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Abstract:

Since the beginning of the Qpen Door policy, instituted by the Chinese
governnent following the death of Mao Zedong, the Chinese car industry
has grown rapidly particularly from the early 1990s. The nati onal
governnent has encouraged both donmestic and joint venture firm
expansion through inwards foreign direct investnent by western and
Japanese car and conponent manufacturers. The objective is that China
becones a major player in the global car industry by 2020. This paper
i ntends analysing the current strengths and weaknesses of the Chinese
autonotive industry and will discuss what is required if the industry
is to grow globally. It will focus on government policy in relation
to joint ventures, market expansion, how problens of scale and scope
and quality need to be tackled if the Chinese are to conpete against
nore advanced firnms in the west. Finally, it will assess how easy or
difficult it will be for Chinese firns to penetrate nmarkets in the
devel oped econoni es.

Keywor ds: Energi ng econony, foreign direct investnent, joint ventures,
rationalisation, exports, managenent and | abour.

JEL dassification: OL4
The Chinese Car |ndustry Opportunity or Threat
| nt roduction

China's energence in the global autonmotive industry has given rise to
a great deal of speculation anong acadenics and industry analysts on
what strategies Chinese car nakers wll pursue in entering markets
beyond China's imediate frontiers and threatening the established
order anong the nain autonotive producers by increasing its market
share at their expense. Alternatively working with Chinese firnms could
provide an opportunity for western firms to grasp further
opportunities in China s burgeoning donestic narket and cooperating
with the Chinese to create what might be described as a ‘new order’ in
the gl obal industry.

China's government is not without anbition and envisages a national
output of circa 10-15 mllion units by 2020 and achieving
approxi mately 10 per cent of global narket share (outside China) in
the ensuing decade. A |eading domestic producer, Geely, has a target
of selling 400,000 vehicles outside China by 2010. (Autonotive
Busi ness Review, 2006) The burning question is how wll this be
achieved? On the one hand, the enphasis initially could be on the
fairly easy penetration of soft markets such as those of the Mddle
and Far East, Africa and Russia as is already happening, before an
assault on the nore devel oped nmarkets. |ndependent Chinese producers
such as Great Wall, Ceely, Brilliance and Chery, for instance, already
sell their products to no fewer than 50 countries albeit in snall
quantities despite their weaknesses in product branding, technol ogy,
R&D, sal es and distribution when conpared to the nmultinationals. Geat

M BES Transactions, Vol 2, Issue 1, Autumm 2008 28



Donnel |y, 28-40

VWall, for instance, plans to expand into European markets such as
Spain, Portugal and Geece and even the United States in 2008-09.
(China Autonotive Review, 2005; Autonotive News, 2007).

One the other hand, follow ng the exanple of the Japanese and Koreans
before them these firnms mght try to enter the nore nmature narkets of
Europe and the United States through offering low priced small cars

to establish what might be termed an initial ‘beachhead” before
attenpting to nove upwards. Bound up with this are questions such as
what rol e Western-Chinese joint venture conpanies will play in hel ping

their Chinese partners to perform on the global stage? WIIl western
and Chinese firns cooperate nore as a group of mutually obliged
partners sharing common interests or wll nany joint ventures be
severed with each firm going its own way? Finally, is it really in
the best long terminterests of western firns to export their Chinese
joint venture products to the west, possibly taking market share from
their own donestically produced products and then having to share any
profits with the Chinese ?

Underlying such questions are inportant issues concerning how well
equi pped Chinese firns are to launch their products in the highly
conpetitive markets of the west and, if they are not yet ready to do
so, how long will it take them to prepare? It is unlikely that the
Chinese will take as long as the Japanese and Koreans whose products
took twenty to thirty years to be established firmy in the market
pl ace. Indeed, rather than rely on slow organic growh to reach the
required levels of quality, safety and sophistication let alone

establish dealerships, the Chinese wll sinply obtain western
expertise either through acquisition as Nanjing Auto and the Shanghai
Aut onotive Industrial Corporation (SAIC) have done or will buy in the
necessary products, systens and technologies from specialist

engi neering and consultancy firnms in the west to achi eve their goal.

The objective of this paper is to assess the present state of
readi ness in the Chinese auto assenbly and conponents sectors and to
explore possible strategies for overcoming the weaknesses that
undoubtedly exist. In so doing attention will focus on structural
probl ems, investnent, supply chain nanagenent, the role of national
and provincial governments as well as on najor issues surrounding
quality, safety levels, price and branding. However, prior to this,
it is essential to briefly contextualise the Chinese auto industry
within the national econony and the current state of consolidation and
t echnol ogi cal change in the autonotive industry as a whol e.

Cont extual i zi ng the Chi nese Autonotive Industry

The growth of China's autonotive industry needs to be mirrored agai nst
the changes in the Chinese econony that have taken place since the
adoption of the Open Door Econony in the late 1970s following the
deat h of Mao Zedong. In essence China is edging its way towards a
nmarket econonmy through the growh of nodern industries such as
consunmer durables, textiles, electronics, aerospace, telecons and
petrochenmicals, In achieving this China has relied considerably on
western Foreign Direct Investment as its borders beconme increasingly
porous (Nolan 200la and 2001b).

A successful notor industry is still viewed in nmany energi ng econom es
as an engine of economic growh because of the direct and indirect
enpl oynent generated, the stimulus given to local industry and the
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wor k organi zati on. China’ s nascent car

industry in the late 1970s was highly dispersed as plants had been
| ocated for reasons of military strategy even in renbte provinces such
as Hubei. Provincial governments were keen on devel opi ng an autonotive
sector in the light of the serious problenms of unenploynment associated

with the decline and subsequent

rationalisation policies in older

state owned declining sectors such as iron and steel (Harwit, 1995).

Real ising that a conpetitive autonotive industry could not be created

wi t hout outside assistance,
western (in this context

mul ti nati onal firms

‘western’

t he Chinese governnent paved the way for
is taken to include Japanese firns)
ventures wth their Chinese

counterparts. |Indeed, since 1994 the autonotive industry has been
designated as a ‘pillar industry’ in successive governnent five-year
plans. .The first western firnms to enbark on this route were Chrysler,
Vol kswagen and Peugeot in the 1980 s. Wth China's successful
application to join the Wrld Trade Oganisation (WO in the
foll owi ng decade, others such as Toyota, General Mtors, (GV, Ford,
Honda and Hyundai followed suit. (Donnelly and Mrris.2003) At the
time of witing virtually all of the world s major nultinational
producers of autonotives have formed joint ventures with Chinese firns
as shown in Table 1. Since 1994 foreign autonakers have invested over
US$20 billion in China’s auto industry and billions nore are said to
be forthcomng. (IBM Consulting, 2005). Finally, China exercises
strict controls on joint ventures in that a foreign firm can hold
equity of no nore than 50 per cent in any venture except in special
export zones from which all output is exported. The only western auto
conpany so privileged i s Honda.

Table 1: Joint Ventures between Western and Chi nese Autonotive Firms

Western Firm Chi nese Part ner
BMWV Brilliance
Dai m er Chrysler Beijing Jeep
Ford Chang’ an
Ford Jiangling
General Mdtors SAIC - Wil ung
General Mdtors SAl C

General Mdtors Dongyue
Honda Guangzhou
Honda Dongf eng
Honda Chi na Mdtors
Hyundai Beijing
Hyundai Dongf eng

M t subi shi Hunan

Ni ssan Dongf eng

Ni ssan Zhengzhou
PSA (G troen) Dongf eng
Suzuki Chonggi ng
Toyot a Tianji

Toyot a Si chuan

VW FAW

VW SAl C

Source: Dicken (2007);

Er nst &Young (2005).
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There are circa a hundred firns producing vehicles in China. O these
only a dozen or so have the potential to beconme major players and nake
an inpact internationally with only Geely, Cherry, SAIC, Autonotive
Brilliance and Great Wall anong the donmestic firns appearing likely to
be able to conpete independently within the next five to ten years.
Wth so many firms vying against each other it is little wonder that
even the Chinese donestic nmarket is fiercely conpetitive. [|n 2000, VW
held a market share of 53 per cent and its nearest rival, Daihatsu had
14 per cent, Citroen 8 per cent, Suzuki 8 per cent while the
remai ning 20 per cent of the market was shared by others including GM
However, as Table 2 illustrates the balance of power has shifted
quickly with other firnms including donestic Chinese firnms taking share
away mainly from VW even though the latter is producing nore units
than ever due to continued nmarket expansion. Lastly of the hundred or
so firms manufacturing in China only nine enjoy a market share of 5
per cent or above and of these six are joint ventures.

Tabl e 2: Aut onobi |l e Market Share 2005
Firm Mar ket Shar e%
VW 14

GM 11

Honda
Hyundai
FAW
Chery
Ni ssan
Citroen
CGeel y
Mazda
Suzuki
Toyot a
O hers

PRI OIO N0

7
Del oitte, Touche, Tohmatsu (2006).

Chal l enging in established markets will not be easy as these tend to
be slow growi ng for denographic reasons and donmi nated by the premer
nmul tinationals. Moreover, the latter have tightened their grip on the
industry due to a series of nmergers and strategic alliances which have
brought about increasing consolidation across the industry involving
firms such as Ford, GM Vol kswagen, Renault and Peugeot. Even Korea,
still regarded as an energing car producer, has not been immune from
this through the fusion of Kia and Hyundai and GV s takeover of
Daewoo. Sinmilarly, of the Japanese najors only Toyota renains totally
i ndependent (D cken, 2007).

Not only do the larger global firms enjoy the advantages of having
wi despread design, R&D capabilities, extensive dealer networks and
ongoing relationships with custonmers over long periods, their very
size enables themto take advantage of state of the art technol ogy and
nodul ari sation to reap economes of scale and scope in increasingly
fragmented markets wth ever shortening lead tines (Mrris and
Donnel Iy, 2007). It is against such trends and superior technically
advanced firnms that Chinese conpanies will be forced to conpete

The G owm h of the Chinese Autonotive |ndustry.

The Chinese autonotive nmarket is still viewed as one of al nost
extraordinary potential growh and is further encouraged by the pace
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at which the country is forcing the transition from a command to a
full market econony with GDP growing at around 9-10 per cent per annum
and expected to increase sevenfold between 2005 and 2030 by which tine
China's econony is predicted by some to be as large as that of the
United States (Wal ker, 1997; |BM Consul ting 2005).

To build a successful autonotive industry it is estimated that a
country requires a population of circa 50 mllion, a GDP of a mnimm
of US$500 billion and an annual production level of 2 mllion units.
By these neasures China is already an established car producing
country, but this is due primarily to the input of western firns in
joint ventures. FAWs joint ventures produced just under a mllion
units and SAIC s over 900,000, whereas total production by donestic
firms was just over 700,000 units in 2005-06. To succeed globally and
i ndependently, China's domestic firnms need to achieve output |evels
of at least two mllion units relative to population levels, based on
their own fully integrated technology (ElIU, 2006) Neverthel ess, in
2004 China becane a net exporter of wvehicles for the first time and
sold 172,639 vehicles overseas in 2005, albeit mainly to African,

M ddl e Eastern and Eastern European countries (EIU 2006) In essence,
years of investnent have catapulted China into fourth place as a
gl obal producer behind the United States, Japan and Europe. 1In
specific country ternms, however, it is now the third |argest

autonotive producer in the world ahead of Germany (China Auto News,
2006 ).

While there is a government inspired drive to push Chinese cars
increasingly into export markets quickly, it has been argued that this
will not take place on the scale envisaged by the authorities in
Beijing until the easier donestic market have been satisfied. The
donestic nmarket is by no neans honogenous due to the disparate
structure of China's urban, rural and coastal economes. Despite a
population of 1.2 billion and rising sales of passenger cars from a
figure of 7,520 units in 1995 to 725,164 in 2000 to 4 mllion in 2006,
car ownership is limted to 24 vehicles per thousand conpared to a
gl obal average of 120. So, there renmains considerable scope for
expansion as CDP per capita rises due to anticipated continued CGDP
growh rates of around 9-10 per cent per annum over the next decade.
(Flint, 2006; |IBM Consulting, 2005) By 2015 sales of passenger
vehicles and conmercial vehicles are expected to exceed 6.4 nmillion
and 4.84 million respectively. (Ernst & Young, 2005) It needs to be
stressed though that car sales are concentrated primarily in Beijing
and in the southern and eastern cities of South China where per capita
i ncome on average is around US$8, 000 conpared to a national average of
US$1, 000. Finally, the donestic market remains far from saturated as
it contains approximately 80 mllion as yet untapped potential
custonmers at the necessary incone level, but for nany, especially
those on low incones in rural areas, car ownership is but a dream

Export Potenti al

There is little doubt that eventually independent Chinese firns wll
export vehicles to the nore advanced markets, but estimates of how
long it will take them to do so vary from between five to fifteen
years (Knowl edge  Wharton, 2006) . Apart from the potenti al
profitability that may lie in overseas markets, the drive to export
will be further propelled by the overcapacity that exists in the
i ndustry which is engendering fierce price conpetition between the JV
and donestic firms alike.
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In exporting overseas the Chinese car industry faces internal and
external hurdles and these are very nuch intertw ned, posing the
foll owing question. How ready are the Chinese to export? The picture
is exceedingly mxed, but there are specific problens that need to be
addressed and these centre on, as previously indicated, low quality,
poor safety, lack of brand recognition, a weak conponents sector, a
lack of intellectual property, shortages of technol ogical and
managerial skills and insignificant R&D expenditure to say nothing of
the stiff conpetition that will be encountered. (El U, 2005).

As in western nmarkets, the Chinese industry with the exceptions, of
FAW Toyota and possibly VW also faces problens of excess capacity,
hi gh inventory |evels and new investnment which continues to increase.
Geat Wall, for exanple, is in the process of constructing a new
US4257 mllion plant in Hubei province and FAW Xi ala plans to invest a
further US$386 in new production capacity by 2010. (Autonotive News,

2007a and b). It has been estimated that excess capacity is above 30
per cent and inventory levels in 2007 wll be greater than the
productive capacity of the entire industry with nost of the excess
belonging to donestic firms. In contrast the min JV global

manufacturers such as Ford, Toyota and Hyundai currently lack the
capacity to neet the growing demand for their products (Chen, 2006;
China Talk, 2006b). Moreover, in 2003, for exanple, wth the
exceptions of VW GM and Honda, capacity utilization anmong the
foreign producers in general stood at only 65 per cent and at a nere
40 per cent by the donestic producers, well below the internationally
accepted figure of 85 per cent needed for profitability. Such figures
suggest |low |abour productivity and high unit costs which were not
hel ped by high inventory |Ievels. Such factors, when coupled with
problems on the supply side with so many key conponents still having
to be inported, means that China is not necessarily a cheap place to
construct cars. Honda argues that it is nore expensive to build the
Accord in China than in the United States. Mreover, often JV firns
are on occasions saddled with additional costs such as providing
housi ng, nedical, dental and educational services for their workers
and their famlies (Thun,2006). If an export drive is to be nounted
then attenpts nmust be nmade to drive costs downward (Deloitte, Touche,
Tohmat su, 2006) .

To counteract the excess capacity that exists and drive down costs,
the national governnent has urged a policy of rationalisation even

though this will be painful through factory closures and | oss of jobs.
| npl enentation though has proved hard to effect and policy seens
contradictory. ldeally, Beijing intends focusing activity on what are

known as the ‘Big Three' SAIC, First Auto Wrks and Dongfeng. Already
sone rationalisation has begun, but this appears nobre conpany than
governnent inspired with SAIC, for exanple, acquiring 25 per cent of
Chery and 76 per cent of Wlung Mtors respectively. Simlarly,
Donfeng has taken a najor stake in Jiangsu Yueda and Nanjing Mtors
have bought up two snaller concerns in Jiangsu province. (Gao, 2002b).
The weakness in governnent policy is, however, transparent in that
smaller firms are still being encouraged to raise output and are
permitted to ally with global partners such as Honda and Suzuki.
(Gol dman Sachs, 2003) .

Inherent in the obstacles preventing rationalisation are the policies
of provincial governnents. Firstly, these are intent on preserving
their auto enpires and, viewing the car industry as a generator of
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gromh and enploynent, have little intention of dismantling their
firmse or participating in cross-provincial nmergers whi ch could
ultimately prove nore beneficial to other provinces. Many are still
encouraging firms to seek new partners to stay in business. Secondly,
often such expansion is financed by locally owned banks with little
understanding of the industry and so little attention being paid to
comercial criteria which in turn has forced Beijing to clanp down on
their lending activities. This in itself nmay contribute to a shake up
among the snmaller less efficient firns (Ernst & Young, 2005) Wth such
contradictory policies and the inherent tensions in centre-periphery
political and econonmic relations, the ruthless rationalisation
required to inprove industrial conpetitiveness to global standards
will prove a sl ow process.

A key problemthat needs to be overconme is that of quality and safety.
Currently Chinese passenger cars are well below the standards demanded
both in the United States and in the EU and until these problens are
overcone Chinese cars wll fail. The weaknesses in safety were
glaringly exposed in 2005 when the Landw nd, an SUV, made by Jiangling
Motors, which was destined for the European narket failed an
i ndependent Gernman crash test. |In a 64 mles an hour front-end inpact
test, the car’'s front-end collapsed pushing the front wheel and the
engine back into the cabin with the steering colum penetrating the
dummy driver’s head. According to the German safety agency, ADAC, the
driver would been killed (Just Auto 92006a).

The incident indicated just how far behind western standards even an
advanced Chinese conpany lagged .and is said to have caused other
Chinese firms such as Chery and Geely to adopt a nore cautious
approach in as to how they wll approach key export markets and they
are now no |longer prepared to rush in. The Landwi nd debacle is said to
be the reason why Ceely studiously avoided participating in the 2006
Paris Mdtor Show. Earlier in Frankfurt the conpany had displayed five
cars intended to be devel oped for export. These have subsequently been
withdrawn and the firmsays it will now develop all-new cars for sale
in western markets, built with inputs from European engineering and
design consultants (Just-Auto,2006a). Jiangling was not the only
Chinese firm to fail European test rules; the First Auto Wrks
suffered the same fate with a small car that had been destined for EU
markets (Just-Auto, 2006).

In addition to safety, Chinese cars would fail to achieve western
em ssion standards which are far in excess of those acceptable in
Chi na. Getting through European and Anerican emission tests
successfully is an exhaustive and expensive process and wthout a
western expertise in developing exhaust control enission systens,
Chinese firms may well struggle. (Bremmer and Kerwin, 2005). GCeely has
admitted that its Freedom Crui ser, an econony sedan, despite its being
on display at the 2006 Detroit Mtor show, still fell below western
em ssion standards (China Autonotive Review, 2006). Finally, one has
to consider the tine required to erect substantial dealerships and
establish brands in overseas markets, though this might be |essened if
joint venture firns participate and assist the Chinese by allow ng
them to piggy-back off their existing deal erships where they would
conpete against their own donestically produced nodels, a highly
unli kely nove. .

In the light of the above discussion it is axiomatic that raising
quality will be the crucial to China's success in advanced export
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markets. Quality inprovenents are not an easy option and entail high

levels of design, engineering, innovation and inprovenents in
managenment skills and techniques. |n other words, wholly Chinese cars
will succeed only when in line with governnent policy, they are

i ndependent of joint venture partners as the latter may well prove
reluctant to export Chinese nade products into their own donestic
markets (Donnelly and Morris, 2003).

If the assenbly side of the Chinese autonotive industry appears
hopel essly fragnented and high costing, then the conponent side is
even nore so and stands in need of even greater rationalisation. There
are nore than 5,000 firns in the parts and conponents sector and only
130 of these have sales in excess of RVMB 100,000 million, a small sum
by international standards, and nobst |ack research and devel opnent
capabilities (Deloitte, Touche, Tohmatsu, 2006). The conponents and
spare parts industry in Liaoning province, for instance, has been
described as chaotic with investment being highly dispersed with three
producers for each product. Quality is low with only 30 per cent of
firms capable of producing to international standards, attributable to

the lack of qualified personnel in the industry wth sufficient
expertise in design or of carrying out R& (Netherlands Business
Support O fice, 2004). Moreover, western firms such as Gernany’s

Lenf oerder Fahrwerktechnik and GM have conplained that the supplier
devel opnent costs entailed in attenpting to bring Chinese conponent
firms up to international standards can offset China' s |ower |abour
costs. This is due to rising wage costs, having to purchase raw
materials at global prices, the weakness of the dollar against the
Rem ni bi whose value is controlled tightly by the governnent and al so
to an underestimation of how nuch tinme was be required to overcone the
probl ems posed by outdated nachinery, inexperienced nanagenment and
poor quality control (Wbb, 2007a and b).

To be fair investnment in the supply side has inproved considerably in
recent years after decades of neglect, partly because of the demands
nmade by foreign multinationals to inprove the quality of conponents
and partly by the demands of the government to increase China' s share
of the global conponents market fromits current 0.7 per cent to 10
per cent by 2015 to yield a predicated export incone of US$120
billion.( China Talk 2006a) Mch of the inprovenent that has cone
about in recent years has been financed by Sino-foreign joint
ventures of which there are around ninety Evi dence of such
i mprovenent is the increasing share of wholly Chinese produced
conponents purchased by Western firns such as Bosch, Ford and GM but

these remain only a fraction of their total conponent spend.. Such
exports tend to be at the lower end of the value chain and consist of
itens such as wheel rinms. lights and brake pads. Overall the conponent
side of the industry is still lacking in scale econonmies and suffers

from a highly integrated structure, though this has begun to reduce
over the past decade. As in the assenbly side the necessary shake-out
of weaker firms will take probably at |east another decade to effect a
nore rational structure.

The Chinese thenselves are painfully aware of the breadth and depth
of the problens they face. Paranount anong these is the lack of core
design and R&D facilities which neans that donestic firms have |ow
levels of intellectual property. Oganic acquisition of such skills,
know edge and experience is necessarily slow, taking years to
accumul at e. Essentially there are four alternative routes open to
qui cken the process:
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Acquiring foreign firns or their technol ogies;

Entering into partnerships with foreign firns

ot ai ning the services of foreign engineering/service firms
Wirking with international 0.5 or Tier-one suppliers

A quick route to accessing new technologies is by acquisition and
already this is beginning to happen as evidenced by SAIC s purchase of
intellectual property from the now defunct British firm MG Rover,
thereby enabling it to build Rover 45 and 75 nodels in China and al so
by purchasing a substantial part of the Korean producer, Ssanyong in
2004 (IBM Consulting, 2006). Production of the Rover 75 conmenced in
2007 under the name Row ee and will be SAIC badged. (Though the Rover
marque is said to still hold a considerable cache in China, the nane
cannot be used as it was purchased by Ford from a previous owner BWMN
(Just-Auto, 2006b). How nuch SAIC will benefit from selling Rovers is
extrenely debatable as the al nost continuous decline of Rover fromits
previous lives as British Leyland/ Rover and finally, M5 Rover over a
period of thirty years has tarnished the brand severely. In time SAIC
intends selling its Shanghai- built nmodels in the UK but reviving the
brand in the UK may prove difficult, requiring a strong sales and
marketing structure, areas in which SAIC is weak. Moyreover, Rover’'s
former UK custoners were primarily mddle-aged and may not prove
receptive to Chinese-nmade cars, while British dealers may prove highly
reluctant to revert to selling ‘Rovers’ (ElU, 2006).

In buying Rover’'s UK facilities the Nanjing Autonobile Goup has
ganbl ed. The conpany was notivated to buy Rover to acquire scale and
technology in which it was severely |acking. Production of Rovers was
due to begin on Nanjing's outskirts in 2007, wusing production
facilities shipped to China from Rover’s Longbridge plant. Moreover,
Nanj i ng argued that Rover’'s technology and nodels fitted well with its
own capabilities and was not bought because it sinply happened to be
available. Qutput is targeted at 200,000 units for both donestic and
export consunption. Initially, Nanjing promised to maintain a solid
production base at the Longbridge site in the UK, but over tinme the
proj ected output figures have been revised downwards repeatedly and at
the time of witing projected output in the UK will be counted in
t housands rather than ten of thousands (Buckl ey, 2007.

To facilitate devel opnent, international and former M5 Rover engineers
have been recruited to work in Nanjing’ s new technol ogy centre as has
M5 Rover’'s forner director of quality. Devel opnental cooperation has
been agreed to achieve to access design and technology wth, for
instance, the UK's Ove Arup. Oher key conponents wll also be
purchased from the English Mdlands until such tinmes as these can be
sourced from international firms operating in China. Despite this
there remains the same high element of risk as faces SAIC over the age
of t he nodel s, br and i mage and cust oner profile (ElY,
2006) . Addi tional Iy, Nanjing intended building M5 Rover sports vehicles
in the United States where M5 sports vehicles were popular in the
1950s and 1960s, but even these nodern variants are based on early
1990s designs and technology with Nanjing appearing to lack both the
necessary capital and expertise to revitalise the brand. (Just-
Aut 0, 2006c) Finally, under pressure from the Beijing governnment in
late 2007, SAIC and Nanjing decided to join forces in both producing
and selling ‘Rovers’ rather than indulge in wasteful conpetition.
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An alternative to purchasing brands and technologies is to enter into
agreenments with foreign assenbly and conponent supply firns. Thi s
concept goes beyond the current very tight Chinese definition of joint
venture which is to manufacture and market vehicles in China which
have been devel oped by the JV partner outside China. Wuat the Chinese
are now |looking for is nore in the realns of cooperative devel opnent
in design, technology and R&D etc. to bring about a win-win situation
for both parties. This would entail, for exanple, the devel opnent of
vehicles for the Chinese market in the first instance and which would
not conpete directly against joint venture nodels. (I1BM Consulting,
2006) Nevertheless, in enhancing core technologies, it is safe to
speculate that this route might assist, however indirectly, the
devel opnent of wholly Chinese export nodels in the future. Such
cooperation does open up the possibility of a less attractive
scenario to the Chinese because the foreign firmin the assenbly side
in search of quality products nmay be prove so domnant that it wll
source from other JV firms rather than from purely Chinese conponent
firms. This type of dependency may then retard the potential
devel opnent of donestic firns, a feature that has already happened in
Brazil, Mexico and Thailand and is one the Chinese would hope to avoid
(Thun, 2006).

The third and fourth alternatives available are for Chinese firns to
avail thenselves of the services of overseas engineering and service
firms or to work with 0.5 and Tier One suppliers wth globa
footprints. SAIC for instance, works wth the British design and
engi neering conpany, R cardo Engineering in engine building. Chery
cars have bodies designed by Pininfarina of Italy, chassis engineered
by Lotus of the UK and engines calibrated by Australia’ s AVL (ElU,
2006; Wharton know edge, 2006). Such outsourcing not only facilitates
a swifter route to devel opment than organic growh, it also helps to
avoid accusations of copying or pirating western firms technol ogies
and so infringing intellectual property rights which have already
given rise to disputes between GM VW and several Chinese firms. Fiat,
for instance, is about to sue Geat Wall for allegedly copying the
Italian firm s Panda nodel (Autonotive News, 2007). More inportantly,
being content to copy other people’ s technologies, neans that the
engineers involved nmiss out on the cumulative experience and
intellectual developnent gained in this and so may lack the capacity
for innovation and developnent and so outsourcing is a neans of
overcoming this in the short but not necessarily in the |onger term

As inplied above, concerns have been raised for a considerable tine at
the seenming inability of Chinese firnms to innovate independently. The
reasons for this are not hard to find. In engineering, for exanple, 33
per cent of all wuniversity students study engineering conpared with
20 per cent in Germany, but the nmain drawback is that Chinese
university education is highly theoretical, dependent upon rote
learning and involves little practical experience or teamwrk. Being
aware of this the national government through the |egal requirenents
in joint venturing has stipulated that foreign firns should open
design, innovation and training centres in China to upgrade necessary
skills and conpetences and is trying to reform the patterns of

delivery in higher education. As well as having a Chinese design
centre VWWhas linked with Tonji University to set up an Institute for
Autonobile Studies. GV besides financing |inks between Jiatong
University and the University of Mchigan to establish the GV BO
Manufacturing Laboratory in Shanghai, sends Chinese nmanagers,

engi neers and technicians to Mchigan for training in design and
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engi neering.. (Donnelly and Morris, 2003). Additionally wth its
partner SAIC, GM has established the Pan Asia Technical Autonotive
Centre in Shanghai and with its advanced software boasts a virtual
reality design studio, prototype, power train, kinetics and conpliance
| aboratories and has the facility to test to Euro 111, Euro IV and
California emissions standards (GM China, PATAC, 2007). Laudabl e
though this is, nmanagenent training is costly and tine consum ng and
there always remains the possibility that once the Chinese partners in
joint ventures have benefited from the efforts of western innovatory
inputs, they wll transfer this know edge into their own donestic
concerns to enable them to conpete against their JV partners at hone
and abroad. The consensus though is that in nmany cases Chinese firns
still lack necessary, design technological and production skills as
well as the managerial talent to take the western nultinational notor
firms head-on for the tinme being. (Farrell and Grant, 2005)

From what has been said it is clear that China's donestic car
producers are not yet in a position to nount a serious challenge in
the world s advanced car markets. Recent experiences over safety and
em ssion tests have brought about a nore sober nood anobng China' s car
producers, but that ought not to give rise to any kind of conplacency
in the west. The Chinese will learn fromtheir experiences and it is
likely the gaps in design and technology will narrow in comng years.
When Chinese cars do begin to penetrate western markets, even firns
like Chery which enjoy a good reputation in China will be forced to
follow a low price strategy wth prices estimated to being
approximately 30 per cent below their US or European equivalents.
What cannot be afforded is |ow quality which could do |ong term danage
to the brand nmaking it difficult to conpete even in well-devel oped
used car nmarkets with high levels of after-sales care. Moreover,
Chinese firms will have to face the cost of building up deal erships
and in the US this would entail a mnimum of 250 outlets whose initial
set-up costs could mitigate against firm conpetitiveness (Kwan, 2005).
Finally, and especially in the US, concerns have already been
expressed about China's failure to revalue its currency to a realistic
| evel against the dollar. This neans that unofficially Chinese parts
and car exports are seen as receiving an unfair governnent subsidy
agai nst Anerican products which may provoke a backl ash agai nst Chinese
products as happened over the undervalued yen when Japanese exports
first came to America in rising quantities (Goodman and Bl ustein, 2006)

Concl usi on

From the foregoing it is obvious that China is well on its way to
being an extrenely potent force in the global car industry and that it
is not a question of if, but when its donmestic autonotive producers
are adequately prepared to try to penetrate the advanced, saturated
markets of the Wst and of Japan. However the weight of evidence
indicates that this will not be a serious position for circa five to
ten years and when it happens, Chinese producers will follow the path
previously trodden by Japan and Korea, but at a much quicker pace.

Before this can occur the Chinese need to deal wth the serious
problems confronting their industry. These include the need to enbark
on a policy of rationalisation to weed out the weaker firns either

through closure or by take-over and nerger, leaving possibly only a
dozen or so large concerns that are capable of challenging western
multinationals. This will not be easy and may require an el enent of

confrontation between the Bej i ng authorities and provi ni cal
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gover nment s, eading to directed nergers and factory closures. An
even greater degree of rationalisation wll be required on the
conponent side of the industry.

Technically Chinese firns are light on the possession of intellectual
property and it is thought that before trying to export to the west

they will need to develop a much nore integrated industry capable of
high levels of design, R&D, product safety and quality and so |essen
the current dependency on western firnms. |If this proves too difficult

in the short to nedium term there always renmains the option of
changes in governnent policy to reduce the restrictions on joint
ventures and encourage new fornms of projects so that JV firms can
assist Chinese firnms in their desire to export. The caveat is that
western firns may not be keen to export their Chinese made products
whi ch woul d conpete against their own donestic products. Finally, it

will take time for Chinese firms to build up distribution and
deal ership networks in Europe and Anerica. In the neantine, western
producers will not be standing still but neither will the Chinese. -

t hey are comi ng!
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