfied and 15% very unsatisfied partiois show a real negative picture.
This might be attributed to the fact that eithex therman SMEs already have to deal
with situations where they are being wronged amdjtistice system in China does not
help them or they have the feeling that many eléesehbusiness practice have not yet
been defined well enough so that in many cases &e®MEs have to work in grey

zones that could lead to unintentional misbeha¥id@6% of the respondents are satis-

fied and 2% are very satisfied with the legal siégum their business environment. It is

313 Schwantes (1999), p. 471, also see the “Guidel@za of Industries for Foreign Direct Investment”
issued by the Chinese State Commission in the }22
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possible that those firms never had any contadt wie justice system and therefore
voted in this way. It can also be the case thaethave been points of contact but the
outcomes has been in favor for the German SMEgtaatds why the positive evalua-

tion was achieved.

Among those four external success factors theipaliauthorities are the only field
where the German SMEs are rather satisfied withko Gave this positive signal. Only
26% were unsatisfied and 11% very unsatisfied wighpolitical authorities. This posi-
tive outcome indicates that generally the GermarESiget along with their local ad-
ministrations and that the differences between Gagnand China in terms of the polit-

ical system are for the greater part of no negatoresequences for the business.

Looking at the outcome of the evaluation of theeleaf corruption diverse opinions are
displayed. 56% (15% very unsatisfied and 41% usifsadi) of the SMEs are disaffected
with the level of corruption and the remaining 4435% satisfied and 9% very satis-
fied) are pleased. The responses point out thag mhan half of the German SMEs have
to suffer from corruption but have to accept that faat they have to follow the game in
order to keep their businesses running smoothlg. dther half also accepts the corrup-
tion, makes the best out of it and uses it to gaimantages or has not yet experienced
corruption and therefore voted positively on tha¢stion.

All'in all, it can be noted that in addition to thether unsatisfied voting it is remarkable
that German SMEs rarely decided to choose “vengfgad” in their evaluations which

underlines the need of German firms that the Cleinegal and public authorities im-
prove their processes, their reliability and thesnsparency in the future. In this con-
text, chapter 6.4 will discuss how the German SM¥duate their future business envi-
ronment in China where again the question was agkbd German SMEs assume that
the legal and public authorities develop to theitpasside or if they stay in the status

quo.

6.3.3 Evaluation of own operations in China

In contrast to the rather negative evaluation ef @hinese legal and public authorities
the evaluation of the current operations in Chinaws a thoroughly positive picture.
The first topic deals with the choice of locatidbhapter 6.1.5 has already given an
overview where the German SMEs are located. Thdtgesf the survey now illustrate

that the majority of German firms is satisfied (438t even very satisfied (26%) with
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their choice of location. Only 31% see deficitstheir working environment, 22% are
unsatisfied and 9% are very unsatisfied. An intargsfollow up question for further
research with regards to this would be how manyr@erSMEs actually changed their

first location in China to a more favourable ond arhich factors led to the decision.

The efficiency of internal workflows in China neeldéeo be evaluated, too. The re-
sponses emphasize that at the most SMEs the ihtgonkflows do not run to the full
satisfaction. Generally, 76% are not satisfied (S@9satisfied, 20% very unsatisfied)
and only the remaining 24% are satisfied (20% fatisand 4% very satisfied). As an
explanation German companies often declare that lawe major difficulties to im-
plement the German workflows based on German psottesking into the existing
Chinese patterns of working. Chinese employees lzawfferent understanding of
workflows because they have learned and experienagttierwise in their past when
working with Chinese firms. Therefore, the Germategorises have to teach and train
their workers/ employees in order to create a nedfieient internal workflow. In para-
graph 5.2 that has dealt with internal succes®faaif German SMEs in China compa-
nies like Siemens or Bosch gave an example howdbpg with the training and educa-

tion of their employees.
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Figure 62: Evaluation of own operations in China
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The cooperation with local suppliers determinesificantly the success of the middle-
sized companies in China. 50% of the companies saitt they have built up good till
very good relation to Chinese suppliers and thatcthoperation is successful. The other
50% show a negative picture. It is worth mentiortimgt 17% of the German companies
are very unsatisfied with the present cooperatemners. The main problems according
to Muller-Stewensand Lechnerare communication, efficiency and non-constantligua
ty3,

The low costs in China are the main reason for @aroompanies to settle in China. It
was asked to what extent costs have developed cethpathe previous year. The ma-
jority of the German middle-sized companies (60%&) satisfied up to very satisfied.
However, 37% of the interviewed said that they vibemselves faced with increasing
costs. The increasing costs are until now primamiyblematic in the Eastern provinces.
In the Western regions, which are economically beckl, the costs have not changed
compared to the previous year. However, the costee Eastern provinces are still so
low that a set branch is still competitive. Nevel#iss, there is a tendency among Ger-

man companies to operate future investments imibre Western regions.

In the following, individual important positionsrfé&erman companies are analyzed in
detail. The logistic and infrastructure costs aral@ated positively by the majority. Al-

most one third of the interviewed is very contdritis can be explained by the fact that
the costs of the shipment of products are stilyyew. On the other hand this is addi-
tionally facilitated and optimized by recent laigeestments in infrastructure. Besides,
the costs of raw material are still acceptable.yG3il% state that they are not content
with the increasing costs. By far the most posigvaluation of the costs refers to the
energy costs that are still very low compared magonally. The last cost position con-
cerns the costs of supply products. More than 60% e participants pay favorable

prices. It is interesting that 13% state that they not very content with regards to the
supply costs. A study conducted by the German ClkarmbCommerce, China gives

more insights to this. Hence, German medium-sipedpanies are not flexible concern-
ing the choice of the supplier. It takes too loacagree with the existing suppliers in-

stead of looking for new cooperation partngts.

314 Muller-Stewens/ Lechner (2002)
315GIC (2008)
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Trade barriers in the form of tariff restrictions)port and export quotas can be an ob-
stacle for German companies in China. On the ond,hhis affects the import of Ger-

man semi-finished goods, but also the export oflpcts made in China. The present
study shows a positive picture. The medium-sizedpamies have successfully come to
terms with the existing restrictions and have adisheir import and export insofar as
the processes are only affected minimally or thesiry costs are compensated. Only
17% of the firms state that the present tariffsehawnegative effect on their daily busi-

ness.

Especially in Germany, taxes are a factor that @ngs complain about. The operating
profit is taxed with 46%. The Chinese municipabtyd construction tax as well as the
education tax is calculated from the basis of thsirtess tax, the value added tax and
the consumption tax. Additionally, for these typddaxes varying tax rates appear. In
contrast to the common tax rate of 3% in the edoicatector, the tax rate of the muni-
cipality and construction tax varies between 1n8 @%. Referring to that, the tax rate
in urban regions is 7%, in counties 5% and in otegions 196 Due to the regionally
varying tax rate in China, there is no common t&te for German medium-sized com-
panies. Nevertheless, the tax burden is by fariddhan in Germany. Analogue to other
cost positions there is also a very positive re€i8860 of the companies state that they
are content with the taxes and another 11% areaarient. The rest of 27% are hence
not very satisfied with their tax burden. Again hwiteference to the above-mentioned
study, companies are not content with the existiogt structures and hence relocate

their investments to the more Western provinces.

The last evaluation within the operations was thesgnnel sector. The question to what
extent German companies can rely on qualified G@aremployees, the majority ans-
wered quite negatively. 78% are not content with plersonnel due to the fact that a
large number of employees is very willing to wornlt loften not qualified enough for
the often high-technological development of Germmadium-sized companies. In con-
trast, German companies that are ready to work witfualified employees are in a real
El Dorado of choices. As a result, also in the meleborated regions of China, the
wages for this sort of workers are still very lddence, 54% of the companies state that
they are very content with the costs for the unjadl workers. Another 35% agree

with this statement.
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6.3.4 Evaluation of China sales environment

In chapter 6.2.1 the motives to do business in &hisve been illustrated in detail. The
main reason was the enormous potential of the Ghimearket as sales for German
products. Hence, it was important to question Gearommpanies for their estimation of

the Chinese market and the competitive surrounding.

First it was asked how far the Chinese customeluates quality or to what extent
quality is an important criterion. The answers shbat the Chinese customer is very

quality-oriented. Only 30% stated that their custosndo not appreciate the products’

quality.
Evaluation of China Sales Environment
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Figure 63: Evaluation of China sales environment

Due to the fact that the Chinese sales market g b, it is necessary for German

companies to acquire market data in order to devalceasonable strategy to cultivate
the market. It was especially difficult in the p&stacquire relevant market data. Due to
globalization and the accession to the WTO Chirsadpened more and more and Ger-
man SME have received data that until then werg aotessible to Chinese state com-
panies. Another favorable factor is the allocatbrnternational market research com-
panies that conduct independent researches in Chiveaefore, 59% stated that they

are content with the accessibility of market data.

%16 See 18 resolution of the People’s Party of China on tafieesiomestic and foreign firms
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A criterion that characterizes a good customehésgayment on time. The companies
were asked whether their Chinese customers payliiisi The interviewed do not give

an explicit picture. 50% are confident up to vensatisfied. The reasons for the bad
payment morale are manifold and cannot be cladstliearly. It would be interesting to

conduct a further study or a comparison of the paynmorale between German and
Chinese customers. German studies show that thmabecustomers” payment morale
has worsened within the last years so that it ssiinbe the mixed Chinese payment mo-

rale is no exception.

The main goal of a market entry for German compmamseto establish and to assert
themselves on the market. It can happen that thmpebtor is confronted with unknown
local Chinese companies as a result of a not ve@ensive preparation. This can be ex-
plained by the fact that Chinese companies havéamto make an appearance interna-
tionally due to the large domestic sales marketvebeless, German medium-sized
companies evaluate their competiveness as posibss. state that they are confident
and 26% are very confident. A reason for this cdddhe often technical superiority of

German products’

One of the most important questions that a comeasyto face when expanding into a
new market is the one for the competition environin€ertainly, one has to differen-
tiate among the product and service. However, tbem@n companies consider this

rather positive with 61%.

Another important point is the demand for the pidur services of the German SMEs.
Although the Chinese market possesses a huge @btérdannot be taken for granted

that the products that are offered in Germany dheWestern countries are automati-
cally demanded in China. However, the German compaegister a good demand for
their products or services with 74%. Nevertheléiss,result about the loyalty of Chi-

nese customers towards German products turnedathdrrnegative. Only 24% made
positive experiences. The main part faces itsethwlisloyal customers who put less
emphasis on long-term partnerships than on short-t@st reductions through cheaper

products of the competition.

This leads to the next question asking about thee @ensibility of Chinese customers.
The results are also seen negatively by the Gef®Mia since 54% of them state that

317 Kretzberg (2008)
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the customers react sensitively to price chandg% deal with Chinese customers who
change the product on the basis of even small pheages.

After having analyzed the customer, the competiind the market, it is now very im-
portant to outline whether German medium-sized @ngs are able to generate tur-
novers in China. At the beginning of the study &swshown that all interviewed compa-
nies generated turnovers in China. They were tkacawhether they are content. Inte-
restingly, the positive sales expectation doescobere with the turnover contentment.
Over 60% did not achieve the planned goals and t@abe content with lower turnov-

ers.

The profit development is even more important. Canigs that are founded on a for-
eign market are usually randomly in the profit zam¢he short term. Hence, the ques-
tion concerning the contentment with the profitvexy important. In contrast to the

turnover development, the profit development igdseOnly 55% state that they did not
reach the profit expectations.

To conclude, the participants were questioned atiait expectations of the sales po-
tential and sales environment. Despite the negatkmeriences, the majority of the

companies (83%) defined the Chinese market asluergtive and promising.

6.3.5 Evaluation of importance of sales instruments in China

The next sub point will deal with the experiencéshe German medium-sized compa-
nies in China in terms of how they promote theoducts. The most important element
is the visit of fairs or exhibitions. According figure 64, 93% see there a very impor-
tant promotion instrument in China. Due to the sarel opaqueness of the Chinese
market, they favor topical fairs that make surd fatential customers are present so
that the costs are reasonable compared to the pimmsuccess (acquirement of new

customers). Besides, fairs offer the possibilitynform about the local competition.

In China, as in all countries, interpersonal relasi with customers are of special impor-
tance. For this reason, almost all German medimedstompanies implemented a sales
team mostly consisting of local Chinese people Whow the sector. Additionally they
can interact easier with the customers on the dpetto the knowledge of language and
business behavior. 83% of the interviewed regarthé€3e sales representatives as im-
portant.
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Importance of Sales Instruments in China
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Figure 64: Evaluation of importance of sales insieats in China

Although especially in China the interpersonal tieles between trade parties are a
common topic, the anonymous internet cannot begi@way out from daily working
routines anymore. Especially young Chinese usentieenet in order to establish busi-
ness relations due to the simplicity of the intériteils mainly used for short-term sales
and not for long-term business relations. Germampamies that can distribute their
products via the internet are hence offering themmebsite in the Chinese language
where Chinese customers can order their produgtartArom that, the German Cham-
ber of Commerce in China states that many Germarpaaies located in China have a
website in Chinese or English language in ordemform local Chinese customers
about their company, products and service. 76%e&dd companies state that the online

presence helps to boost their sdlés.

Although the internet as sales instruments hasi@ui@ dominating role, many German
companies still use the traditional possibilitypimmote their products via print media.
Due to the fact that the specialized media, likecffr magazines related to one topic
for example, has not established yet, as in Gergtheyannouncement in local newspa-
per is still chosen. The extraordinary high peragatof 63% shows that this traditional

medium is still good for promoting products.

38 GIC (2008)
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The fact that in the past German companies hadgmsbto justify the added value of
their products over the sales service has changegletely today. Today the Chinese
are aware of the fact that is not only importanibty a product in the short term, but to
maintain the durability by means of negotiating $leevice contracts with the individual

company.

Not only the durability of the bought product ispartant, but also the basic service, for
example in form of an installation service or télepe hotline, gives the product an
added value that is appreciated more and moreé{Hinese. Hence, German service

packages that offer an added value are done wetloring to the study 50% do this.

At least 30% of the participants view the distribatof information via telephone as an
effective instrument for the promotion success mn@. There are two ways that have
been established in China. The first one is thenptn via the own call center with

own Chinese telephone agents. The second one teléphone promotion via external

call centers.

Basically it is difficult for German companies tad the right customers for their prod-
ucts. Similarly to trade fairs where a high numbecompanies of the same sectors are
presented, trade associations are of particulareviaére. Regular meetings on an asso-
ciation basis offer the possibility to exchangeomiation and contact to potential
clients. 20% of the interviewed use this instrumenenhance business contacts and

sales.

Another traditional form of promotion is the deliyeof flyers, brochures and cata-
logues where companies can present themselveshamdotoducts. 15% of the inter-

viewed use this possibility of marketing in China.

13 % of the interviewed expect a better image bwamaeof local sponsoring and the
acquisition of new customers. 9% have opened tveir sales shops in China and a low
percentage of 4% make use of television and radireréising in order to draw attention

to their company and their products.

The present point showed variants that were use@dsynan medium-sized companies
in order to establish the promotion. Further analyguld be interesting concerning the
success measurement of the promotion instrumertseoGerman medium-sized com-
panies in China in order to present best practiegdegjies to freshmen or already estab-

lished companies.
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6.3.6 Evaluation of Chinese business behaviour and Chinese personality
traits

The following chapter will deal with the assessmafrthe Chinese working attitude and

operating methods from the perspective of the SMEzhina.

The different operating methods of Chinese and @asmare often discussed in the lite-
rature as well as in economic life. Consequenthe of the first questions in this chap-
ter was whether the German SMEs are satisfied théloperating methods of the Chi-
nese. Surprisingly, more than 60% were satisfikd/e¢ry satisfied with the way how

Chinese companies co-operated with them. Only 3@¥& wnsatisfied with the Chinese
way to make business. The positive result provas different operating methods do
not automatically lead to problems but, on the @yt shows that German SMEs have

adapted very well to the Chinese operating methods.

The second question in this chapter was whetheiGdyenans are satisfied with the
Chinese working attitude. This involves the workiaitude of the own Chinese em-
ployees as well as of the Chinese suppliers anmess. Even though the result does
not turn out so positively, at least 50% evalubtgrtpartners positively. The other 50%
consider them rather negatively. This cannot beilzest to the working zeal which is
described as very high by German companies. Funibrer, in many cases this is due to
an unsatisfying education, a lack of understandihthe work processes by virtue of
deficient communication, a miscomprehension betwhenGerman SMESs on site with

the Chinese partners or employees based on adfitfeultural background.

The next questions aimed at the communicative ctenpe of the Chinese with view to
the capability of expressing oneself either in Eskgbr, even better, in German. Again
the contentment balances each other with almost &&¥ainly, one has to consider the
sector in which the German company is operatinGhima in order to assess to what
extent the employers are able to speak the foraigguage. Hence, employers of the
manufacturing sector often have only undergone @imal education; they work for

less than 5 Euros a day and, hence, can only comatann the Chinese language.

One characteristic that is regarded negativelhaescapability to see the bigger picture,
so that, for example, an employee can see othatgof intersection beyond his work
area or can solve problems from an interdiscipjin@erspective. This characteristic is
slightly or not well developed due to the Chinedaaation and training. In many cases

the Chinese education system is based on imitafibis. means that working steps are
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shown to the Chinese employees in order to let timeate these one-to-one. In their
Chinese surrounding it is not wished to acquirdisithat are beyond their original
work. Hence, 78% of the SMEs criticize the Chinesgpability to see the bigger picture

and only 22% are satisfied with that.

The next question was whether the Chinese are \harking employees. More than
half of the study participants answered that theysatisfied. This assessment coheres

with many other studié$ that have described the Chinese principally ag g#igent.

The assessment of the Chinese creativity is sirtoldhe assessment of 'to see the big-
ger picture'. 63% of the questioned would likelyhtove employees that are more crea-
tive. Only 37% are content with the creativity. @an companies in the GIC survey in

2008 state that they learned that creativity hasnlpeomoted in universities and schools
since the last decade due to the fact that Chiawase of the fact that they have to gen-
erate their growth and prosperity by means of tbein innovations and creativeness in
the future. This involves creative thinking in orde promote research and develop-
ment with the aim to produce products that can ampuccessfully on the world mar-

ket.320

The next aspect of the survey was the Chinese egsniowards the Western culture
which mainly shows a positive picture. More thaf/6étate that they have the impres-
sion that the Chinese are interested in the Westdtare or the Western way of nego-

tiating during interactions.

%19 Deutsche Bank Research (2004)
320GIC (2008)
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Figure 65: Evaluation of Chinese business behavaadrChinese personality traits
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One of the most positive assessments resultedeimulestion about the willingness to

learn. 22% of the companies are very content vinehemployees or the customers and
suppliers. Further 48% are satisfied. This is pdolg other studié$ that show that

Chinese are eager to acquire knowledge of techsikids as well as Western work

processes. However, the other side of the coihas ih many cases the Chinese em-

ployees use this knowledge after a short timeHeniselves be it for other Chinese em-

ployers who profit from this knowledge or in formhan own company that develops a

product that competes with that of the original i@@n employer. The last question in

this chapter supports this finding because it isualboyalty. We could anticipate the

outcome: 85% of the questioned German SMEs conthdeChinese employees or sup-

pliers and customers as disloyal.

It has been stated that the Chinese are very @¢adearn. Referring to that, another

question is whether the Chinese can be considexrddsd learners'. Exactly half of the

%21 Deutsche Bank Research (2004)
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guestioned are happy about those Chinese who wishefv contents and who can un-
derstand and use them after a short time. Howéverother 50% are set in a working
environment in which they are not content with tinee that an employee, a customer

or a supplier needs to acquire new things.

Principally, German products stand for quality. f&fere, it is more than understanda-
ble that German companies operating in China standualitative work as they are
used to in Germany. The next question is aimediataspect. 50% of the interviewed
are not content, further 15% are even unsatisfigl the quality conscientiousness of
the Chinese employees. By implication this mearest tthe qualitative work or
processing of products does not yet play an equrajpprtant role as in Germany.

The answers to the question concerning the effigieme similar to those related to the
qualitative characteristics of Chinese people dmlvsa divided picture. 17% are very
unsatisfied with the efficiency of the employeessoppliers. On the other hand 7% are
very satisfied with the efficiency in their workirepvironment. In general, one half is

content and the other one is not.

With regards to the goal orientation, 76% of theE3MVare content with the Chinese.
Interestingly this is by far the best assessmettt@rpoint on Chinese working methods
and personal characteristics. Considering thehiit\aand the honesty, the Chinese are
considered far more negatively. Referring to tHalbdity the assessment is balanced,

but when it comes to honesty, the results are megative.
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6.4 Future business evaluation

Company Information

Expansion to China

Current Business Evaluation

Figure 66: German SME in China: chapter four: fatbusiness evaluation

After having depicted and evaluated the currenision of German SMEs in China, the

upcoming part will now deal with the assessmeriheffuture.

The focus will first be put on the future econorarmd working environment in China.
Furthermore, the legal and public authorities Wwél evaluated followed by the assess-
ment of how concrete work processes will be likeha future. This point will finally
evaluate the future of the Chinese operationalrenuient or of the Chinese market for

German products or services.

In all four sub-points the interviewed were askedlécide for one of the three future
variations: either the situation will be worse thaday or there will be no change or

there will be a positive development.

This future contemplation is very exciting sinceréhhas been an increase of news re-
lease that claims that German SMEs would withdragirtengagement in China and
would again produce their products in Germany aofge. The stated reasons for this
'withdrawal' are manifold. However, one reasonds$apsut, namely 'variations in quality
in manufacturing'. On the one hand, this can loeitsed to varying qualities of prod-
ucts by suppliers in China. On the other handitheso due to the badly clocked pro-
duction processes and the Chinese employees. Rgfe¢orthe latter, this is due to the
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fact that the employees are not well trained, led do not internalize the high-quality
standards of the production. Another aspect isithatsaid that former cost advantages
in comparison to Germany do not exist anymore, eiample the cost for the em-
ployees, logistic and energy have risen, and h&@®senany becomes more competitive

considering the cost&

Insofar it remains to be seen if the present staldy reflects these future contempla-

tions.

6.4.1 Evaluation of future business environment in China

The following paragraph will depict the future egtasions in more detail. The first
guestion was how German companies saw the futuneecation with the Chinese. 54%
of the interviewed companies see an enhancemethieafelation and 43% do not see
any change. Only 2% expect a deterioration of terpersonal relations. This estima-
tion coheres with the results of other stuifahat have also shown that Chinese and
the Germans are more and more approaching eachartehat the reciprocal under-

standing for each other increases.

One of the important signals for a successful dpeyaon a market is the figure of the
profit margin. Only 30% of the respondents stat# they expect an improvement of
their own profit margin in the future. 35% thinkatithey will operate with an identical

or similar profit margin and the other 25% evenemtmeterioration.

One reason for the latter could be the fear ofeasing operational costs in China,
which is supported by 33% of the interviewed. 548 squal costs and only 13% con-
sider a better cost situation for the future.

$22NZZ (2011); Spiegel online (2008)
323 GIC (2009)



6 Empirical study on German SME in China (expanstamrent operations, future prospects) 171

Evaluation Future Business Environment in China
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Figure 67: Evaluation of future business environteiChina

With view to the sales situation, the study pap@its see a better future scenario. 33%
are of the opinion that the sales situation wilpmve in the future. Half of the inter-

viewed do not see any change and 17% think thatshkes will decrease in the future.

The success of a company can often be measurdd gsoivth. Hence, when assessing
the future business environment, the question wkedato what extent German SMEs
assume that they will grow with their company. Hmswers were mostly positive. 57%
see a growth potential for their company, 39% thimkt they maintain in size and the

remaining 4% proceed from a declining company size.

The last question deals with the overall evaluatbthe business environment in Chi-
na. The morale is quite positive. 43% think thatytlill improve their business in chi-

na. Further 50% state that their situation will poincipally change, which does not
mean that the situation is not already very goady@ small part of 7% presumes that

the general situation will develop negatively foeit company.

6.4.2 Evaluation of legal and public authorities (f  uture)

The following paragraph will deal with the futurstienation of the legal and public en-
vironment. In chapter 6.3.2 the German SMEs hareadl/ had to assess their current
situation. It could be shown that the SMEs areamatmsatisfied with the legal systems

in China, whereas the interviewed are content thighlocal public authorities.
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Hence, it is interesting to see that the German Splesume a similar situation consi-
dering the bureaucracy in China for the future (5724% of the interviewed believe in
a deterioration of the situation and 22% think tthaty are confronted with less bureau-

cracy in China in the future.

Evaluation of Legal & Public Authorities (Future)
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Figure 68: Evaluation of legal and public authest{future)

A similar estimation can also be seen with viewthte legal security. 28% think that
they will benefit from a better legal security. 618the SMEs presume that they will
not be any changes and the remaining 11% thinktkieategal security will further on

deteriorate for German companies.

Since a main part of the German companies have dm@ent with the political organs
in China, they also assume that they will no furttieange in the future. 15% expect a

better situation and the remaining 9% a worse one.

The German SMEs can deal with the current leveloofuption quite well, so that 50%
say that this situation stays similar as now, 24&ocd the opinion that the level of cor-
ruption will decrease and the remaining 26% prestimaethe corruption will increase

in the future.

6.4.3 Evaluation of operations (future)

In chapter 6.3.3 the assessment of the currenatpes in China was depicted. Apart
from the aspects efficiency and availability of siglled personnel, the feedback was

all in all relatively positive.
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Hence it is interesting that regarding the futuxpeztations the picture of what we get
is the opposite what we got for current operatidmmgking at the estimation consider-
ing the future efficiency of internal working prases, it is apparent that the majority of
70% think that this will change positively. The r@mng 30% assume that the situation
will not change. Thus there are no participantst thgpect the internal working

processes less efficient in the future.

Also when it comes to the estimation of the futco®peration with suppliers it looks
rather positively. 41% of the SMEs see the oppdtuior a better cooperation, 54%

regard this unchanged and only 4% assume deteoiorat

Looking at the assessment of the future costs,anesee a relatively high percentage of
companies that see an increase of costs. The tddhe questions was set on logistics
and infrastructure, the costs for raw material andrgy as well as the costs for suppli-
ers. As already hinted at, more than half of theESMee a deterioration of the cost situ-
ation. Roughly 40% think that the cost situatiorll wiot change significantly and

around 15% are of the opinion that further costiegtcan be expected.

Regarding the current tariffs, the participatingnganies are satisfied; so that 65% state
that they do not expect any changes, 24% are ewevirced of positive signals and
11% assume that the Chinese authorities will indwgggravating tariffs for the import of

goods.
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Figure 69: Evaluation of operations (future)
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The current assessment showed a positive pictutheoturrent tax rates for foreign
companies. Nevertheless, 41% of the responderitstbi the tax rates will change to
their disadvantages. Further 54% think that theitebe hardly or no changes and the
remaining 4% hope for tax cuts. These tax cutsbheaexplained by the fact that those
companies want to resettle regionally which wiiuk in tax cuts. A resettlement of the
company from a region like Shanghai, for exampdeatmore western province goes
along with cost cuts for all cost positions, inghgltax rates. Eventually, this procedure

cannot be observed frequently with SMEs operatinghina®.

The possibility to employ qualified Chinese peoplas rated rather critically by Ger-
man companies. A rather different situation is as=i for the future. 35% see an en-
hanced situation in the future and rely on the atiao offensive of the Chinese gov-
ernment. 39% of the companies assume that it willilochanged difficult to gain quali-
fied working forces. The remaining 26% answered tpestion with a negative as-

sessment.

Contrary to the above, the assessment of the &uaylaof unskilled employees was
rather positive for the current situation. Nevelgss, this changes considering future
prospects. Hence, 35% of the respondents say tthwatl ibe more difficult to access
unskilled personnel. On the contrary, 50% think thavill be further on easy to access
unskilled personnel and 15% think that the situafiar employers will be even more

positive.

6.4.4 Evaluation of China sales environment (future )

In chapter 6.3.4 the current assessment of theeSaimarket and the competition envi-
ronment was questioned. Despite the fact that Ger&MEs regard customer loyalty
and price sensibility in China rather negativelgnfr their point of view, the general

picture was indeed positive.

The upcoming point will describe the forecast fog Chinese market environment and
will show to what extent the competition environmenll change for German compa-

nies.

In the past German companies bemoaned that Chaussemers could not realize the

difference in quality between their and the doneegtioducts. In 6.3.4 is has been

324 GIC (2009)



6 Empirical study on German SME in China (expanstamrent operations, future prospects) 175

shown that the Chinese have developed a qualityemeas implying that high-quality
products often have a higher value, durability ancadvanced function they can benefit
from in their busines$. Hence, 50% of the Germans see an increasing avearerie
quality products for the future. 46% assume thatatvareness remains as it is and the

remaining 4% see deterioration.

The access to market data of the Chinese marketatfasr difficult in the past due to
restrictions set up by the regime. However, it barobserved that the number of market
research companies have increased in the recenampadgoreign companies have used
these possibilities. Thus, German SMEs state teat &re content with the market data.
65% predict an improvement considering the accéssanket data in the future. The

remaining part thinks that the situation will nbaoge.
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Figure 70: Evaluation of China sales environmeumtufie)

The current paying morale of the Chinese custos@isthe opinion of the interviewed
SMEs. 50% declare that they are content with thy@ngamorale; the other 50% are un-
satisfied. Interestingly, the assessment shows26#t fear that the willingness to pay
the bills will further deteriorate. 65% do not egpany changes and only 9% foresee an

improvement.

325 Geulen (2001), p. 157ff
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The assessment of the current competitiveness ey regarded positively. For the
future many of the SMEs (43%) think they are capalflfurther establishing their cur-
rent positive competitive position. 48% think thhe competitiveness remains at the
established level and only 9% declare that theY ladle their position with respect to

their competitors.

The current competition environment was rated dfscgnt by more than half of the
study participants. In the future 50% see acceimnaif the competition, 35% expect

unchanged conditions and according to the remaihg there will be improvement.

The current demand for products and services waslynated positively by German
SMEs. Thus, the future prospects are regarded yhigbsitive. 57% expect an un-
changed demand and even 35% view an increasingraer@mly 9% think that there

will be a negative development with respect tortherket environment.

With view to customer loyalty, the questioned preeed throughout a negative picture
of their Chinese customers. More than half of tHear that this remains in the future.
Only an optimistic third hopes to find ways and me#o tie down their Chinese cus-

tomers. 17% predict that the customers will be nvotatile.

One reason for the lacking customer loyalty mayheeprice sensibility of the Chinese.
At present the majority of the study participants ansatisfied in this respect. 61% state
that this situation will not change. Only 13% faresan improvement and 26% see a

further increase of the price sensibility.

Finally, the last question aimed at the generaluaten of the future of the Chinese
market. The German SMEs are already satisfied thghcurrent view on the situation.
Thus, 50% think that this positive development walnain in the future. 46% predict an
even more promising market environment in comingryeOnly 4% presume that the

market conditions will deteriorate.

6.5 Summary of key findings

The study aimed at providing a better understandinthe German SME expansion
process to China, an evaluation of both their europerations in China and a forecast
of their future within the Chinese market.

The first section characterized the German SMEsatipg in China with regard to qua-

litative and quantitative measures: annual turnoparent company, number of em-
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ployees, business industry, date of market entigallpresence in China, branch, form
of operation and reasons for choosing the form pErations. The individual criteria
showed gradually a very heterogeneous group ofréspondents that presented an
overall insight in the German SMEs in China. Espiciwith respect to the choice of
the current market cultivation strategies depidte@.1.7 it can be shown that the SMEs
had the resources to establish a subsidiary inaCHiB% of the participating companies
decided for this form of foreign market cultivatiohhe reasons why the companies
have especially chosen this form are comparable thié reasons that have been theo-
retically outlined in chapter 4.2. On the one hath@, low risk approach and the low
cost approach for the representative office hadripyiand on the other hand the inde-
pendence and complete control considering reabzatif foreign strategies played a
role to establish a WFOE.

The second section has illustrated the expansioneps of German SME to China.
Herein, the motives for China expansion have beéstudsed followed by an analysis of
the strategy that German SME formulated. Questiave been analyzed with respect
to how the SMEs evaluate their strategy retrospelgtiand if and to what extent they
changed their initial strategy during the expangorcess. Further on, the market entry
preparation and coeval the satisfaction with th&yepreparation was mooted. The
second section concluded with an illustration arsgtussion of the important internal
and external success factors of China expansioGéman SMEs. The motivation of
German SMEs coheres with the motives for intermaficexpansion as described in
chapter 4.1.1. The results of the market stratedjgesiot come as a surprise either. Due
to the fact that German SMEs often produce highHiyuas well as high-technology
products it was to be expected that the main fattteostudy participants have chosen
the segmentation strategy. Fortunately, the resgruscstated that they had kept to this
strategy in the course of further market cultivatiMeanwhile with respect to the prep-
aration for the engagement in China it was sigaiftdhat German companies relied on
other companies, which had already been settledhina, and asked for advice. The
preparation via internet also gains importance hWiew to the internal as well as ex-
ternal success factors for an engagement in Chmnaame elements and arguments can
be found as illustrated in chapter 5. Among therimal factors, a substantial expansion
preparation and a good financial nest egg weredinttbe important factors. Among the

external factors, it was basically the low costd t#re market potential.
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The third section dealt with the current busingasaton of German SMEs in China.
The SMEs were asked to evaluate their overall Caimgagement, the Chinese business
behavior and Chinese personality traits, Chinegall& public authorities, their own
operations (internal value creation, costs of dpmmaetc.) and sales environment in
China (opportunities, threats)gainst expectations the results were very postgipart
from some negative statements with respect to lagdl public authorities based on
some problems with the current bureaucracy. Wigwvio the evaluation of the opera-
tions, some negative points were mentioned witpeetsto the availability of qualified
working force or the inefficient workflows that caeldom be compared with the pre-
cise procedures in Germany. Regarding the salasoanvent, the market potential and
the customer demand these characteristics stoo@sotighly favorable. The loyalty
and the price sensibility of customers were rateghtively. The replies to the questions
about the forms of how German SMEs process the ehdrém the point of view of
production turned out exciting. The German SMEs hagltive experience with visiting
branch-specific fairs, the employment of sales aliasts who know the Chinese lan-
guage and the cultural requirements and, henceppamally care for the customers.
Rather bad experience had been made by establishingommercial shops or placing
ads via radio or television. With view to the Gemaand Chinese cooperation, including
the own employees and the Chinese suppliers, thatsevere mixed. Learning some-
thing new and working goal-oriented were underlingsl positive characteristics.
Though, it was also said that the Chinese do net Inggh quality awareness, they are
disloyal and are people who seldom see the biggarrp.

The fourths section gave an overview of the fupnaspects of German SMEs in China.
The SMEs were requested to evaluate identical basiareas (Chinese legal & public
authorities, own operations and sales environme@hina) as in the third section but
this time to formulate their expectations for tlufe. Contrary to the latest press re-
ports, which claim that German SMEs terminate tl&iina engagement and come back

to Germany, the interviewed companies estimatéutiiee prospects rather positively.
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True to the motto 'everything that is good todaWi, we a bit better in the future'. Thus,
it can be that the companies that turn their batkChina did not participate in this
study. Right at the beginning it has been drawrattention to the aspect that the results
of this study might be too positive since the comes that were not successful in Chi-
na and terminated their engagement in China béf@atart of the survey could not be
questioned since they were not captured anymorhdyserman Company Directory.
One possibility for future research would be to getearlier edition of the German
Company Directory, compare it with the current and find firms which became disil-

lusioned by China and get their views on the sausstipns.
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7 Conclusion

The aim of this dissertation was to especially labkGerman SMEs and to outline and
analyze how they organized their expansion to CGhioav they evaluate their current

situation in China and how their economic situatioth change in the future.
Thus, the underlying questions are:

¢ Why and how do German SMEs business in China?

« How do they handle their current situation?

¢ How do SMEs view their future in China?

Chapter 2 to 5 served as the basis for the anabystse questions that were to be dis-

cussed in the empirical study in chapter 6.

Chapter 2 has described the position and importahttee SMEs for the German econ-
omy. Chapter 3 has then outlined China as a lanthlrihited business opportunities. It
was depicted how China has developed in the lageaés and the impact that political,
social and legal conditions have had on Chinaestagvards an economic power. Fur-
thermore, it has been shown what kind of beneftgehbeen drawn from these frame-
work conditions and how the economic interactidasgxample in form of imports and
exports, and inward investments have developed. demection, which has included
many decades of the past, has illustrated that @egompanies have not got interested
in China as a result of the worldwide globalizatibrstead, China had already been an
important economic partner for German companiesadly in the past decades and the

Germans have established their engagement gradually

Chapter 4 has dealt with the international expansibcompanies. The first part has
discussed the motives for an international expangiat can be cost-, market- or com-
petition-oriented. With regards to German SMEsah de detected that the market-
oriented motives were and are of higher importdocéhe internationalization to China

than e.g. the cost-oriented ones against expeatationsidering the low cost structure
in China. The next part has outlined the speciaratteristics or framework conditions
for SMEs with special consideration of the resouemslities (capital, know-how, hu-

man capital) that are brought in by SMEs in intéomal expansions. Chapter 4.2 has

dealt with forms of market entry mechanisms. Thenfoof foreign market cultivation,
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such as export, joint venture or subsidiaries, hasen described in detail as well as
their individual advantages and disadvantages.lligjiithe forms that have been chosen
by German SMEs have been depicted. It has beennshmat the literature does not

offer a basis for answering the question that vibah is optimal since there does not
exist a patent solution due to the diversity of 8MEs. Hence, the market entry strate-
gies that were chosen by the German SMEs and heyhave developed could not be
simply outlined. According to other studies it camly be assumed that, due to limited
resources in comparison to large business, the SiWM&sse market entry strategies that
are resource-efficient and that the engagementt&nded gradually, subject to success-
ful operating, with a view to establishing theirmaubsidiary.

Chapter 5 has described in detail the factors dhatecessary for the success abroad.
Chapter 5.1 has first focused on external suc@serk followed by the internal ones in
chapter 5.2In conclusion it can be stated that the keys t@esgin a foreign country
have been on the one hand an in-depth researdireandrket, the customers, the loca-
tion, the competition, etc. On the other hand isradepth evaluation of the internal
resources of the firm such as capital, know-hovpeeience or human capital is simi-

larly crucial in order to develop a successful neddntry strategy.

Within the scope of the empirical study presentedhapter 6, the topics that have been
outlined in the previous chapters 2 to 5 have haken up again. Finally, chapter 6.5

has summarized the most important results of tindyst

The underlying questions have been discussed aswleaed in detail within the scope
of the study. Why and how do German SMEs go to &€hidow do they handle the cur-

rent situation? How do they see their future inf@aRi
The initially formulated aims of this paper havebeachieved

1. The answers to the questions are supposed to asrivdormation and help for
SMEs that in view of the increasingly changing neargonditions in China are
looking for ways how they can also internationakzecessfully in China or ex-

tend their competition position.

2. The literature base on the topic of German SME esioa to China needed to
be broadened/ extended with practical findings ogfrom firms which suc-
cessfully entered the Chinese market and prevéilinvi
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Despite the good results of the study it has tpdiated out that the study participants
have mostly had a successful development in Chada laence, the findings tend to be
too positive. Beyond doubt, companies that hascéve the market unsuccessfully due

to their own faults or adverse conditions woulduahce the interpretation negatively.

Even though it is rather difficult to find thosenspanies and furthermore to convince
them to share their experience in a survey, theselts would be of high significance to
depict the overall picture of German expansion ton@ more realistically and more

completely.
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A.1 Questionaire

Survey on the expansion of German SME to China

Thank you for participating in the survey. It will take not more than 20 minutes to complete the questionaire.

All data is collected anonymously.

A: Company information
1 Turnover

{choose one answer)

2 No. of employees

(choose one answer)

2 Business industry

{choose one answer)

4 Date of market entry

(choose one answer)

5 Local presence in China

{chaose one answer)

6 Reasons for choosing the locations in China

{multiple answers possible)

7 Type of business

(chaose one answer)

2 Form of operations

{choose one answer)

9 Reasens for choosing the form of operation

0-25 Mio.
25-50 Mio
50-100 Mio.
100-250 Mio.

0-49
50-249
250-459
500-1.000|

Automotive, Machine Building, Chemical
Finance, IT, Telecommunication

Textile, Food

Pharmaceuticals, Energy

Other

Prior 2000
After 2000

Liaoning
Beijing
Tianjing
Shandong
Jiangsu
Shanghai
Hubei
Sichuan
Zhejiang
Fujian
Guangdong

Access to good infrastructure
Skilled work force

Low cost supply (people, raw materials, energy, ..)
Stable business environment (regulations, bureaucracy, ..}

Low tax and other public dues
Climate

To be close to business partners {suppliers, customers)

Other German companies around
Other

Trade
Production
Service
Other

Representative Office
Joint Venture/ Cooperation
Wholly Foreign Owned Enterprise

Representative Office
Joint Venture/ Cooperation
Wholly Fareign Owned Enterprise

—
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B: Expansion process

1 Motives for expansion Low production and labour cost

(multiple answers possibie) Low sourcing cost

Mational regulations/ law

Sales market

Saturated home market

Following customers/ suppliers

Risk sharing

Competition home market

Access to competencies and resources

Financial benefits

Other

2 Market strategy China Niche
{choose one answer) Differentiation
Cost leadership

Other

3 Strategy satisfaction Very satisfied
{choose ane answer) Satisfied
Unsatisfied

Very unsatisfied

4 Strategy development Switch
{choose one answer) Major adjustments
Slight adjustments

No change

5 Preparation for China expansion

{multipie answers possible} Internet Research

Buy market study

Consult German Chamber of Commerce

Talk to German companies which expanded to China

Search for Chinese business partners

Assign employees to create an expansion project team

Formulate strategy for China expansion

Visit China for on-sight inspections

Align products to needs of Chinese customers

Adjust internal processes

Other
& Self-evaluation on markt entry preparation Poor preparation
{choose ane answer) Fair preparation

Good preparation

Excellent preparation

7 Internal success factors for expansion Financial resources

{mutiple answers possible) Experienced employees

Open corporate culture

Solid strategy, constantly revised

Aligned processes

Products aligned to Chinese customers needs

R&D, technical development

Patents/ intellectual property

Flexibility to cope with changing envirenment

Substantial expansion preparation

Other|
8 External success factors for expansion Qualified/ cheap labour
{muitiple answers possible} Choice of location

Minimum bureaucracy

Low cost operations

Competitive environment

Customer preferences

Availability of market data

Low cost sourcing opportunities/ suppliers
Legal security|

Close ties with local authorities

Other
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C: Current business evaluation

1 Evaluation current business situation

(choose one answer)

2 Evaluation legal & public authorities

(choase one answer)

3 Evaluation operations in China

{choose one answer)

4 Evaluation of China sales environment

{chaose one answer)

5 Importance of sales instruments

{mutipie answers possible]

& Chinese business behaviour & personality

{choose one answer)

Very unsatisfied

Unsatisfied

Satisfied

Very satisfied

Business interactions German - Chinese

Profit margin

Cost

Revenue

Company growth

Overall evaluation

Bureaucracy

Legal security

Public authorities

Level of corruption

Chaice of location

Efficiency of internal workflows

Cooperation with suppliers

Cost in relation to past year

Logistics/ infrastructure cost

Raw material cost

Energy cost

Cost for supplier parts

Tariffs

Tax

Availability of skilled personnel |

Cost for unskilled personnel |

Quality awareness of customers

Availability of market data

Payment history of customers

Competitiveness of own company

Competitive environment

Customer demand

Customer layalty

Price sensibility of customers

Revenue in relation to past year

Profit margin in relation to past year

Sales market potential

Sponsoring

Sales via sales representative

Sales via catalogue

Newspaper/ magazine adds

Membership in associations

TV/ radio commercials

Sales via stores

After sales service

Presence on business fairs

Sales via internet

Other

Very unsatisfied

Unsatisfied

Satisfied

Very satisfied

Business methods

Work attitude

Communicative

Look beyond own horizon

Hard working

Creative

Open for Western culture

Willing to learn

Quick learner

Quality thinking/ conscious

Efficient

Target oriented

Reliable

Honest|

Loyal
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D: Future business evaluation

1 Evaluation future business situation

{choose one answer)

2 Evaluation legal & public authorities (future)

{chaose one answer}

3 Evaluation operations in China (future)

(choose one answer}

4 Ewaluation of China sales environment (future)

(choose one answer}

Waorse

Same

Better

Business interactions German - Chinese

Profit margin

Cost

Revenue

Company growth

Overall evaluation

Bureaucracy

Legal security

Public authorities

Level of carruption

Efficiency of internal workflows

Cooperation with suppliers

Logistics/ infrastructure cost

Raw material cost

Energy cost

Cost for supplier parts

Tariffs

Tax|

Awvailability of skilled personnel

Cost for unskilled personnel

Quality awareness of customers

Availability of market data

Payment history of customers

Competitiveness of own company

Competitive environment

Customer demand

Customer loyalty

Price sensibility of customers

Sales market potential
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