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China is once again in the spotlight. Not manufacturing there. Companies should
only because of the impressive Olympicthen investigate alternative countries
games or the political turbulences where it may be less complicated, even if
following the award of the Noble Peace this makes it more expensive than China
Prize in October 2010. Not only because(but less expensive than in their own
of the grand plan with the “Long March” countries). Tunisia for example has a lot
to developing countries, in particular of factories producing high-quality
African  countries, with  substantial clothing items for numerous European,
investments. And not only because of itsincluding Norwegian companies. The
dominant position in the world banking Baltics States and Poland are other
system, but also because of the largeexamples of countries with well-educated
coverage in the mass media on importanengineers capable to produce high-quality
counterfeiting and deliveries of products machineries and other equipment at a
of bad quality by indelicate manufacturers.lower price than in Norway. Producing in
The owners of the counterfeited productssuch a country for smaller quantities can
or trade mark and the unlucky importerstherefore be more advantageous for
of defective products are subject to loss ofimporters. They then need to make a
market shares, loss of profit and riskschoice. For the purposes of this article |
costly claim. An additional and crucial will assume that the reader has already
problem has developed since beginning oimade the necessary investigation and
the finance crisis. The number of evaluation and thereafter chosen China.
bankruptcies due to the global credit

crunch is increasing sharply. This can

cause difficulties for importing companies 1. PRODUCTION IN CHINA

as they may not receive the ordered goods.

Companies should consider developingThere are several ways to have goods
their strategy based on a careful evaluatioomanufactured or services performed in
of opportunities and risks. China:

China is the land of opportunity for Acquisition of an existing manufacturer

companies seeking to increase their

turnover through import and export, but it Businesses should always be wary of

is also a very foreign country, demandingsituations that appear to be made easy

a healthy dose of cynicism in order tothrough political connections. Many

avoid loss and disappointment andforeign companies have bought Chinese

keeping a cool head. The purpose of thisundertakings after friendly drinks with

article is to give readers who want to smiling politicians, assuming it would be

manufacture their products in China a fewsmooth sailing from then on. Only later

tips on reducing risks and thereby were they exposed to the bureaucrats (for

maximizing profit — without being example from the tax authorities or

exhaustive. company register) who made costly
demands that the politicians were of

Companies that do business in Chinacourse unable to help them with.

should have very good reasons for not

choosing another country. They should

consider the problems they may encounter

in China alongside the advantages of



However, this is problematic due to
legislation and may require the creation of
a holding company in Hong Kong. There
is currently much less red tape there and it
is therefore much easier to change the by-
laws, increase the share capital and issue
new shares than on the mainland.

This necessitates the use of local solicitors
and they charge high fees for foreigners; if
they are cheap they may not be competent.

This  solution is  therefore  not
recommended for many SMEs.
Many of undertakings for sale, benefiting
of public supports such as promise of tax
reduction, may be inconveniently located Establishing a Joint Venture
geographically from the point of view of
transportation and international trade.The saying that 60% of joint ventures are
What advantage to buy a cheap productiomeally just adventures is especially true in
unit for manufacturing heavy equipments China. Clients have had
far away from a harbour? In addition theremisunderstandings where their Chinese
may be hidden problems such as pollutionpartners expected them to do everything
confusion regarding ownership, an whereas they themselves thought it would
obligation to retain incompetent staff, etc. be easier with a local partner actively
Another, very serious problem is that solving problems.
many Chinese companies operate with
two sets of accounts — one official and onelf the local partner's contribution is his
secret. This has led to many companiesusiness, secret accounts are a likely and
being conned into buying an undertakingsignificant problem. The business may
very different from what they had well be worth much less. On the other
expected. In some cases the local taxhand, if the tax authorities become aware
authority required the payment of unpaidof a wealthy and solvent foreigner they
taxes for years. Acquiring an existing can easily take a sudden interest that leads
undertaking is therefore generally notto demands for unpaid taxes and higher
recommended, especially for small- ortaxes in the future.
medium-sized enterprises (SMES).
Establishing a manufacturing unit in
China these days is also a risky investment
Establishing a company due to serious economic inflation.
Investors need to be able to afford losing
For example a Wholly Foreign Owned their investments if the bubble bursts, and
Enterprise (WFOE), i.e. a company this should be borne in mind.
wholly owned by foreign investors,
created by the Chinese government inNegotiating and drafting a joint venture
1986. agreement requires time and money. It is
easy to be in love but a badly founded



marriage often leads to a divorce. This isWhen the manufacturer is also a
the same for a joint venture. The partiesdistributor
should consider all possible problems and
whether they can be solved. Then they carin a manufacturing contract production is
draft special clauses with a solution for of a specific product (goods or service) for
each expected problem. Responsibilitya set price and at the principal’s risk. The
and liability of each party should be products are normally all delivered to the
drafted in detail. Don’t take a chance. principal, and only very unusually is the
manufacturer permitted to retain some of
the products and sell them on in a specific
A manufacturing contract is therefore a  market. This would make him a distributor
less risky alternative for both importers  for the principal as well as a manufacturer.
and exporters who want Chinese made This complicates matters between the
services or goods. parties, especially because the
manufacturer has detailed knowledge of
the principal’'s costs. This enables him to
demand a lower purchasing price. A
combination of manufacturing and
distribution with the same person should
therefore be undertaken only after careful
consideration and  under  specific
circumstances, for example where the
principal is unwilling or unable to
distribute in the manufacturer's market.

The advantages of manufacturing
2. MANUFACTURING CONTRACTS ~ contracts
A manufacturing contract represents a
minimal investment and therefore a
smaller risk compared to doing one’s own
manufacturing in  China. Such an

In a manufacturing contract the principal
leases the production capacity from
another company in a designated country

either to sell to the local market or to getagreement may cover existing products

his  own ~goods more cheaply already being manufactured by a Chinese
manufactured because of low labor costs

or where there he can find the necessarOperaltor but adapted and improved for the

. o : )f)rincipal in accordance with the
skilled labour. The principal then takes his__ . ~." ", . P
products and assSmespresponsibility forprlnC|paIs technical specifications based

their sale on particular know-how or intellectual
' property rights. It can also cover products
fully designed by the principal and

The field for this type of agreements is manufactured specifically for him,

enlarging. For example  Chinese
companies fillet fish from the North Sea
for the Norwegian fish industry which are
then returned for export for instance to
Great-Britain.

The advantage for amporter is that he
gets cheap products that can be sold on at
a large profit.



The advantages for arexporter are years a unique mausoleum for the
twofold: he gets components or addsemperor, near the city of Xian, containing
additional products to his products rangeover 8000 terracotta soldiers, each
that would be too expensive to produce inmeasuring 2 meters. Also before our era
his country. This enables him to maintain more than half a million Chinese built the
a certain manufacturing activity in his Great Wall, and they constructed canals
country as well as providing the running from North to South.
opportunity for increased export or at least
to keep his market share. The lesson is that the Chinese think big.
The other advantage is that the exporteMany of the best manufacturers want to
can more easily enter the growing marketmake five million shirts, two million pairs
that is China, with its 1.3 billion of binoculars, etc. They value quantity and
population. | have seen an increasingwill not prioritize small orders. It may
number of luxury boutiques there, sellingtherefore be worth considering a joint
expensive perfumes, luxury cars, coutureventure with other principals in your
from Paris and restaurants with € 1 000country, or a neighbour country, in order
bottles of wine. Norway for instance, with to be able to place larger orders and thus
its small population, does not have thishave a serious manufacturer willing to
kind of market. The numbers speak fortake them on.
themselves and China is a relevant market
for many exporters.

Draft an agreement prior to

negotiations
The Chinese think big - do you?

When the principal has found a
Before the principal rushes into manufacturer, he should have a pre-
negotiations he needs to research potentiadontract professionally drafted to guard
manufacturers and select the best ones, oagainst unfair trade practices such as
the basis of such criteria as quality controlcopying and possibly simultaneous
and reduced risk of copying. It is worth negotiations with competitors.
[ﬁg}eg}g Oe gg% g]ﬁgezszelwfriresrstS"i i?%rgﬁ]?éivgi;he Terracotta Army in Xian proves that ti@hinese



Such an agreement is of little value unlesd_ouis Vuitton won a copying suit in China
it contains a penalty clause (a pre-agreedor 300,000 Yuan (around €31,000), and
automatic compensation to the principal)Sony won 100,000 Yuan (around
in case of a breach of contract, and ar€12,500).China Daily did not report how
effective dispute resolution clause. This ismuch the legal fees were, but it can
especially useful if the principal needs to generally be assumed that the fees charged
provide commercially or technically by a Chinese attorney to represent an
sensitive information, or to present overseas party will significantly offset the
designs or prototypes. settlement, if not exceed it altogether.
How many companies, particularly SMEs,
Be wary of manufacturers who requesthave the time and money to pursue
detailed blueprints prior to a meeting onlawsuits when the net compensation is so
the pretext of a preliminary evaluation. low? Chinese producers who make illegal
copies know the answer: the chances of
being sued are so low that they are not
deterred.

So despite official statements there is a
serious risk in China and it can lead to
huge losses for a principal. This may
prove disastrous for an SME that ends up
having helped to develop a competitor —
one who has not had the development
costs, who can manufacture much more
cheaply, and who may well end up taking
a large share of the export market because

3. COPYING IS A REAL RISK the principal is financially prohibited from
hiring a lawyer in each country to prevent

Most things are copied in China if this canthe copies from being distributed.

be done without fear of punishment. This

has been documented by a number of

countries. few years ago the American

authorities lodged a complaint with the

WTO against China for looking the other

way on copying. Japan has also

complained to the WTO.

Once a member of the judicial system told
China Dalily that foreign businesses are
afforded the same protection against
copying as local ones and they can get the
same compensation. The problem is that
for Chinese companies the compensation
amounts can be substantial, whereas for
overseas companies the same amounts are
insignificant.



Copying - also a threat against own that the distributor becomes reliant on

sales in China regularly receiving new, more advanced
products.

In the past | was less concerned with thef the exporter is not interested in the local

production of copies for internal market, he could consider licensing

consumption in China than with agreements with a “strong” licensee. This

preventing the export of copies to marketswould at least increase the exporter’'s cash

outside China. The copies were of suchflow through lump sums and royalties.

low quality that they were not a real

threat. Furthermore the Chinese market

was not particularly relevant because it

was difficult to penetrate and not very

open to expensive Norwegian products.

However, China has made enormous
progress when it comes to quality and it is
now possible to produce complicated
products that rival the European originals.
In addition economic growth has created a
large local market for quality products.
The extensive development  and
construction for the Olympic Games
demonstrates for the whole world a level

of quality in China not seen in African or Don’t create your competition.
Middle Eastern countries unless the Impose export ban.
builders are Western and the materials

imported.

Today an exporter must be equally aware _ _ )
of the risk of copying for the internal Protecting against export from China
market as well as exports of illegal copies.

risks? China all agreements should have a clause

on unfair trade practices, with among

others provisions prohibiting copying and
Protecting one’s interests in China requiring  assistance  against  the

counterfeiters, and a clause on export ban,
One way to protect against abuse is tgooth yvlth_effgctlv_e sanctions. In ‘many
select a “strong” distributor who wants to countries it will give the opportunity to
have full control over the distribution ©btain an injunction against import of
within China. The best way to achieve thisCopies of the products covered by the
is to choose a powerful distributor who @greement —and have the customs
would not allow copies to be made of the@uthorities halt products manufactured in
products he is selling. In order to preventcontravention of the agreement. Protecting
the distributor from becoming tempted to @9ainst export from China is therefore
make copies himself, the principal needs€asier than protecting against sale within
to ensure even product development sd-hina.



Disloyal employees perfectly competent and can manufacture
complicated products. Competency is not

The principal should be aware thatthe problem, but there can be major

copying may be done by companies thatquality issues.

hire key staff away from the manufacturer.

This is a particular problem in the new

China and the principal should work with

a manufacturer who pays his employees

well or who gives them other benefits that

encourage them to stay. Qualified people

are not loyal and there is a lack of skilled

production workers. Copying may

therefore be done by other companies who

poach the manufacturer’s key engineers. A

lack of loyalty is the result of things like

salary discrepancies. An engineer in Xian

is paid 5,000 Yuan per month but can

make 10,000 doing the same job in Control is better than claiming.

Shanghai.

4.1  Consumer goods
Sharing production

If the principal is ordering consumer
The risk of copies can also be reduced bygoods, he should be aware of the
only producing labour-intensive parts European Directive on consumer sales and
without much intrinsic know-how or guarantees, which very much favours the
intellectual property and keeping the consumer’s rights in the whole European
production of the parts requesting use ofEconomic Area (EEA= The EU +
such know-how or intellectual property. ~ Norway, Liechtenstein and Iceland).

Faulty goods, even if the Chinese
The principal could also use several manufacturer is to blame, will lead to
competing manufacturers for various partsclaims against the principal from
which are then assembled either by theconsumers in his country or ones nearby.
exporter himself or by a completely
trustworthy third party, preferably one
operating in a different country, e.g. the4.2  Product liability

exporter’s main market.
An additional headache is that the

principal will often be the target of a
4. NECESSITY OF A FIRST lawsuit if the defective product causes
CLASS QUALITY CONTROL injury or property damage (product

liability). The injured party, or the party
The big scandals over defective batteriediaving a loss, is hardly likely to pursue a
and tires as well as toxic pet food andclaim in China in order to sue the
toothpaste that came to prominence in thenanufacturer responsible for the defect. It
media are thought-provoking. As notedis much easier to go after the principal.
above many Chinese companies arefhe European Directive on product



liability states that if the manufacturer is misunderstandings may be the result
in a country outside the EEA, the importer  of cultural differences rather than ill
is considered as the manufacturer and may will. Negotiators may not speak
be sued for product liability. The principal English well enough to understand the
can certainly attempt to exercise a right of ~ exact nature of what is being said.
redress against the Chinese manufacturer Negotiators may have good knowledge
if the law permits it, and | tend to include of English, but anyway

a clause on this in my agreements. misunderstandings happen because the
Applying such a clause may, however, be  Chinese party understands the words
difficult due to the cost and the risk of a  but not the message because the
trial associated with a dispute. It may also  negotiators have different logics, ways
be difficult because the manufacturer is  of thinking and priorities.

financially unable to cover the claim or

does not have sufficient (or applicable)- In many cases it may be best to refer
insurance. It is therefore strongly to a prototype or model. The
advisable to be on the safe side and manufacturer could send to the
implement a reliable system of quality principal an agreed number of samples

control. for the principal’s examination and
accept prior to the start of production.
To quote one of Mao’s predecessors: Furthermore the manufacturer could

be in charge of making the prototype
himself subject to the principal’s
approval.

Confidence is
good, Control
is better

Presenting professional technical
specifications is key in order to avoid
costly disputes.

- if the principal refers to certain official
standards to be followed by the
manufacturer | recommend that the
entire description of the standards is
sent to the manufacturer or attached to
the manufacturing contract. Several of
my clients have had serious problems
because they just gave the reference of
standards which are well known in

4.3 Product control; solutions Europe but not in China.

There are many solutions, e.g.: - Documents to be delivered should

probably be translated into Chinese

- Drawing up exact and very detailed because foreign language ability is

specifications. They also need to be Ilimited. A translation should not be

easily comprehensible for a Chinese literal but adapted in order to convey

worker who thinks very differently the content accurately and extensively.
from a European one. Remember that

1C



It may be worth selecting an
independent institution or company to
carry out the quality control. When
using an institution, the principal
should check to make sure it is not
subject to corruption. A highly placed
official overlooked a batch of
defective goods after receiving a thick
envelope from the manufacturer.
Incidentally, he was executed (small -
comfort for the principal!).

The controller must therefore be
internationally renowned.

Control without notice in advance and
unexpected control are also advisable.

Control at your place is too late

The ideal solution is to do one’s own
quality control, _preferably on-site. If

the principal waits until delivery of the

goods and discovers them to have a
lack of conformity, he may be unable
to deliver to his customers on time.
This can lead to penalties due to late
delivery and a loss of customers.
Refusing a batch of ski suits and
receiving a replacement after the
winter is of little use.

Clauses on prohibition to share the
production with other manufacturers

or use subcontractors are necessary.
The lack of conformity may not
always lie with the manufacturer, who
may be very reliable, but with a
subcontractor who is sloppy, has a
different view of quality, lacks
competence or takes shortcuts. Many
Chinese companies are so pressed on
price that they don't think long-term.
Even if a subcontractor is approved,
responsibility for quality control must
lie with the main manufacturer, as well
as ultimate legal and economic
responsibility for any defects. There
must be a clear and exact clause on
this in the manufacturing contract.

The principal must have extensive and
effective product liability insurance.

The manufacturing contract must have
clauses on the use of second-class
goods, i.e. goods without major
defects which can be sold but are not
exactly in accordance with the ordered
goods. These clauses must deal with
the following questions:

o Will the principal accept them
at a lower price?

o Will the manufacturer be
allowed to sell them in China?
If so, the principal must cap the
proportion of the total
production  constituted by
second-class goods in order to
prevent them from being
produced deliberately.

0 Must they be destroyed? Who

will be responsible for ensuring
that this is done?

11



5.

ADDITIONAL ADVICE TO

PREVENT COPYING AND ENSURE
BETTER QUALITY

When choosing a manufacturer the
principal should prioritize ones already
producing goods for well-known
importers and who come
recommended by them.

a jurisdiction would not be enforceable
in China. Choice of a jurisdiction in
China must also be avoided. How
many companies can afford a drawn-
out, costly and ineffective dispute
resolution in China? Only a clause on
a renowned arbitration tribunal can be
recommended. In addition the parties
should agree on the fastest and less

expensive type of arbitration.

There are a number of joint ventures

and foreign-owned companies in China, like many other countries, has

China that can offer production ratified the New York Convention on the

capacity. If they are reliable or can Recognition and Enforcement of Foreign

give sufficient guarantees they shouldArbitral Awards. This means that an

be considered. However, there isarbitral award from an arbitration tribunal

nothing to be gained from naivety — ain for instance Geneva or Singapore may

crook is a crook. Not being Chinese be enforced in China.

does not mean being reliable, so

remember Lenin’'s wisdom when it It is not necessary to have a full legal

comes to foreigners as well. proceeding but only request a decision of

enforcement and this proceeding should

- Don't press the price to hard. There isnot take so long time. However it can be a

always a link between price and problem to find a judge with sufficient

quality. Several importers of Chinese knowledge of English and international

produced goods should not complainlaw, particularly in places faraway the

or accuse the Chinese manufacturer ofbiggest city with important connection
- supplying goods of lower quality with foreign countries. The convention is

because they themselves were toaatified by more than 140 countries and

greedy. enforcement in other countries can be of

interests. In many countries enforcement

- The principal must ensure clauses inwill not take so long time.

the agreement that subject the entire

agreement, and further agreements

resulting thereof, to legislation (called

the governing law) that gives the best

protection. | would not recommend

subjecting the agreement to Chinese

law, which is too complicated, not

comprehensive enough, and changes

quickly.

The principal should also ensure a
clause on effective dispute resolution.
Choice of a jurisdiction in the country
of the principal or another country
must be avoided. A judgment by such

12



This may be an effective mean to reducePollution and lack of environmental
the risk of counterfeiting by requesting the protection are very visible problems.
enforcement of the arbitral award in the

most relevant countries to stop import and

distribution of copies. Several Chinese

manufacturers have also property, e.g.

receivables, outside China and such

property may be seized. A good drafted

arbitration clause may therefore be a

deterrent.

- Arright choice of clauses on governing
law and dispute resolution is essential.
To neglect the drafting of these clausesBad and dangerous working conditions
or be rash by thinking that a dispute and absence of labour rights are well-
will not happen is economically known problems. Women, children and
suicidal. If a Chinese manufacturer is convicts are often taken advantage of.
too stubborn and require Chinese law
and Chinese court, just go to anotherThere should therefore be clauses in the
one, there are enough manufacturers iimanufacturing contract protecting the
China who are willing to produce for principal against criticism, negative
you, or chose another country. reactions or prosecution. Such clauses
should also make it possible to terminate
the agreement early.
6. CODE OF CONDUCT
Without making the demands that are
There are certain issues of China that ar@ossible in affluent Western countries,
not accepted in the West or are prohibitedthere should be certain minimal standards.
by law, morality, or pressure from lobby | would therefore recommend that a
groups. principal who is worried about such issues
Corruption in China is well known. | have draw up a Code of Conduct to which he
found this not to be a major problem, atcan hold a manufacturer wishing to do
least in comparison with other countries, business with him.
for example in Latin America, the Middle
East or Africa, where it is the rule rather
than the exception and widespread af/. NEGOTIATING WITH
different levels. From the point of arrival CHINESE MANUFACTURERS
in some of these countries, a visitor is
confronted by customs officers or other“Win-lose” is the standard outcome of the
officials demanding money if he wants to negotiation process in China. A Chinese
get his documents stamped or take hixolleague reported that on returning from
luggage. a round of negotiations in China an
American told his staff: “You were wrong
There is much talk of human rights, about the Chinese — it's not ‘win-lose’; it's
although most Chinese are more‘win-win’ —they win twice over” !
concerned with economic well-being (and
less corrupt politicians).

13



Applying the three Fs (Firm, Fair, situation creates less room for
Friendly) is the best approach to misunderstanding and leads to a better
negotiations in China. Notwithstanding a contractual relationship.
good and friendly atmosphere a Chinese
negotiator is only concerned with making 8. AN OEM AGREEMENT IS
your money his money. Don’'t expect to LESS RISKY
make friends; business is business. Some
Westerners are good at the last 2 Fs buDEM stands for Original Equipment
are afraid of being seen as authoritarianManufacturer. This is an agreement
forgetting China’s history of emperors and between a manufacturer who produces his
dictators and their treatment of their own goods and a buyer who buys some of
people, and thus how Chinese employerghe goods and sells them on under his own
treat their workersA refresher on Chinese trademark while appearing to be the
history may be instructive before manufacturer. Most OEM agreements are
embarking on negotiations.There is for components or parts but in some cases
nothing wrong with being Firm as long as may also apply to finished products that a
this is done respectfully, while also buyer wishes to obtain in order to increase
demanding respect. his range of products. This applies for
example to manufacturers of household
Being Firm is also important during the appliances and electronic equipment, and
production and delivery phases. Manymeans that a fridge produced by one
international agreements have a waivemmanufacturer is sold by the manufacturer
clause stating that if one party does notas well as several other buyers, each using
react to a small breach by the other partyhis own trademark.
this waiver shall not be deemed an
amendment of the agreement or aMany Chinese companies can offer this
permission to do it again. In a way this kind of agreement for their products.
clause can lead to an ad hoc acceptance afnlike a principal in a manufacturing
minor breaches, and the problem is thatcontract, the buyer in an OEM agreement
this can be interpreted as weakness to bassumes less risk. The biggest challenge is
exploited, and the breaches thus continu¢o find a Chinese manufacturer that can
and accelerate. This requires an immediateleliver good products without defect and
reaction, and ideally even small breachegossibly  negotiate  the  necessary
should not be tolerated unless there aradaptations of the products to the buyer’s
strict tolerance guidelines on technical market needs.
quality, delays, etc. Being Firm in this

In conclusion | would say the following about maamtfiring contracts in China:

Beware of false savings,
if a situation appears too good to be true, it proably is

Keep a cool head
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If international trade normally necessitates profesional contracts,
this is even more true in China

More information can be found in the author’s late$ book

(also in French)(outsold in Norwegian; new updatedorwegian edition in 2012)

ISBN 978-82-998825-0-7, NOK 450,- + postage. Ordex. amroun@bd.no
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