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How Controlling Failure Perceptions Affects Performance:
Evidence from a Field Experiment

ABSTRACT: We conducted a clustered randomized field experiment with 20 Brazilian
distributorships of a multi-national direct sales organization to examine whether controlling failure
perceptions through formal communications increases performance. We used the organization’s
weekly sales meetings to deliver a video-based message from the regional head that either
communicates workers should view failure as a natural part of learning rather than an indictment
of their ability (treatment condition) or simply summarizes the organization’s history (control
condition). We find that those who were assigned to the treatment condition were more likely to
sustain their effort in response to economic adversity that coincided with our experiment.
Additional analyses suggest that our treatment accomplished this by increasing job-specific
confidence, and by reinforcing social norms that encourage workers to persevere after failure.
Overall, our findings highlight that formal communications from senior management are a viable
control mechanism for sustaining effort in the face of failure.



I. INTRODUCTION

Failure in the workplace is ubiquitous and can harm future performance by making workers
less confident in their ability to perform sufficiently well to attain rewards (Lee, Locke, and Phan
1997). This occurs because workers with lower job-specific confidence set easier goals, rely on
lower-quality problem-solving strategies, experience more physiological stress, or reduce their
effort (Bandura 1986, 1991, 1997).! Moreover, failure can set in motion a negative performance
cycle where negative expectations encourage self-destructive actions that reduce the likelihood of
success (Vroom 1964; Baumeister and Scher 1988; Eden 1990). Such behavior is especially
problematic when failure is not necessarily indicative of a worker’s ability to succeed in future
periods. Thus, it is important for organizations to control how workers interpret and respond to
failure (Merchant 1985; Rockness and Shields 1988; Abernethy and Stoelwinder 1995). In this
study, we examine one potential method for accomplishing this — formal communications from
senior management.

We define failure as a significant negative performance outcome for which workers can feel
at least partially responsible. For most organizational tasks, there is significant ambiguity in the
causes and implications of failure even when uncontrollable events have clearly contributed to this
outcome (Gibbs, Merchant, Van der Stede, and Vargus 2004). For example, a sales consultant who
was unable to close a sale might have sensed that the client was wavering about the purchase due
to a downturn in the economy, but how much that mattered and what the sales consultant could
have done instead is ultimately speculation. Moreover, the desirability of a given response to

failure, such as quitting or doubling-down and increasing effort, depends on subjective evaluations

! Confidence is also studied using the term “self-efficacy,” but this tends to be used to represent a kind of global self-
confidence. While self-efficacy and confidence use similar psychological and motivational mechanisms, to avoid
confusion and bound the particular type of confidence that is focal to the study we use “job-specific confidence”.
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of the social appropriateness of this response (Abrams, Ando, and Hinkle 1998; Fischer and
Huddart 2008). As a result, not only the perceived causes and implications of failure but also the
perceived desirability of responses to failure are subjective and can be shaped by formal
communications.

Drawing on theory from social psychology and management about how the organizational
environment shapes behavior (Weick 1995; Gioia and Thomas 1996; Bamberger 2008), we
hypothesize that senior managers can reduce the adverse performance consequences of failure by
communicating that workers should view failure as a natural part of learning rather than an
indictment of their ability. We argue that such communication increases effort directly by making
failure seemingly less diagnostic of the relation between effort and performance (Gist and Mitchell
1992; Moore and Small 2007) and indirectly by reinforcing social norms that increase the
perceived desirability of persevering after failure (Cialdini, Kallgren, and Reno 1991; Messick
1999; Fischer and Huddart 2008; Tayler and Bloomfield 2011).

To test our hypothesis, we conducted a field experiment in which we randomly assigned a
video-based message to 20 Brazilian distributorships of a multi-national direct sales organization.
This video message was delivered by the regional head and was shown at four routine weekly sales
meetings in August 2016, which distributorships use to educate workers about new products and
marketing campaigns, celebrate success, and strengthen commitment to the organization.
Distributorships that were assigned to the treatment condition screened a video that communicated
workers should view failure as a natural part of learning rather than an indictment of their ability;
those assigned to the control condition screened an equally up-beat informational video that

summarized the organization’s proud history without mentioning any notion of failure.



The findings that we report in this study are based on field interviews, surveys, and weekly
sales commission data from the 17 weeks before and after the treatment period. We conducted two
surveys to track how our predictor variables changed during the experiment. The first survey was
completed before the video was screened at the first sales meeting, and the second survey was
completed after the video was screened at the fourth sales meeting. Further, to be included in our
sample, we required workers to have completed at least one of the surveys, to be working for the
organization at the beginning of the sample period, and to have earned sales commissions during
at least one week of the sample period (28,832 worker-week observations).

An important aspect of our research setting is that workers were likely to experience failure
because we conducted our experiment at a time when several political scandals caused an
economic downturn in Brazil’s economy that made it difficult for workers to achieve their personal
sales goals. Thus, while we designed our experiment with the goal of examining how workers
respond to failure in general, our empirical findings mostly apply to failure that is driven by
external shocks.

The empirical analysis proceeds in two steps. In the first step, we examine whether our
treatment mitigated the negative impact of Brazil’s deteriorating economy on sales commissions.
In accordance with this economic downturn making it more difficult for workers to achieve their
personal sales goals, we find that average sales commissions decreased from the pre- to post-
treatment period for both the treatment and control group. However, using a difference-in-
differences design that controls for worker and week fixed effects, we find that sales commissions

of workers assigned to the treatment condition are approximately 14% or $55 per month higher



than those of workers assigned to the control condition.? This difference is meaningfully important
given that the monthly wage for similar work in Brazil ranges from $292 to $392 (Wage Indicator
2019).

Additional analyses find that this result is primarily driven by an increase in the incidence of
weeks with nonzero sales commissions, rather than the magnitude of weekly sales commissions.
Because field interviews indicate that workers generally earn sales commissions in weeks they
perform work, these results suggest that our treatment encouraged workers to devote more effort
to their job, but did not significantly increase the productivity of their effort. Importantly,
inconsistent with our treatment having short-lasting effects, the economic and statistical
significance of the treatment effect gradually increases over time. These additional results
indirectly support our theorized mechanism because our treatment should not directly increase the
productivity of effort and because social norms tend to develop slowly over time as members of a
group become aware of the group’s support for a given behavior (Feldman 1984; Bettenhausen
and Murnighan 1985; Chatman and Flynn 2001).3

In the second step, we perform various tests that provide direct support for our theoretical
mechanism. These tests show that our treatment increased job-specific confidence, but not general
life attitudes, and that increased job-specific confidence in turn increased performance. In addition,
they show that the treatment effect is less pronounced when it is more difficult for workers to
attribute their failures to external forces rather than to their own shortcomings and when workers

are less emotionally reactive to failure. Furthermore, they show that the treatment effect is more

2 Various analyses that we report in this study confirm that workers assigned to the control condition are a valid
counterfactual (i.e., comparable sample) for workers assigned to the treatment condition.

3 Our treatment indirectly increases the productivity of effort only to the extent that sustained motivation increases the
rate of learning in our setting (Zollo and Winter 2002; Arthur and Huntley 2005).
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pronounced when workers are more frequently exposed to the treatment message and when this
message is more likely to result in the development of social norms.

This study contributes to the accounting literature in several ways. Our primary contribution
is the discovery that formal communications from senior management are a viable control
mechanism for sustaining effort in the face of failure. This discovery extends prior literature on
achievable and flexible performance targets (Merchant and Manzoni 1989; Sprinkle, Williamson,
and Upton 2008; Bol, Keune, Matsumura, and Shin 2010; Webb, Williamson, and Zhang 2013;
Arnold and Artz 2015) by showing that organizations can increase worker productivity by
managing how workers interpret and respond to failure rather than by preventing failure from
occurring. It also compliments existing literature on the motivational effects of performance
measurement noise. While this literature stresses the importance of filtering out the effects of
adverse uncontrollable events from evaluations (Gibbs et al. 2004; Bol and Smith 2011; Maas,
Van Rinsum, and Towry 2012; Bol and Lill 2015), we show that it is important to reduce ambiguity
about the future performance implications of these events through formal communications from
senior management.

Second, our study contributes to the literature on how social controls encourage workers to
take goal congruent actions. Most research in this area assumes that social controls are difficult to
influence by senior management, very broad, subtle, and slow to change (Hopwood 1974;
Langfield-Smith and Smith 2003; Malmi and Brown 2008; Merchant and Van der Stede 2012). In
addition, the studies that have examined how senior management can influence social controls
have focused on monitoring and incentive pay (Coletti, Sedatole, and Towry 2005; Tayler and

Bloomfield 2011; Chen and Sandino 2012; Maas and Van Rinsum 2013; Cardinaels and Yin 2015).



Our findings suggest that senior managers can use formal communications to relatively quickly
modify the perceived appropriateness of a specific type of behavior — persevering after failure.

Finally, we believe that we identified an organizational practice that may be useful for
explaining variation in performance dimensions that we do not explore in our study but are of
interest to academic accountants. For example, communicating that workers should view failure
as a natural part of learning rather than an indictment of their ability may discourage them from
manipulating performance and budget reports (Schweitzer, Ordofiez, and Douma 2004; Indjejikian
and Matéjka 2006; Church, Hannan, and Kuang 2012; Maas and VVan Rinsum 2013; Brown, Fisher,
Sooy, and Sprinkle 2014; Indjejikian, Matéjka, and Schloetzer 2014; Bol and Lill 2015) and
encourage them to engage in beneficial forms of risk-taking, such as outside-the-box thinking
(Webb et al. 2013).

The remainder of the paper proceeds as follows. In the next section, we develop our research
hypotheses. Section 3 discusses the research setting while Section 4 describes how we select our
sample and measure our variables. Section 5 presents our empirical results and the final section

concludes and suggests directions for future studies.

Il. HYPOTHESIS DEVELOPMENT

Background on Failure Perceptions and Performance

The belief that one can successfully perform a job, which we label job-specific confidence,
affects performance through several motivational, cognitive, and affective mechanisms (Bandura
1986, 1991, 1997). Specifically, individuals who believe that they are able to successfully perform

a job set more challenging goals, rely more on high-quality problem-solving strategies, experience



less physiological stress in the presence of challenges, and are more likely to heighten and sustain
effort in the face of failure.

Bandura suggests that job-specific confidence can be thought of as an overall subjective
evaluation of performance capability, which is in part, shaped by the integration of both positive
and negative experiences. Negative experiences, however, are likely to have more pronounced and
persistent effects than positive experiences because negative information generally receives more
attention and thorough processing than positive information (Kahneman and Tversky 1982, 1984;
Baumeister, Bratslavsky, Finkenauer, and Vohs 2001; Taylor 1991). Accordingly, we focus on
those significant negative performance outcomes that workers can feel at least partially responsible
for, and label these outcomes as failures.

Workers reassess their capabilities based on their interpretation of the causes and
implications of failure. Specifically, while attributing failure to a lack of skill decreases job-
specific confidence, attributing failure to external causes, such as an uncontrollable event, does
not affect job-specific confidence. Because failure can reduce job-specific confidence, it can set in
motion a negative performance cycle where negative expectations encourage self-destructive
actions that reduce the likelihood of success (Vroom 1964; Baumeister and Scher 1988; Eden
1990). For example, workers who do not believe that they can successfully complete a task may
reduce their effort in order to be able to blame failure on low effort rather than low ability.

Assessments of job-specific confidence are, however, inherently subjective because for most
organizational processes the causes and implications of failure are ambiguous even when
uncontrollable events have clearly contributed to this outcome (Gibbs et al. 2004). Moreover, not
only the perceived causes and implications of failure but also the perceived desirability of
responses to failure are subjective. This is the case because the perceived appropriateness of
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actions depends on perceptions of peer behavior and values (Abrams et al. 1998; Fischer and
Huddart 2008). As a result, we expect workers to make sense of failure using cues from the
organizational environment.
Organizational Environment

Prior research indicates that the organizational environment plays an important role in
shaping behavior by providing the context within which information is interpreted (Bamberger
2008). Although anyone could help workers make sense of failure (Maitlis and Lawrence 2007),
we expect top management to be most influential because they are uniquely positioned to provide
the most credible information about not only the causes and implications of failure but also the
most appropriate response to failure (Mullen 1994, 1998; Moore and Small 2007). While prior
research has focused on the pivotal role top management plays in shaping workers’ interpretations
of organizational level failures (Maitlis and Lawrence 2007; Sonenshein 2010), we focus on how
top management can use formal communication to control how workers interpret and respond to
their own failures.
Job-Specific Confidence and Social Norms

We propose that senior managers can reduce the adverse performance consequences of
failures that are driven by uncontrollable events by communicating that workers should view
failure as a natural part of learning rather than an indictment of their ability. We expect that such
communication helps workers regain and preserve their job-specific confidence, and consequently
motivation to devote effort to a task, by making failure appear less diagnostic of the relationship
between effort and performance (Gist and Mitchell 1992). That is, if the organization expects that
some failure is a normal part of learning, workers should reason that failure does not preclude

future success (Moore and Small 2007).



In addition, we expect these communications to reinforce social norms that encourage
workers to persevere after failure. Social norms must be passed on to have an effect on behavior
(Cialdini and Trost 1998). This often occurs passively through observing, interpreting, and copying
the verbal and nonverbal behaviors of others (Langfield-Smith and Smith 2003; Malmi and Brown
2008; Merchant and Van der Stede 2012). It can, however, also be transmitted deliberately through
active instruction (Lumsden 1988; Allison 1992). Consequently, we expect communicating that
workers should view failure as a natural part of learning rather than an indictment of their ability
to alter norms regarding appropriate responses to failure. We expect this to increase worker effort
in two ways. First, it increases social pressure to not quit after failure (Abrams et al. 1998).* This
increases worker effort because individuals have an innate preference to meet social expectations
(Fischer and Huddart 2008). Second, it creates the shared belief that it is safe to not only speak out
about failure but also suggest methods for overcoming it without suffering interpersonal costs such
as embarrassment (Edmondson 2004; Tjosvold, Yu, and Hui 2004; Edmondson and Lei 2014). In
turn, this encourages greater worker effort by not only making failure less unpleasant (Avey,
Luthans, and Jensen 2009) but also by giving workers hope that they can succeed (Tugade and
Fredrickson 2004).

We formulate our predictions regarding the performance consequences of formal
communications from senior management as follows:

H: Senior managers can reduce the adverse performance consequences of failure by

communicating that workers should view failure as a natural part of learning rather than
an indictment of their ability.

4 In general, control mechanisms can alter people’s tendency to comply with social norms by activating either self-
interested or socially interested norms (Tayler and Bloomfield 2011). It is, however, unlikely that this occurs in our
setting because workers are not rewarded for complying with formal communications.
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Before concluding this section, we clarify why we believe that our hypothesis is an empirical
question that warrants study. First, communicating that failure is a normal part of learning may
actually harm performance by reducing the degree to which workers believe they have control over
the expected outcome (Vroom 1964; Merchant and Manzoni 1989; Arnold and Artz 2015). Second,
social persuasion, such as praising workers’ job credentials, tends to have short-lived effects
(Bandura 1977), and is more effective when workers already believe themselves capable of
performing a task (Bandura 1997; McNatt and Judge 2004). Third, individuals at any level of an
organization, and even those outside its boundaries, help workers make sense of failure (Maitlis
and Lawrence 2007). All of these individuals compete to shape the meaning of failure, and thus,
it may be difficult for top management to change how workers perceive and respond to failure
(Mantere, Schildt, and Sillince 2012). This is particularly a challenge when, as in our setting, an
organization has cultivated a culture that celebrates success (Strang and Macy 2001). Finally, more
confident workers may curtail their effort because they believe that they do not need to put as much
effort in to achieve their desired results (Vancouver and Kendall 2006; Vancouver, More, and

Yoder 2008).

1. RESEARCH SETTING

Our study is the result of a multi-year collaboration with PSI (a pseudonym), which is a
publicly traded multi-national organization that is a leading marketer of design-centric preparation,
serving, and storage solutions for the kitchen and home. PSI uses a direct-sales model, in which a
self-employed, mostly female, sales force promotes its products through group and individual
product demonstrations. In 2016, PSI reported $2.2 billion in revenue and an independent sales

network across six continents.
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Independent distributors, who have the right to market PSI’s products and use its trademark
within a geographic area, process all customer orders, provide distribution and warehousing
services, and disseminate materials about sales promotions and new products.® Sales force
members can be promoted from sales consultant to manager, and from manager to director, by
increasing their individual sales and by recruiting, training, and motivating new sales consultants.
These promotions not only provide prestige, but also tangible benefits because sales force
members earn commissions on both their individual sales and their recruits’ sales.® As is common
for direct sales organizations, sales force members are free to choose how much time they devote
to their job and, consequently, most work on a part-time basis. Furthermore, most sales force
members do not have other extra-domestic work and have a working spouse. Of note, we focus in
our study on the commissions sales consultants earn on their personal sales. This sales commission
is a fixed percentage of their sales revenues that does not vary across participating distributors
during our sample period. Furthermore, for ease of exposition we refer to a distributor’s geographic
area as distributorship and to sales consultants as workers.

Importance of Failure Perceptions at Research Site

In the first stage of our study, we interviewed more than 300 workers. These semi-structured
interviews lasted typically less than one hour and were mostly conducted in group settings where
workers were free to chime in whenever they felt the need to do so. We completed these interviews
in two phases. Initially, we asked workers broad questions about their experiences with PSI to
identify the factors that affect their job performance. Once it became evident to us that failure

perceptions have a profound impact on productivity, we asked more specific questions about

> Sales force members are not required to hold inventories.
6 Managers and directors can also earn non-monetary rewards such as cars and vacations.
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failure perceptions and job-specific confidence. At this point, we also distributed a survey to
collect interview data that is more easily quantifiable.

This survey was completed by 148 individuals who participated in group interviews. Their
responses suggest that workers typically join PSI because of their love for its products (55 percent),
financial needs (55 percent), and desire for personal growth (35 percent). Consistent with our
theory, an overwhelming majority of respondents indicated that confidence is crucial for success
(67 percent) and that they remind themselves at least once a month to remain confident after
difficult situations (78 percent). The latter in turn increases effort as it is associated with a 12
percent decrease in the incidence of turnover considerations. Importantly, survey responses
suggest that managers typically (67 percent) motivate workers after a bad sales period by framing
this negative performance outcome as a learning opportunity.” Responses from workers suggest,
however, that senior management had until the time of our field experiment not made an effort to
systematically communicate this to workers. That is, only 23 percent of respondents indicated that
they preserve their productive effort after failure by viewing it as a learning opportunity.
Accordingly, the goal of our field experiment is to design an intervention that helps senior
management control how workers interpret and respond to failure through formal communications.
The Field Experiment

We conducted our field experiment in Brazil because our multi-year collaboration with PSI
has given us the opportunity to become familiar with this market and develop a close working

relationship with local headquarters staff. PSI’s local headquarters in Sdo Paulo has been in

" Less common motivational approaches include reminding workers of their financial and personal growth objectives
(23 percent) and encouraging workers to attend sales meetings (12 percent).
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operations for 40 years and oversees a network of approximately 60 distributorships that covers
the majority of Brazil.

Our treatment is a video-based message that communicates workers should view failure as
a natural part of learning rather than an indictment of their ability. The video was developed in
close collaboration with local headquarters staff to ensure that our message would resonate with
the sales force and was delivered in Portuguese. The following is the script’s key passage, which
was translated by a PSI employee who was not involved in our field experiment?:

“Don’t be afraid of failure. Setbacks and failures are part of the journey of all of us, but
when we make mistakes trying it should only inspire us to think more creatively the next
time. Talk to others, this can open our eyes to a new way of thinking. So next time you
think "what will I do now?!" Remember, don’t be afraid of failure; setbacks are normal,
and you are not alone.”

We recruited the President of PSI Brazil, the highest-ranking executive of the local
headquarters staff, to emphasize that our message reflects how the organization views failure. She
delivered this message, via video, at weekly sales meetings organized by managers and directors
to educate sales consultants about new products and marketing campaigns, celebrate successes,
and strengthen commitment to the organization. We attended several dozen sales meetings as part
of our field research and observed that they are upbeat events (often with singing and dancing),
last 60 to 90 minutes, have at least 50 participants, and are held at convenient locations, such as
product warehouses, private residences, and community centers.® We considered other approaches

for delivering our message, including an existing PSI web portal and text messages via WhatsApp.

We ultimately decided to use sales meetings in order to have more control over how our message

8 See Appendix A for translated versions of the full treatment and control scripts. The untranslated versions of the
scripts are available upon request.

% Sales force members routinely invite potential new recruits to sales meetings, and thus, not all meeting participants
work for PSI.
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was delivered and to avoid technology that may not be widely and uniformly available to PSI’s
diverse sales force in Brazil.

We used a sampling approach with a clustered assignment mechanism. Specifically, 20
randomly selected distributorships were equally divided into two groups by balancing the
following characteristics: annual sales, annual sales growth, sales force size, annual sales force
growth, and geographic location. Subsequently, one group was randomly assigned to the treatment
condition and the other group to the control condition. Distributorships that were assigned to the
treatment condition screened the video-based message that communicates workers should view
failure as a natural part of learning rather than an indictment of their ability. In contrast,
distributorships that were assigned to the control condition screened an equally positive and
informative video-based message (again from the President of PSI Brazil) that summarized the
organization’s proud history and did not mention the notion of failure.!® We used this control
condition to ensure that the screening of a video-based message from top management does not
confound our findings.

Importantly, we attempted to eliminate any intentional and unintentional biases by ensuring
that we and the distributorships did not know which experimental condition they were assigned to.
Specifically, the above mentioned sampling approach was performed by a lower-level employee
who was employed at PSI’s local headquarters in S&o Paulo, does not routinely travel to

distributorships, and did not know the objectives and treatment intervention of our study.! In

10 Our reading of open-ended survey responses confirms that our treatment and control videos are equally positive and
informative.

11 After the conclusion of our field experiment, we independently verified that at the start of our experiment the
treatment and control distributorships did not significantly differ with respect to annual sales, annual sales growth,
sales force size, annual sales force growth, and geographic location. In addition, even though this was not one of the
selection criteria, we found that they also did not differ with respect to sales per sales force member. We do find,
however, that the 20 participating distributorships are on average larger, with respect to both annual sales and sales

14



addition, distributors were not made aware of the objectives of the field experiment and were only
given enough information to help us conduct our experiment. To accomplish this, we developed a
set of instructions that informed sales meeting leaders (i.e., managers and directors) of the 20
participating distributorships how to conduct the experiment.!? These instructions were in
Portuguese and stored on thumb drives that were handed out to distributors at individualized
training sessions hosted by PSI’s local headquarters in Sdo Paulo.

Conducting the Field Experiment

The experiment was conducted over a four-week period during weekly sales meetings in
August 2016. At the beginning of the first meeting, meeting leaders showed attendees a video that
briefly explained that PSI was studying how empowerment affects them, and that they were
requested to complete a survey to help PSI conduct this research.'® Subsequently, meeting leaders
distributed a survey designed to collect baseline data on our predictor variables. After workers
completed this survey, meeting leaders collected the surveys and sealed them in an envelope.
Meeting leaders then completed their typical meeting activities.

Towards the end of each sales meeting during our four-week experiment, meeting leaders
screened either the treatment or control video depending on whether their distributorship was
assigned to the treatment or control condition. Of note, at no time were meeting attendees made
aware that the treatment and control videos were part of the experiment. Moreover, the generally

large geographic distance between distributors significantly reduces the risk of interference

force size, than the 40 distributorships that were not selected for our experiment. We have no reason to believe that
this biases us towards finding results.

12 The instructions are available upon request.

13 This video-based message was not delivered by the President of PSI Brazil. All distributorships, irrespective of
treatment condition, viewed the same video.

15



between treatment and control conditions.'* At the end of these videos, workers were given a
questionnaire with open-ended questions that was designed to encourage them to reflect on the
video-based message they were shown. Similarly, meeting leaders also collected the
questionnaires and sealed them in an envelope. We performed this procedure four times in order
to ensure that meeting attendees assigned to the treatment condition internalized the video-based
message about how PSI views failure (Zajonc 1968).1°

Responses to the self-reflection questionnaire from workers who viewed the treatment video
are consistent with these workers learning something new about how PSI views failure. For
example, one worker noted: “this message touched me a lot because sometimes when you fail to
do something you become ashamed and you don’t want to tell people, so this time I learn if you
fail tell to the others.” Importantly, our treatment altered failure perceptions by externalizing
failure. As one worker noted: “business is not always good for you. Sometimes it’s good,
sometimes bad.” Furthermore, consistent with these altered failure perceptions increasing
performance, responses suggest that workers felt less apprehensive about devoting effort to their
job after failure. For example, one worker noted that “failure is normal but how you react to it is
what will determine your destiny.” Of note, responses from workers who viewed the control video
are unrelated to failure perceptions.®

At the end of the last sales meeting, meeting leaders showed a video thanking the attendees

for their participation in the research project.!” The meeting leader then distributed the same survey

14 The distance between distributors that were assigned to the treatment condition and distributors that were assigned
to the control condition is on average 1,900 kilometers and is at least 100 kilometers.

15 Workers who completed the post-experiment survey typically viewed our video-based messages only three times
because meeting attendance is voluntary.

16 We only perform a qualitative analysis of the self-reflection questionnaires because the majority of responses are
incomplete or missing.

17 This video-based message was not delivered by the President of PSI Brazil. All distributorships, irrespective of
treatment condition, viewed the same video.
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that we distributed at the beginning of our experiment in order for us to track how our predictor
variables changed during the experiment. After attendees completed this post-experiment survey,
meeting leaders collected their responses and sealed them in an envelope. We ensured that all
surveys and questionnaires were mailed in a timely fashion to PSI’s local headquarters.*®

After completion of the field experiment, a third-party firm in Sdo Paulo processed all
surveys and questionnaires. We did not inform this firm of our study’s research objective in order
to reduce bias, and we randomly audited the data to reduce errors. The firm took roughly four
weeks to process the data. Because meeting attendees recorded their unique sales force
identification numbers on surveys and questionnaires, we were able to obtain their weekly sales
commission data and personnel records from PSI Brazil’s external database management firm. We

discuss our sample and variable definitions in the next section.

IV. SAMPLE AND DESCRIPTIVE STATISTICS

To be included in our sample, workers must have completed either the baseline survey or the
post-experiment survey.® We impose this requirement in order to ensure that all included workers
participated in our experiment.?’ A total of 1,265 respondents were entered into our survey
database. We used personnel records to determine these respondents’ age, gender, tenure, and
weekly performance. For our main analysis, we eliminated 417 respondents who did not work for
PSI at the beginning of our sample period or did not earn any sales commissions during the 34-

week window around our treatment period (see below for further details on this restriction). We

18 We were informed whenever materials were received.

19 Workers who filled out the post-experiment survey do not significantly differ from those who chose not to do so
with respect to their age, gender, tenure, and their propensity to be assigned to the treatment condition.

20 \We were unable to obtain attendee lists from the distributors.
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impose the latter requirement to ensure that subjects were actively working during at least some
part of the sample period. As a result, our main sample consists of 848 unique workers of which
320 were assigned to the treatment condition and 528 were assigned to the control condition.

Panel A of Table 1 provides descriptive statistics on these workers, where Treatment is an
indicator variable that equals one for workers who were assigned to the treatment condition, and
zero otherwise. The panel shows that the demographic and work-related characteristics of workers
are fairly well balanced between treatment and control conditions with workers assigned to the
treatment condition having only slightly longer tenures than those assigned to the control
condition 2t 22 Thus, it is unlikely that our results are influenced by differences in these
characteristics across the treatment conditions.

In order to examine how formal communications from senior management about failure
affect worker performance, we obtain weekly sales commission data from the 17 weeks before and
after the four-week treatment period. ?® This results in a sample of 28,832 worker-week
observations of which 10,880 are from the treatment condition and 17,952 are from the control
condition. The average weekly sales commission is 357 Brazilian Real ($98) with a standard
deviation of 514 Brazilian Real ($140). Given that the prevailing wage for similar work in Brazil
ranges from $292 to $392 per month or $67 to $90 per week (Wage Indicator 2019), these
descriptive statistics suggest that sales commissions are of meaningful economic importance to

workers. Our performance measure equals the natural logarithmic transformation of one plus

2L Further investigation of this difference shows that it is driven by 12 workers with tenures greater than 25 years and
that dropping these workers does not change our inferences.

22 An untabulated analysis shows that workers do not significantly differ with respect to their self-reported overall
work experience and job-specific confidence at the first sales meeting. We do not tabulate the results for these
characteristics because they are missing for many included workers.

23 We use a 34-week window around the treatment period because PSI’s fiscal year ends 17 weeks after the treatment
period and we were unable to obtain sales data for the following fiscal year.

18



weekly sales commissions (Performance). We use a logarithmic transformation to ensure that our
results are not driven by extreme values and increase weekly sales commissions by one because
many sales force members work for PSI on a part-time basis and, consequently, do not earn sales
commissions every week (approximately 53% of worker-week observations).

[insert Table 1 about here]

Figure 1 presents the trend in performance for the 34-week window around our treatment
period separately for workers who viewed either the treatment or control video. For the purpose of
this figure we de-mean performance at the worker level to remove worker fixed effects and average
the resulting values by month. Of note, we use PSI’s 13-month calendar, which has 4 weeks in the
first 12 months and 5 weeks in the last month of 2016.24%

In accordance with Brazil’s deteriorating economy making it more difficult for workers to
attain their personal sales goals, the figure shows that average performance declines from the pre-
to post-treatment period for both the treatment and control group. In addition, the figure shows a
temporary reversal in this trend towards the end of the pre-treatment period that is driven by a
temporary reprieve in political instability and increased spending fueled by the 2016 Brazil
Summer Olympics (Imbert 2016; Watts 2016; McBride 2018).2° Importantly, consistent with our

treatment helping workers cope with failure, the overall decline in performance from the pre- to

24 Month 4 consists of one week in Figure 1 because we have only 17 weeks of pre-treatment period sales commission
data.

% Qur inferences are unchanged when we use monthly sales commissions instead of weekly sales commissions as our
performance measure. We focus on weekly sales commissions because this helps us determine whether our treatment
increases performance by increasing the level and/or productivity of worker effort.

%.0n May 12" of 2016 lawmakers decided to go ahead with impeachment proceedings against former Brazilian
President Dilma Rousseff and appointed Vice President Michel Temer as interim president who was viewed very
favorably by financial markets and businesses (Bevins 2016).
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post-treatment period appears to be less pronounced for the treatment group than for the control

group.

[insert Figure 1 about here]

Panel B of Table 1 formalizes this visual analysis and presents the results of a univariate test
that compares the performance decline from the pre- to post-treatment period across treatment
conditions. The panel documents that while workers from both treatment conditions performed
significantly worse during the post-treatment period, those assigned to the treatment condition
experienced a less pronounced performance decline. This difference is statistically significant at p
< 1% (two-tailed). Overall, then, the descriptive evidence presented in this section is consistent

with formal communications about failure helping workers cope with failure.

V. HYPOTHESIS TESTS

Our hypothesis predicts that controlling failure perceptions through formal communications
from senior management increases worker performance. Our analysis of this prediction is as

follows. We begin by estimating a difference-in-differences model of the following form:

Performanceit = a + fTreatmenti x Post:+ di + At + eit 1)

where Performance equals our performance measure for worker i in week t, a is a constant term,
Treatment; x Posttis an interaction of our treatment indicator (Treatmenti) and our post-treatment
period indicator (Post:), and diand A: are worker and week fixed effects, respectively. In this model,
the performance effect of our treatment is identified by g, which measures the change in
performance for workers who viewed the treatment video relative to workers who viewed the

control video. Of note, we do not include the main effects of our treatment and post-treatment
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indicator variables because they are absorbed by worker and week fixed effects. Finally, we use
distributorship-clustered bootstrap standard errors to control for residual dependence within our
sampling units (Kline and Santos 2012).27 28

Column (1) of Table 2 presents the results of estimating model (1) using ordinary least
squares (OLS). Consistent with Hypothesis 1, the column shows that the coefficient on Treatment;
x Posttis positive and statistically significant (p < 5%, two-tailed).?® This OLS parameter estimate
may, however, be biased and inconsistent due to the high percentage of worker-week observations
with zero sales commissions (Cameron and Trivedi 2010). We address this issue by using a two-
part model (Dow and Norton 2003) where the first part models the probability of earning sales
commissions and the second part models the magnitude of earned sales commissions. This
approach is appropriate for our setting because field interviews suggest that workers earn at least
some sales commissions in weeks they perform work for PSI. In other words, earning zero sales
commissions does not arise from a standard corner solution for which a Tobit model is appropriate
but instead represents a separate discrete choice — the decision to work or not work for PSI.*°
Furthermore, Heckman models are both inappropriate and impractical in our setting because we
are modeling actual outcomes, as opposed to potential outcomes, and the random assignment of
the treatment condition makes it impossible for us to identify instrumental variables (Dow and

Norton 2003).3!

27 We use the bootstrap method proposed by Kline and Santos (2012) because it corrects standard errors for the small
number of clusters (20 distributorships) and is appropriate for both linear and non-linear models.

28 Qur inferences are unchanged when we repeat our main analysis after collapsing the time series of sales
commissions into a pre- and post-period (Bertrand, Duflo, and Mullainathan 2004). Thus, it is unlikely that our results
are driven by residual dependence within our sampling units.

29 We use the percentile bootstrap approach to compute p-values.

30 Our empirical results confirm that zero and positive sales commissions are not driven by the same underlying
mechanism, and thus, that Tobit models are inappropriate (Cameron and Trivedi 2005).

31 We find similar results when we perform the Heckman two-stage approach without instrumental variables.

21



Columns (2) and (3) of the table present the results of our two-part model. To facilitate the
interpretation of interaction effects in non-linear models, we exponentiate coefficient values from
our logit model to obtain more easily interpretable odds ratios (Buis 2010).3% 32 Consequently,
in column (2) is a multiplicative measure of how the treatment condition modifies the change in
the odds of earning sales commissions from the pre- to post-treatment period. Consistent with our
treatment encouraging workers to devote more effort to their job, column (2) shows that § is
positive and statistically significant at p < 5% (two-tailed). Because £ is statistically insignificant
in column (3), however, it appears that our treatment does not affect the magnitude of earned sales
commissions in weeks that workers devote effort to their job. Thus, managing failure perceptions
through formal communications from senior management increases the level but not productivity
of worker effort. Of note, this is consistent with our theorized mechanism given that our treatment
should not directly increase the productivity of effort.

Importantly, the coefficient estimate in column (1) is not only statistically but also
economically significant. Specifically, it implies that our treatment increased sales commissions
by 14% or $55 per month, which is of significant economic importance to these workers given that
the monthly wage for similar work in Brazil ranges from $292 to $392 (Wage Indicator 2019).
Furthermore, columns (2) and (3) show that this finding results from a 16% increase in the odds
of earnings sales commissions. The latter confirms that our treatment affects the performance of
workers by encouraging them to devote effort to their job.

[insert Table 2 about here]

32 Interpreting interaction effects in logit models can be difficult and misleading because the marginal effects differ
for each observation (Ai and Norton 2003). Because logit models are linear in log-odds, however, exponentiated
coefficients represent the constant effect of a variable on the odds of an event.

33 Qur inferences are unchanged when we use a linear probability model instead of a logit model (Wooldridge 2002).
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Dynamics of Treatment Effect
Next, we estimate a dynamic model that examines performance differences across treatment

conditions in the months prior to and following the treatment period. That is, we interact Treatment
with indicators that capture the months before, of, and after the treatment period. Our leads and
lags model is specified as follows:
Performanceit = o + f1Treatmenti x Montht.3 + f2Treatmenti x Montht-2

+ BsTreatmenti x Montht1 + f4Treatmenti X Monthio + fsTreatmenti x Montht+1 (2)

+ feTreatmenti x Monthw2 + f7Treatmenti X Montht+s

+ fsTreatmenti x Montht+s +di + At + &it
where Performance equals our performance measure for worker i in week t, a is a constant term,
Treatmenti is our treatment indicator, Montht+q are month indicators that capture how many months
until (t+q) or since (t-q) the treatment month (Monthiw), Treatmenti x Montht+q are interactions of
our treatment indicator and month indicators, and di and At are worker and week fixed effects,
respectively. Of note, for the purpose of this analysis we add sales commission data from the four-
week treatment period and use the first 5 weeks of the pre-treatment period as our reference period.

We perform this analysis for two reasons. First, our difference-in-differences analysis

assumes that in the absence of treatment, the average outcome for the treated and the untreated
would have followed parallel trends. This assumption is supported by several aspects of our field
experiment. Foremost, our 20 randomly selected distributorships were equally divided into two
groups by balancing distributorship characteristics that may influence worker performance. In
addition, Panel A of Table 1 shows that workers from treatment and control distributorships who
participated in our experiment are fairly well balanced with respect to demographic and work-
related characteristics that may influence their performance. Finally, Figure 1 indicates that the
parallel trends assumption is not at odds with the data. Nevertheless, to provide additional evidence
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for our setting not violating the parallel trends assumption, we examine the coefficients on the
treatment indicator in the months before the treatment month (Autor 2003; Angrist and Pischke
2008). If the parallel trends assumption is not violated, we expect these coefficients to be
insignificantly different from zero.

Second, a concern regarding our findings is that our treatment has only short-lasting effects
on job attitudes and performance. Prior research suggests that this may occur because the effects
of social persuasion tend to be short-lived (Bandura 1977). Moreover, more confident workers
may believe that they do not need to put as much effort in to achieve their desired results
(Vancouver and Kendall 2006; Vancouver et al. 2008). Thus, while job-specific confidence
encourages workers to perform a job, it may decrease how much effort they devote. If our treatment
has short-lasting effects, we expect the magnitude of the coefficients on the treatment indicators
to decrease in the months after the treatment month.

Table 3 presents the results of estimating model (2). The table indicates that the parallel
trends assumption is consistent with the data as the coefficient on the treatment indicator is not
significantly different from zero in the months before the treatment month. This confirms that
workers assigned to the control condition are a valid counterfactual for workers assigned to the
treatment condition.3* 3 In addition, the table shows that the magnitude and statistical significance

of the treatment effect gradually increases over time. This pattern is inconsistent with our treatment

34 We also performed a comprehensive set of placebo experiments where we limit our sample to the pre-treatment
period and randomly assign a week in this period as being the start of the post-treatment period (Lechner 2011). We
find that these placebo treatment effects are never statistically significant in our OLS and two-part model regressions,
further supporting the parallel trends assumption.

3 Qur inferences are unchanged when we use a matched sample that is balanced in average worker performance for
each week of the pre-treatment period (results not tabulated). We obtained this matched sample by matching treatment
to control observations using a one-to-one nearest neighbor propensity score matching model with no replacement.
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having short-lasting effects. Instead, it is consistent with our treatment facilitating the gradual
strengthening of organizational norms that encourage workers to persevere after failure.*

[insert Table 3 about here]

Evidence on Mechanism

Our theory suggests that communicating to workers that they should view failure as a natural
part of learning rather than an indictment of their ability increases performance not only by
helping them regain and preserve their confidence after failure but also by reinforcing
organizational norms that encourage workers to persevere after failure. In this section, we examine
key elements of this mechanism, including job-specific confidence, internalization of formal
communication from senior management, emotional responses to failure, external attribution, and
social norm development.
Job-Specific Confidence

We test whether our treatment increased job specific-confidence by comparing job-specific
confidence scores from our baseline survey with those from the post-experiment survey. Job-
specific confidence scores are based on eight survey questions that are on a five-point Likert scale
and range from 1 (strongly disagree) to 5 (strongly agree). Following Bandura (2006) we tailored
these questions to activities that are of importance to earning sales commissions: learning new
products, explaining products, recruiting new consultants, collecting payments, closing deals, and
making random sales calls (see Appendix B for survey questions). To obtain an overall measure

of job-specific confidence, we normalized the scores for each question and added them together

3 Qur inferences are similar when we use a nonparametric kernel regression that does not require us to specify a
functional form between performance and the treatment condition (results not tabulated). Thus, our findings regarding
the persistence of the treatment effect are unlikely to result from misspecification error (Hérdle 1990).
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(for a similar approach, see Lee et al. 1997).%” Scores were normalized using the mean and standard
deviation from all surveys with non-missing responses for job-specific confidence questions.®® A
total of 160 unique workers had non-missing responses for the job-specific confidence questions
from both surveys. Of these workers 64 were assigned to the treatment condition (Treatment = 1)
and 96 were assigned to the control condition (Treatment = 0).

If our treatment helped workers regain and preserve their job-specific confidence, we expect
workers who were assigned to the treatment condition to have a less pronounced decrease in their
job-specific confidence during our four-week experiment relative to workers who were assigned
to the control condition. Column (1) of Table 4 show the results of an analysis that tests this
prediction by regressing the change in job-specific confidence scores on our treatment indicator.
Consistent with our theory, the column shows that the coefficient on Treatment is positive and
statistically significant at p < 5% (two-tailed).

Next, we examine whether our treatment affected other attitudes that could have encouraged
workers to devote more effort to their job (Bono, Foldes, Vinson, and Muros 2007). Specifically,
we focus on the following two attitudes: the perceived ability to overcome life challenges and
optimism. We perform this analysis because it sheds light on how wide-ranging the effects of
formal communication about failure may be, and whether altering general life attitudes that are not
directly related to work-related failure can have similar performance effects. In order to stimulate
engagement and reduce ambiguity and fatigue (Leutner, Yearsley, Codreanu, Borenstein, and
Ahmetoglu 2017), we used one survey question per perception and image-based response scales

(see Appendix B for survey questions). As in the previous analysis, we normalized each measure

37 We reverse-coded the negatively phrased survey questions.
38 The Chronbach’s o of this measure is above 0.6, and thus, suggests that our survey questions reliably measure job-
specific confidence (Hair, Black, Babin, Anderson, and Tatham 2006).
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using the mean and standard deviation from all surveys with non-missing responses. Subsequently,
we repeat the previous analysis using either the change in the perceived ability to overcome life
challenges or the change in optimism as our dependent measure.

The results of this analysis are presented in columns (2) and (3). The columns show that our
treatment did not affect the perceived ability to overcome life challenges and optimism. Thus, it
does not appear that our results are driven by changes in other attitudes that could have encouraged
workers to devote more effort to their job.

[Insert Table 4 about here]
Job-Specific Confidence and Performance
To corroborate that our findings are driven by higher job-specific confidence, we examine
whether higher job-specific confidence scores are associated with higher sales commissions in the

post-treatment period. We accomplish this by estimating the following model:

Performanceit = a + f4Job-Specific Confidenceit+ Z+ di + At + &it 3)

where Performance equals our performance measure for worker i in week t, o is a constant term,
AJob-Specific Confidence is the change in the job-specific confidence score from the baseline
survey to the post-experiment survey, Z is a vector of control variables, and di and At are
distributorship and week fixed effects, respectively. We control in our analysis for a worker’s job-
specific confidence score from the baseline survey, age, gender, and tenure with PSI. In this model,
[ captures the performance effect of helping workers regain and preserve their job-specific
confidence after failure.

The sample for this analysis consists of 113 unique workers from the main analysis who
completed the job-specific confidence questions from both surveys. Of these workers 48 were
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assigned to the treatment condition and 65 were assigned to the control condition. We measure the
performance effect of higher job-specific confidence using weekly sales commission data from the
post-treatment period. The resulting sample consists of 1,921 worker-week observations.
Consistent with our treatment increasing performance by helping workers regain and preserve their
job-specific confidence, column (1) of Table 5 shows that £ is positive and significant at p < 5%
(two-tailed). Moreover, as in our main analysis, columns (2) and (3) of the table show that this
effect is primarily driven by an increase in the odds of earning sales commissions, rather than the
magnitude of sales commissions.3®
[Insert Table 5 about here]

Alternative Confidence Measure

To further corroborate that our findings are driven by higher job-specific confidence, we
repeat the analyses presented in Table 4 and Table 5 using a survey question from the post-
experiment survey that asked respondents to indicate the extent to which they agree with the
following statement: “Watching the video made me feel more confident.” This question is on a
six-point Likert scale and ranges from 1 (strongly disagree) to 6 (strongly agree). As in the previous
analyses, we use normalized responses to this question to construct our alternative confidence
measure (4Confidence). The sample for this analysis consists of 370 unique workers (6,290
worker-week observations) from the main analysis who completed the alternative job-specific
confidence question. Of these workers 136 were assigned to the treatment condition and 234 were

assigned to the control condition.

39 We find that job-specific confidence is positively associated with sales commissions and the probability of earning
sales commissions in the post-treatment period when we include all workers (582) who completed the job-specific
confidence questions from at least one of our two surveys (results not tabulated).
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The results of this analysis are presented in Table 6. Consistent with our previous results,
Panel A of the table shows that watching the treatment video made workers more confident than
watching the control video. Importantly, consistent with this resulting in increased performance,
Panel B shows that feeling more confident after watching our videos is positively associated with
performance in the post-treatment period. Thus, the results in this table corroborate that our
treatment increased performance by helping workers regain and preserve their job-specific
confidence.

[Insert Table 6 about here]
Internalization of Formal Communication from Senior Management

Our treatment should only work to the extent that workers internalize the video-based
message they were assigned to. This internalization may occur gradually over time as workers
discuss the treatment video with other workers from the same distributorship. However, it may
also occur relatively quickly by watching the treatment video multiple times during the treatment
period (Zajonc 1968). To test this and to corroborate that our findings are driven by our treatment,
we next examine whether the treatment effect is more pronounced and emerges more quickly
among workers who viewed our treatment video multiple times.

The sample for this analysis consists of 265 unique workers from the main analysis who
completed a question from the post-experiment survey regarding how many times they watched
their assigned video. Of these workers 111 were assigned to the treatment condition and 154 were
assigned to the control condition. Consistent with workers internalizing our treatment message
only after being repeatedly exposed to it, Panel A of Table 7 shows that the treatment effect is only
present among workers who viewed their assigned video multiple times. Moreover, Panel B of the
table shows that the treatment effect emerges after two months for these workers compared to four
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months for all workers (Table 3). Thus, the results in this table suggest that workers internalize the
treatment message only after being repeatedly exposed to it and, importantly, corroborate that our
results are driven by our treatment message.

[Insert Table 7 about here]
Emotional Responses to Failure

Thus far, we have implicitly assumed that workers experienced failure during the pre-
treatment period. This assumption is plausible given the downturn in Brazil’s economy and
necessary because we cannot directly identify instances of failure given that PSI does not set
explicit performance targets and workers do not routinely communicate their personal sales targets
to managers. To corroborate that failure perceptions drive our results, however, we use an indirect
measure of the extent to which workers experienced failure during the pre-treatment period.
Specifically, we make a distinction between workers who have other work outside of PSI and those
who do not. We expect this distinction to capture variation in the extent to which workers
experienced failure because prior research suggests that workers whose goal commitment is
undermined by the presence of alternative goals are less emotionally reactive to failure (Shah and
Kruglanski 2002, 2003).

The sample for this analysis consists of 722 unique workers from the main analysis who
completed a question from either the baseline or post-experiment survey regarding whether they
have paid work outside of PSI. Of these workers 279 were assigned to the treatment condition and
443 were assigned to the control condition. Only about a third of the workers assigned to each
condition reported having paid work outside of PSI. Consistent with our results being driven by
altered failure perceptions, Table 8 shows that the treatment effect is only present among workers
who do not have paid work outside of PSI.
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[Insert Table 8 about here]
External Attribution

Recall that we expect our treatment message to increase productivity by making failure
appear less diagnostic of the relationship between effort and performance. If our treatment indeed
operates through this mechanism, it should have a less pronounced effect when workers strongly
believe that they cannot adapt to economic adversity (Bandura 1997; McNatt and Judge 2004). To
test this, we examine whether the treatment effect is less pronounced for workers who frequently
underperform their peers during the pre-treatment period. Specifically, we label workers as having
underperformed when they have a non-zero weekly sales commission below the weekly median
of their distributorship. Subsequently, we classify workers as having frequent underperformance
when the number of weeks with low performance in the pre-treatment period exceeds the overall
sample median (3 weeks), and as having infrequent underperformance otherwise. Finally, we
repeat our main analysis separately for workers who have frequent underperformance and those
who do not.

Table 9 presents the results of this analysis. Consistent with our treatment message
increasing productivity by making failure appear less diagnostic of the relationship between effort
and performance, the table shows that the treatment effect is only significant among workers who
have not frequently underperformed their peers.

[Insert Table 9 about here]
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Reinforcement of Organizational Norms
The exchange and inculcation of normative behavior regarding failure should be more
pronounced within distributorships with greater age similarity among workers.*® Such similarity
facilitates the development of common beliefs about appropriate behavior in two ways. First, it
increases communication within workgroups (Zenger and Lawrence 1989). Second, it makes
workers more receptive to influence from their coworkers (Grant and Patil 2012). Consequently,
age similarity among workers does not only increase the extent to which workers are exposed to
formal communication from senior management but also facilitates the development of informal
rules of behavior (Cialdini and and Trost 1998). Thus, if our results are at least in part driven by
the strengthening of organizational norms that encourage workers to persevere after failure, our
results should be more pronounced for distributorships that have greater age similarity among
workers. 4t 42
To test this, we repeat our main analysis separately for distributorships that have high and
low age similarity among workers. As is common in research on organizational demography, we
use the coefficient of variation to compute the age similarity of each distributorship (Zajac and
Westphal 1996) and classify those below the median as having high age similarity, and those above
the median as having low age similarity. The results of this analysis are reported in Table 10. The
left half and the right half of the table report, respectively, the results for the distributorships that

have high and low age similarity among workers. As expected, the table indicates that the treatment

40 We focus on age similarity because in our setting there is little variation in other demographic characteristics within
distributorships such as gender and ethnicity.

41 We acknowledge that the more frequent sharing and communication of our treatment message among workers can
increase the treatment effect even when social norms regarding failure do not change within distributorships.
Unfortunately, we are unable to directly determine the extent to which our treatment message affects social norms due
to data limitations.

42 Distributorships that were assigned to the treatment condition do not significantly differ from those that were
assigned to the control condition with respect to the age similarity among workers.
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effect is statistically and economically important for distributorships that have high age similarity
but not for distributorships that have low age similarity. Thus, the results in this table are consistent
with our findings resulting at least in part from social norms.*?

[Insert Table 10 about here]

V1. CONCLUSION

This study examines how formal communications from senior management about failure
affect worker performance and is the result of a multi-year collaboration with a publicly traded
multi-national direct sales organization. Our findings, derived from a field experiment, indicate
that communicating workers should view failure as a natural part of learning rather than an
indictment of their ability increases the performance of workers by making them more confident
in their ability to successfully perform job-specific tasks and by reinforcing social norms that
encourage workers to persevere after failure. This performance effect appears to be driven by an
increase in how much effort workers devote to their job rather than by an increase in the
productivity of their effort.

Our primary contribution is the discovery that formal communications from senior
management are a viable control mechanism for sustaining effort in the face of failure. Existing
research indicates that organizations use highly achievable or flexible performance targets to
prevent failure perceptions from decreasing performance. Our findings imply that rather than
altering performance targets, organizations can control how workers interpret and respond to their

failures. It also compliments existing literature on the motivational effects of performance

43 Because the average age and age similarity of a distributorship’s workforce are negatively correlated we have
examined in an untabulated analysis whether average age affects the treatment effect. We find that this is not the case.
Thus, it is unlikely that the results presented in Table 10 are driven by the average age of a distributorship’s workforce.
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measurement noise. While this literature stresses the importance of filtering out the effects of
adverse uncontrollable events from evaluations, we show that it is important to reduce ambiguity
about the future performance implications of these events through formal communications from
senior management. Finally, our study contributes to the literature on how social controls
encourage workers to take goal congruent actions. Prior research in this area has either assumed
that social controls are difficult to influence by senior management or has focused on how senior
management can influence social controls through monitoring and incentive pay. Our findings
suggest that senior managers can use formal communications to relatively quickly modify the
perceived appropriateness of a specific type of behavior — persevering after failure. In doing so,
we have identified an organizational practice that may be useful for explaining variation in
performance dimensions that we do not explore in our study but are of interest to accountants such
as the manipulation of performance and budget reports and risk-taking.

This study has several limitations that could be addressed by future research. First, because
attending weekly sales meetings is voluntary, our findings are limited to workers who choose to
attend these meetings. It is possible that formal communications about failure have different effects
on workers who do not attend these events, or in organizations where workers may be forced to
attend meetings. Second, our findings could result from an increase in the number of weeks
workers devoted effort to their job and a decrease in turnover. We are unable to tease out the effects
of these two factors on our findings because in our setting workers are free to choose how much
effort they devote to their job. Third, workers do not have to meet specific performance targets to
earn sales commissions in our research setting. As a result, we were not able to examine whether
formal communications about failure interact with how organizations communicate performance
targets to workers. Finally, while we believe that organizations should be able to achieve similar
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results using different approaches, such as communicating via email as opposed to a video based
message, we are unable to verify this with the available data. Nonetheless, our study shows that
organizations can increase worker performance by controlling how workers interpret and respond

to their failures.
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APPENDIX A
Scripts of Video-Based Messages

Treatment Condition
Hi guys, how are you? | wanted to send a quick message to congratulate you for the successful
year we are having so far in increasing our sales and bringing new consultants into our PSI family.

Sometimes people ask me, “What is the secret to so many achievements?” | have no doubt it is
because of the work of each of you. Regardless of any challenge, you always excel. So let me say
how grateful I am to have you as partners.

I know it is not always easy to get where you are. Each of you has your dreams and hopes, but also
you have each had your difficulties. Because of this, we know that as important as celebrating
success is supporting each other in difficult times. Especially when things seem complicated, when
we cannot achieve our goals or when we are facing obstacles that seem impossible.

There is no one who has not gone through difficult times and who has not doubted his or her
potential. What happens is that after these moments, when we find solutions, we become stronger.
Indeed, everyone always told me that Brazil does not give up, and | realize that in each of you.

I want to remind each of you that you are not alone. Trust your leader, manager, and distributor,

for we are all here to support you in day to day business and in your personal development.
Tomorrow is up to you!

Don’t be afraid of failure. Setbacks and failures are part of the journey of all of us, but when we
make mistakes trying it should only inspire us to think more creatively the next time.

Talk to others, this can open our eyes to a new way of thinking.
So next time you think "what will I do now?!" Remember, don’t be afraid of failure; setbacks are

normal, and you are not alone. Tomorrow is up to you. | wish you much success that your dreams
come true and you always can count on us.

(Continued on next page)
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APPENDIX A (Continued)

Control Condition
Hi guys, how are you? | wanted to give send a quick message to congratulate you for the successful
year we are having so far in increasing our sales and bringing new consultants into our PSI family.

2016 is a very important year for us. For 40 years we have been present in Brazil bringing quality
products to the homes of this country and the opportunity for personal and professional growth for
so many people in our sales force. That's why we have much to celebrate.

Throughout the year 2016 there have been and will continue to be many special activities. We have
iconic products like the cruet and the “sensation bowl”, commemorative decorations with the
decades of the 70s, 80s and 90s, activity programs and fantastic recruitment, in addition to events,
travel and more!

Do not miss your chance to learn about the history of our company, to monitor TV programming
PSI, do not forget to read the VP magazine and access the PSI City. Who knows, maybe you will
not find your story there.

We continue in this together, hoping to bring you more and more fantastic products, unmissable
campaigns and news that delight you and your customers.

I wish you much success that your dreams come true and you always can count on us.

44



APPENDIX B
Survey Questions

Job-Specific Confidence:

For the questions below, please focus on how you feel about your PSI selling skills. Please indicate how strongly

you agree or disagree with each statement.

Strongly Disagree Slightly = Slightly A Agree Strongly

Disagree

In general, I am not good at learning about new 1
products

I am confident in my ability to recruit new consultants 1
I am not very good at collecting payment from my 1
customers

I have trouble closing the deal when selling product 1
I am good at making myself call people 1 don’t know 1
| am better than most at learning new products 1
| have a hard time finding new recruits 1
| feel confident about my ability to sell all PSI 1

products and to explain how the products work

Ability to Overcome Life Challenges:

2

NN

NNPNDNDN

Disagree Agree

3

3
3

Wwwww

4

4

I

A DADS

5

(¢;]

o1 o1 o1 o1 o1

Agree
6

6
6

[o22Ke> RN R o> RN e)]

Imagine that the red wall is a life challenge you are facing. How big a life challenge can you get over?
Please circle the picture that best represents how large a challenge you feel mostly sure you can get over

if you work hard.

o

(Continued on next page)
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APPENDIX B (Continued)

Optimism:

Think of this ladder as representing where people stand in their community. Think of a
community as your neighborhood. At the TOP of the ladder are the people who have the
highest standing in their community. At the BOTTOM are the people who have the lowest

standing in their community.

Where would you place Remember back to 5 Pretend you are now 5 years

yourself on this ladder years ago. in the future. Where will be on
today? Put an X on the rung Where would you be on  the ladder? You can mark
of the ladder where you the ladder? You can yourself higher, lower, or in
would place yourself. mark yourself higher, the same place.

lower, or in the same

place.

Our optimism measure equals the difference between a worker’s future and current standing.
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FIGURE 1
Trend in Sales Commissions

In(Sales commission)
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This figure presents the trend in performance for the 34-week window around the treatment period separately for
workers that either viewed the treatment or control video. Performance equals the natural logarithmic transformation
of one plus weekly sales commission. For the purpose of this figure we de-mean performance at the worker level to
remove worker fixed effects and average the resulting values by month. Our sample consists of 848 unique workers
of which 320 were assigned to the treatment condition (Treatment = 1) and 528 were assigned to the control condition
(Treatment = 0).
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TABLE 1
Summary Statistics

Panel A: Descriptive Statistics on Biographic and Work-Related Characteristics

Treatment =1 Treatment=0
(N=320) (N=528) Difference
Mean Median Std. Dev. Mean Median Std. Dev. Mean

Log(Age) 3.77 3.78 0.32 3.75 3.78 0.32 0.01
Female 0.98 1.00 0.16 0.98 1.00 0.14 -0.00
Log(Tenure) 1.02 112 121 0.76 0.70 1.17 0.26*
Panel B: Change in Performance across Treatment Conditions

Post=0 Post=1 A Performance
Treatment =1 3.37 3.22 -0.15%**

N=5,440 N=5,440 N=10,880
Treatment =0 3.05 2.75 -0.30***

N=8,976 N=8,976 N=17,952
Difference-in-Differences 0.32 0.47 0.14**

This table presents descriptive statistics on our sample. Panel A provides summary statistics of biographic and
work-related characteristics of workers across treatment conditions, where Treatment is an indicator variable that
equals one for workers from the treatment group and zero for workers from the control group; Log(Age) is a natural
logarithmic transformation of workers’ age in years; Female is an indicator variable that equals one for female workers
and zero for male workers; and Log(Tenure) is a natural logarithmic transformation of worker’s tenure with PSI in
years. Our sample consists of 848 unique workers of which 320 were assigned to the treatment condition (Treatment
= 1) and 528 were assigned to the control condition (Treatment 0).

Panel B provides a univariate analysis comparing how workers’ performance changed from the pre- to post-
treatment period, where performance equals a natural logarithmic transformation of one plus weekly sales commission.
The sample includes weekly sales commission data from the 17 weeks before (Post = 0) and after (Post =1) the
treatment period. We use ordinary least squares regressions to test differences in means and use the Kline and Santos
(2012) bootstrap method at the distributorship level to compute standard errors.

*, ** and *** indicate two-tailed statistical significance at the 10%, 5%, and 1% levels, respectively.
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Explanatory Variable
Treatment x Post

Worker fixed effects

Week fixed effects

Number of obs.
Adjusted-R?/p-value Wald-y?

TABLE 2
Primary Analysis

OLS Two-Part Model
(1) (2) 3
Coefficient Odds Ratio Coefficient
[t-statistic] [z-statistic] [t-statistic]
0.14** 1.16** -0.00
[2.18] [2.40] [-0.15]
Yes Yes Yes
Yes Yes Yes
28,832 28,832 13,529
0.37 0.00 0.36

This table presents the results of ordinary least squares (OLS) and two-part model regressions that examine the
influence of formal communications about failure on worker performance. Our sample consists of 848 unique workers
of which 320 were assigned to the treatment condition (Treatment = 1) and 528 were assigned to the control condition
(Treatment 0). We use weekly sales commission data from the 17 weeks before (Post = 0) and after (Post =1) the
treatment period to construct our performance measure. The dependent measure in columns (1) and (3) equals the
natural logarithmic transformation of one plus sales commission, and the dependent measure in column (2) is an
indicator variable that equals one for worker-week observations with nonzero sales commissions and zero otherwise.
Of note, the analysis presented in column (3) is based on the subset of worker-week observations with nonzero sales
commissions. We use the Kline and Santos (2012) bootstrap method at the distributorship level to compute standard

errors.

** indicates two-tailed statistical significance at the 5% level.
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Explanatory Variable
Treatment x Montht-3

Treatment x Month t-2
Treatment x Month 1
Treatment x Month 1o
Treatment x Month t+1
Treatment x Month t+2
Treatment x Month t+3
Treatment x Month t+4
HO: lead effects|t3:t.11 =0
Worker fixed effects
Week fixed effects

Number of obs.
Adjusted-R?/p-value Wald-y?

TABLE 3

Dynamics of Treatment Effect
Two-Part Model

OLS
(1)
Coefficient
[t-statistic]
0.05
[0.44]

-0.09
[-0.58]
0.09
[0.63]
0.12
[0.82]
0.12
[0.94]
0.09
[0.74]
0.16
[1.35]
0.24**
[2.34]
0.34
Yes
Yes
32,224
0.37

(2)
Odds Ratio
[z-statistic]

1.05

[0.48]

0.93

[-0.60]
1.10
[0.85]
1.13
[0.90]
1.13
[1.19]
1.09
[0.85]
1.17*
[1.71]
1.32%**
[3.30]

0.37

Yes

Yes

32,224

0.00

3
Coefficient
[t-statistic]

0.04
[1.56]
-0.01

[-0.39]
-0.01
[-0.37]
-0.00
[-0.09]
-0.01
[-0.21]
-0.01
[-0.39]

0.01
[0.63]

0.02
[0.70]

0.27

Yes

Yes
15,255

0.36

This table presents the results of ordinary least squares (OLS) and two-part model regressions that examine the
dynamic effect of formal communications about failure on worker performance. Our sample consists of 848 unique
workers of which 320 were assigned to the treatment condition (Treatment = 1) and 528 were assigned to the control
condition (Treatment = 0). We use weekly sales commission data from the treatment period (4 weeks) and the 17
weeks before and after this period to construct our performance measure. The dependent measure in columns (1) and
(3) equals the natural logarithmic transformation of one plus sales commission, and the dependent measure in column
(2) is an indicator variable that equals one for worker-week observations with nonzero sales commissions and zero
otherwise. Of note, the analysis presented in column (3) is based on the subset of worker-week observations with
nonzero sales commissions. Month.qare indicators for how many months until (t+q) or since (t-g) the treatment month
(Monthy) with the first 5 weeks of our sample period serving as our reference period. We use the Kline and Santos
(2012) bootstrap method at the distributorship level to compute standard errors.

*, ** and *** indicate two-tailed statistical significance at the 10%, 5%, and 1% levels, respectively.
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TABLE 4
Treatment Effect on Job-Specific Confidence and General Job Attitudes

AJob-Specific AOvercome Life

Confidence Challenges AOptimism
Coefficient Coefficient Coefficient
Explanatory Variable [t-statistic] [t-statistic] [t-statistic]
Treatment 0.96** 0.10 0.00
[2.00] [1.34] [0.04]
Number of obs. 160 235 244
R2 0.02 0.00 0.00

This table presents the results of an analysis that examines how our treatment changed job-specific confidence,
perceived ability to overcome life-challenges, and optimism during our four-week experiment. The analyses presented
in this table are based on survey responses from workers who completed the relevant questions from both the baseline
survey and the post-experiment survey. Further, Treatment is an indicator variable that equals one for workers from
the treatment group and zero for workers from the control group. See Appendix A for survey questions that were used
to construct our measures of workers’ job-specific confidence, perceived ability to overcome life-challenges, and
optimism. We use the Kline and Santos (2012) bootstrap method at the distributorship level to compute standard errors.

** indicates two-tailed statistical significance at the 5% level.
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TABLE 5
Performance Effects of Increasing Job-Specific Confidence

OLS Two-Part Model
1) (2) 3
Coefficient Odds Ratio Coefficient

Explanatory Variable [t-statistic] [z-statistic] [t-statistic]
Job-Specific Confidence Week 1 0.18*** 1.15%** 0.01

[3.78] [3.98] [1.76]
AJob-Specific Confidence 0.16*** 1.13*** 0.01

[4.00] [4.29] [0.97]
Log(Age) 0.36 1.42 -0.17*

[0.69] [0.81] [-2.31]
Female 0.79 1.73 0.18**

[1.48] [1.32] [1.92]
Log(Tenure) 0.45* 1.35 0.06***

[2.14] [1.91] [2.95]
Distributorship fixed effects Yes Yes Yes
Week fixed effects Yes Yes Yes
Number of obs. 1,921 1,921 1,088
Adjusted-R?/p-value Wald-y? 0.23 0.00 0.19

This table presents the results of an analysis that examines whether increases in job-specific confidence are
associated with improved performance in the post treatment period. This analysis is based on 113 unique workers
from the analysis presented in Table 2 that completed the job-specific confidence questions from both the baseline
survey and the post-experiment survey. See Appendix A for survey questions that were used to construct our measures
of workers’ job-specific confidence. Further, Job-Specific Confidence Week 1 equals the job-specific confidence score
from the baseline survey, 4Job-Specific Confidence equals the change in job-specific confidence score from the
baseline survey to the post-experiment survey, Log(Age) is a logarithmic transformation of workers’ age in years;
Female is an indicator variable that equals one for female workers and zero for male workers; and Log(Tenure) is a
logarithmic transformation of a worker’s tenure with PSI in years. The dependent measure in columns (1) and (3)
equals the natural logarithmic transformation of one plus sales commission, and the dependent measure in column (2)
is an indicator variable that equals one for worker-week observations with nonzero sales commissions and zero
otherwise. Of note, the analysis presented in column (3) is based on the subset of worker-week observations with
nonzero sales commissions. We use the Kline and Santos (2012) bootstrap method at the distributorship level to
compute standard errors.

*, ** and *** indicate two-tailed statistical significance at the 10%, 5%, and 1% levels, respectively.
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TABLE 6
Alternative Confidence Measure

Panel A: Descriptive Statistics on Impact of Video on Confidence

Treatment =1 Treatment=0
(N=136) (N=234) Difference
Mean Median Std. Dev. Mean Median Std. Dev.  Mean
AConfidence 0.17 0.31 0.93 -0.10 0.31 1.03 0.27**
Panel B: Impact of Confidence from Video on Performance
OLS Two-Part Model
(1) (2) 3
Coefficient Odds Ratio Coefficient
Explanatory Variable [t-statistic] [z-statistic] [t-statistic]
AConfidence 0.14** 1.10** 0.02
[2.42] [2.39] [1.71]
Log(Age) -0.46* 0.74 -0.19%**
[-2.58] [-2.09] [-4.90]
Female 0.73 1.90 0.12**
[1.82] [1.87] [2.18]
Log(Tenure) 0.61*** 1.52%** 0.07***
[5.41] [5.54] [3.22]
Distributorship fixed effects Yes Yes Yes
Week fixed effects Yes Yes Yes
Number of obs. 6,290 6,290 2,836
Adjusted-R? 0.16 0.00 0.13

This table presents the results of an analysis that repeats the analyses presented in tables 4 and 5 using an alternative
confidence measure. The results presented in this table are based on 370 unique workers from the analysis presented
in Table 2 who indicated the extent to which they agreed with the following statement from the post-experiment survey:
“Watching the video made me feel more confident.” This question is on a six-point Likert scale and ranges from 1
(strongly disagree) to 6 (strongly agree). We normalized our measure using the mean and standard deviation from all
surveys with non-missing responses (4Confidence). Panel A presents summary statistics of this measure across
treatment conditions, where Treatment is an indicator variable that equals one for workers from the treatment group
and zero for workers from the control group. The analysis presented in Panel B examines whether feeling more
confident after watching either the treatment or control video is positively associated with performance in the post-
treatment period, where Log(Age) is a logarithmic transformation of workers’ age in years; Female is an indicator
variable that equals one for female workers and zero for male workers; and Log(Tenure) is a logarithmic
transformation of a worker’s tenure with PSI in years. The dependent measure in columns (1) and (3) equals the natural
logarithmic transformation of one plus sales commission, and the dependent measure in column (2) is an indicator
variable that equals one for worker-week observations with nonzero sales commissions and zero otherwise. Of note,
the analysis presented in column (3) is based on the subset of worker-week observations with nonzero sales
commissions. We use the Kline and Santos (2012) bootstrap method at the distributorship level to compute standard
errors.

*,** and *** indicate two-tailed statistical significance at the 10%, 5%, and 1% levels, respectively.
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TABLE 7

Internalization of Communication from Senior Management

Panel A: Magnitude of Treatment Effect

Watched Video Multiple Times Watched Video Once
OLS Two-Part Model OLS Two-Part Model
(1) (2) 3 (4) ®) (6)
Coefficient Odds Ratio  Coefficient Coefficient Odds Ratio Coefficient
Explanatory Variable [t-statistic] [z-statistic] [t-statistic] [t-statistic] [z-statistic] [t-statistic]
Treatment x Post 0.33** 1.33%** 0.04 -0.10 0.93 -0.05
[3.21] [3.30] [1.41] [-0.39] [-0.34] [-0.78]
Worker fixed effects Yes Yes Yes Yes Yes Yes
Week fixed effects Yes Yes Yes Yes Yes Yes
Number of obs. 6,290 6,290 3,264 2,720 2,720 961
Adjusted-R?/p-value Wald-y? 0.37 0.00 0.38 0.26 0.00 0.26

Panel B: Timing of Treatment Effect when Watching Video Multiple Times

OoLS
1)
Coefficient
Explanatory Variable [t-statistic]
Treatment x Montht-3 0.08
[0.37]
-0.05
[-0.16]
Treatment x Month t-1 0.31
[1.69]
Treatment x Month o 0.20
[0.74]
Treatment x Month t+1 0.24
[1.25]

Treatment x Month t-2

Two-Part Model

(2) )
Odds Ratio Coefficient
[z-statistic] [t-statistic]

1.04 0.06
[0.22] [1.26]
0.93 -0.01
[-0.30] [-0.13]
1.34 -0.03
[1.84] [-0.47]
1.16 0.03
[0.57] [0.57]
1.23 -0.01
[1.22] [-0.15]

(Continued on next page)
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TABLE 7 (Continued)

Treatment x Month t+2 0.48** 1.50* 0.06

[2.35] [2.16] [1.27]
Treatment x Month t+3 0.42* 1.40* 0.07

[1.75] [1.86] [1.60]
Treatment x Month t+4 0.47* 1.51** 0.06

[2.21] [2.33] [1.19]
HO: lead effectspt3;+1=0 0.32 0.25 0.31
Worker fixed effects Yes Yes Yes
Week fixed effects Yes Yes Yes
Number of obs. 7,030 7,030 3,683
Adjusted-R?/p-value 0.36 0.00 0.39
Wald-y?

This table presents the results of an analysis that examines whether the treatment effect is more pronounced (Panel A) and emerges more quickly (Panel B)
when workers viewed the video that they were assigned to multiple times. Our sample consists of 265 unique workers of which 111 were assigned to the treatment
condition (Treatment = 1) and 154 were assigned to the control condition (Treatment = 0). To be included in our sample, workers must have indicated on the post-
experiment survey how many times they watched the video that they were assigned to. Panel A of the table repeats the analysis presented in Table 2 separately for
workers who watched their assigned video multiple times and those who watched their assigned video only once, and Panel B of the table repeats the analysis
presented in Table 3 for workers who viewed their assigned video multiple times. See Table 2 and Table 3 for further details on these analyses. We use the Kline
and Santos (2012) bootstrap method at the distributorship level to compute standard errors.

* and ** indicate two-tailed statistical significance at the 10% and 5% levels, respectively.
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TABLE 8
Emotional Response to Failure

Other Work No Other Work
OLS Two-Part Model OLS Two-Part Model
(1) (2) 3 (4) ®) (6)
Coefficient Odds Ratio  Coefficient Coefficient Odds Ratio Coefficient
Explanatory Variable [t-statistic] [z-statistic] [t-statistic] [t-statistic] [z-statistic] [t-statistic]
Treatment x Post 0.05 1.06 -0.01 0.28** 1.32** -0.02
[0.63] [0.73] [-0.15] [2.69] [3.06] [-1.03]
Worker fixed effects Yes Yes Yes Yes Yes Yes
Week fixed effects Yes Yes Yes Yes Yes Yes
Number of obs. 8,942 8,942 3,886 15,742 15,742 8,028
Adjusted-R?/p-value Wald-y>  0.37 0.00 0.35 0.37 0.00 0.36

This table presents the results of an analysis that examines whether the treatment effect is less pronounced when workers are less likely to set personal
performance targets due to other paid work outside of PSI. Our sample consists of 722 unique workers of which 279 were assigned to the treatment condition
(Treatment = 1) and 443 were assigned to the control condition (Treatment = 0). To be included in our sample, workers must have completed the following question
from either the baseline survey or post-experiment survey: “Do you have other work for which you receive an income?” We classify workers as having other work
if they indicate having paid work outside of PSI, and as having no other work otherwise. Columns (1) through (3) present the results for workers who have other
work, and columns (4) through (6) present the results for the remaining workers. The dependent measure in columns (1), (3), (4), and (6) equals the natural
logarithmic transformation of one plus sales commission, and the dependent measure in columns (2) and (5) is an indicator variable that equals one for worker-
week observations with nonzero sales commissions and zero otherwise. Of note, the analyses presented in columns (3) and (6) are based on the subset of worker-
week observations with nonzero sales commissions. We use the Kline and Santos (2012) bootstrap method at the distributorship level to compute standard errors.

* and ** indicate two-tailed statistical significance at the 10% and 5% levels, respectively.
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TABLE 9
External Attributions

Frequent Underperformance Infrequent Underperformance
OLS Two-Part Model OLS Two-Part Model
(1) (2) 3 (4) ®) (6)
Coefficient Odds Ratio  Coefficient Coefficient Odds Ratio Coefficient
Explanatory Variable [t-statistic] [z-statistic] [t-statistic] [t-statistic] [z-statistic] [t-statistic]
Treatment x Post 0.09 1.10 -0.00 0.22* 1.25% -0.02
[0.74] [0.82] [-0.13] [1.82] [2.07] [-0.64]
Worker fixed effects Yes Yes Yes Yes Yes Yes
Week fixed effects Yes Yes Yes Yes Yes Yes
Number of obs. 13,362 13,362 7,594 15,470 15,470 5,935
Adjusted-R?/p-value Wald-y? 0.36 0.00 0.29 0.35 0.00 0.39

This table presents the results of an analysis that examines whether the treatment effect is less pronounced when frequently underperforming peers makes it
more difficult for workers to attribute failure to external causes. Our sample consists of 848 unique workers of which 320 were assigned to the treatment condition
(Treatment = 1) and 528 were assigned to the control condition (Treatment = 0). We label workers as having underperformed when they have a non-zero weekly
sales commission below the weekly median of their distributorship. Subsequently, we classify workers as having frequent underperformance when the number of
weeks with low performance in the pre-treatment period exceeds the overall sample median (3 weeks), and as having infrequent underperformance otherwise.
Columns (1) through (3) present the results for workers with frequent underperformance, and columns (4) through (6) present the results for the remaining workers.
The dependent measure in columns (1), (3), (4), and (6) equals the natural logarithmic transformation of one plus sales commission, and the dependent measure in
columns (2) and (5) is an indicator variable that equals one for worker-week observations with nonzero sales commissions and zero otherwise. Of note, the analyses
presented in columns (3) and (6) are based on the subset of worker-week observations with nonzero sales commissions. We use the Kline and Santos (2012)
bootstrap method at the distributorship level to compute standard errors.

* and ** indicate two-tailed statistical significance at the 10% and 5% levels, respectively.
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Explanatory Variable
Treatment x Post

Worker fixed effects

Week fixed effects

Number of obs.
Adjusted-R?/p-value Wald-y?

TABLE 10
Social Norms

High Age Similarity

Low Age Similarity

OLS Two-Part Model OLS Two-Part Model
(1) (2) 3 (4) ®) (6)
Coefficient Odds Ratio  Coefficient Coefficient Odds Ratio Coefficient
[t-statistic] [z-statistic] [t-statistic] [t-statistic] [z-statistic] [t-statistic]
0.21** 1.21* 0.04 0.08 1.11 -0.01
[2.44] [2.26] [0.21] [0.98] [1.46] [-0.21]
Yes Yes Yes Yes Yes Yes
Yes Yes Yes Yes Yes Yes
14,008 14,008 6,659 14,824 14,824 6,870
0.38 0.00 0.33 0.36 0.00 0.39

This table presents the results of an analysis that examines whether the treatment effect is more pronounced when greater age similarity among workers of a
distributorship facilitates the development of social norms that encourage workers to persevere after failure. Our sample consists of 848 unique workers of which
320 were assigned to the treatment condition (Treatment = 1) and 528 were assigned to the control condition (Treatment = 0). We use the coefficient of variation
to compute age similarity and classify distributorships that have a coefficient of variation below the median as having high age similarity, and as having low age
similarity otherwise. Columns (1) through (3) present the results for distributorships with high age similarity, and columns (4) through (6) present the results for
the remaining distributorships. The dependent measure in columns (1), (3), (4), and (6) equals the natural logarithmic transformation of one plus sales commission,
and the dependent measure in columns (2) and (5) is an indicator variable that equals one for worker-week observations with nonzero sales commissions and zero
otherwise. Of note, the analyses presented in columns (3) and (6) are based on the subset of worker-week observations with nonzero sales commissions. We use
the Kline and Santos (2012) bootstrap method at the distributorship level to compute standard errors.

* and ** indicate two-tailed statistical significance at the 10% and 5% levels, respectively.
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CHINESE ENTREPRENEURS:
LESSONS FROM THE NEW WAVE

It is a well-known fact that China is going through rapid social and economic transformation.
In the past three decades of reform, the country has been able to reinvent itself and is rapidly
bridging the gap with the most advanced economies of the world. However, though the reform
process is on the fast track, daunting challenges lie ahead. The widening gap between the rich
and the poor, environment concerns, and the demand for political reforms are a few of them.
But these challenges are the result of the success of the reforms, not their failure.

The success is attributed in part to the role played by the Chinese private sector. As
Professor Wu Jinliang writes in the preface to his book, Chinese Economic Reform,' the
strategy for facilitating the transition from a centrally planned economy to a market economy
is classified into two major types on the basis of the speed of the transition: The “Big Bang”
approach, exemplified by the former Soviet Union, and the “Gradual Approach,” followed
by China. However, according to Professor Wu, “This method is too superficial to reach any
significant conclusion.” Instead, he favors the Hungarian Professor Janos Kornai’s framework
that suggests two types of strategies for economies in transition: Strategy A, which tries
to create a favorable environment for the development of the private sector, and strategy
B, which stresses on the elimination of state ownership as quickly as possible. Strategy A,
concludes Professor Wu Jinliang, is the one followed by China, as depicted in the following
graph.

Number of Employed Persons in Urban Areas (million)
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Source: China Statistical Yearbook 2008

"wu Jinglian, Understanding and Interpreting Chinese Economic Reform, Singapore: Thomson/South West (2005)

7




INTRODUCTION

The black bars represent the number of persons employed in state-owned enterprises
(SOEs) in urban areas between 1998 and 2007. We can clearly see a steady decline in the
number of jobs in SOEs. At the same time, the dark grey bar shows a gradual increase in the
number of jobs in the private sector. It is in 2006 that the dark grey bar surpasses the black
bar. We can say that 2006 was the year when China’s transition into a capitalist economy or
a social market economy, as the Chinese Communist Party likes to call it, was effected. Of
course, things are not as simple as this graph indicates, and there are many other factors that
need to be taken into consideration. But we can at least say that China is following a clear path
to a modern economy and that the success of the private sector is one of the preconditions to
achieve that goal.

However, in China, the environment for private businesses is still not ideal, and there are
many arcas that require reform. According to the Doing Business 2008 report, published by
the World Bank,? China ranks 83rd among the 178 economies included in the study. Table 1
compares China’s business environment with that of a few select countries.

Table 1: Doing Business for Entrepreneurs, World Bank Ranking

Rank (2008) Country
1 Singapore
3 United States
4 Hong Kong (China)
12 Japan
15 Thailand
24 Malaysia
30 Korea
44 Mexico
83 China
91 Vietnam
106 Russia
120 India
122 Brazil

Interestingly, two economies part of the Chinese culture—Singapore and Hong Kong—
are placed on the top of the list of this table. The table also shows that China is better
positioned than the other three BRIC countries—Brazil, Russia, and India. The World Bank
study used 11 different indicators to arrive at these rankings.>

*The report can be accessed at www.doingbusiness.org
3please refer to the China country report at www.doingbusiness.org for a detailed explanation of the indicators included in the
ranking.
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Table 2: Detailed Ranking by Item

Doing Business in China Rank (2008) Rank (2007) Change
Ease of doing business 83 92 +9
Starting a business _ 135 128 7
Dealing with licenses 175 175 0
Employing workers 86 86 0
Registering property 29 28 -1
Getting credit 84 94 +10
Protecting investors 83 g1 -2
Paying taxes 168 173 +5
Trading across borders 42 31 -11
Enforcing contracts 20 20 0
Closing a business 57 76 +19

From Table 2, we can see that China has improved its overall position from 2007,
but it still ranks quite low in critical parameters, such as starting a business, dealing with
licenses, and paying taxes. But this ranking uses aggregated numbers and does not consider
individuals who want to start or run their own business in China. Further, it does not take into
consideration the type of problems they face. Therefore, the authors of this book felt impelled
to offer a perspective on China’s dynamic entrepreneurial spirit. Both authors have been
directors at the Center of Entrepreneurship, China Europe International School (CEIBS) for
a substantial period. The cases included in this book are the result of extensive work at the
center. We have selected nine stories or cases on Chinese entrepreneurs that bring some of the
challenges and problems faced by entrepreneurs in China to the fore, They attempt to cover
the entire gamut of concerns related to conducting business in China—from business creation
to growth and maturity.*

We provide a short description of each of the case studies below:

Chapter 1: Be Careful What You Wish for—You May Get It !
—Planning and Establishing a New Venture

Case Study: From High Technology to Spas: Allen Lee’s Risky Switch

After a casual conversation in an airplane, Allen Lee decides to invest in a foot massage
business that Zhang Kang, the founder and president of Kanzi Foot Massage Health Center
Group (KFHC), plans to develop in Shanghai. The company has 200 centers across China, but

% One area that is not covered in our cases is succession, that is, when the first generation passes the business to its heirs. As
private ownership of business is a relatively recent phenomenon in China, most of the companies are still being managed by
the first generation.
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none in Shanghai. A few of these centers are owned by KFHC, while others are franchised to
different owners.

Zhang is on a visit Shanghai to find a location for a luxury massage center, his first in the
city. Allen sees an opportunity to invest in what sounds like a promising business opportunity,
though he knows nothing about the massage industry. The case details the process of
investment in the center and attempts to develop it. However, it brings into focus how dreams
can, at times, turn into nightmares, as things turn out to be quite different from what they
seemed at the outset.

Chapter 2: Accidental Ventures and Sustainability

Case Study: Wanbo Technology Co., Ltd.

Headquartered in Beijing, Wanbo is a distributor of computer components in northern China.
It supplies a variety of products to computer assemblers and retailers in small- and medium-
size cities, and grew rapidly—from annual sales of RMB 3 million in 2001 to RMB 100
million in 2006. The company projected a 50% growth rate for 2007. However, the pressures
of posting a high growth rate gave little time to management to properly develop the
organization and formulate policies. The incapability of the finance and HR departments thus
poses a major hindrance to Wanbo’s long-term growth. The case poses questions pertaining to
the strategy and the financial viability of Wanbo’s growth plans.

Chapter 3: When the Dream Vanishes: Financial Component of a
Successful Venture

Case Study: Gao Weidong: A Milestone in an Entrepreneur’s Life

This case presents the problems facing a Chinese entrepreneur after the first year of operations
of his vine-importing business. Gao faces an extremely difficult financial situation because of
an investment decision. The very survival of his company is at stake. To help him to overcome
this crisis, he hires a consultant.

Chapter 4: Where is the Money?—Sources of Financing

Case Study: Envisioning the Future: Shanghai Venture Capital (SHVC)

After five years of successful operations, SHVC needs to make a strategic dectsion about its
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future growth. The company was created by the Shanghai municipal government to promote
high-tech start-ups and the VC industry in Shanghai.

Gao Jin, vice president of SHVC, wants to reformulate the earlier strategy and explore
other possibilities. Among these is the expansion of activities to provinces around Shanghai
and participation in international funds. This case explores these issues and the evolution of
the VC industry in China.

Chapter 5: When Success is Looking for a Strategy

Case Study: Shanghai Red Star Engineering

Shanghai Red Star Engineering is a family-owned manufacturing company with 300
employees. Ever since its inception in 2000, the company has been growing rapidly at an
average rate of 20%, with profits before tax varying from 8% to 10%. Rapid expansion in
production, however, gives little time to the management team to formulate personnel policies,
make plans, and update computer systems. A new order that seeks to account for 40% of its
production triggers heated discussion among the top brass on the company’s future course of
action.

Chapter 6: The Dangers of Rapid Expansion: The Road of
Franchising

Case Study: Ahua: The Franchising Dilemma

Chen Renhua, the owner and general manager of Ahua, a leading mother-baby care company
in China, is pondering about the future of his organization. Since its inception in 1993, Ahua
has grown into a company offering products such as baby hair pins, pictures, and albums,
as well as services including prenatal education for pregnant women, preschool education,
and nursing services for babies. Having followed the franchise model since 1994, Ahua has
been successful in quickly expanding its business all around China, but suffers from limited
management control. Thus, Chen needs to take a call whether to terminate the franchise
system or continue with it.

Chapter 7: Leadership Crisis: When 24 Hours is not Enough

Case Study: Fugima Washing Machine Corporation

After years of successful operations and rapid expansion, Fugima Washing Machine
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Corporation (FWM), established in 1987, found itself grappling with major challenges in
2000. These included fierce competition from both domestic and foreign companies, failure
of its new product—HDT-2000, and internal conflict. To make matters worse, Wang, CEO of
FWM, was hospitalized for three months, which paralyzed the company’s decision-making
system. This case provides an insight into the typical problems facing Chinese companies in
a growing competitive market environment and the changes in management styles that these
organizations had to introduce to continue with their growth plans.

Chapter 8: Strategic Leadership and Execution

Case Study: WWRC Shanghai: The Threat to the Middleman®
Worldwide Resins and Chemicals (WWRC) Shanghai was one of the leading distributors
of special chemicals in east China, and connected local customers with producers of special
chemicals outside China. It performed well during 1997-2006 because of its prudence
in selecting and executing the right business strategies. With changing market dynamics,
however, the company faced challenges such as sluggish growth in construction-related
coating, ink, and plastic industries; fierce competition from local producers; and demanding
customers. Although the company’s performance in terms of revenue, profit, and productivity
was positive, Wang Huitao, the main founder of the company, was aware of his company’s
limited growth in the current industries, and knew that the company would not sustain its
profitability if strategic changes were not introduced. Wang listed four options—new business,
own brand, new application, and new products—to help the company combat changes in the
Chinese market. This case encourages students to analyze and evaluate the options that Wang
presented.

Chapter 9: Building an International Business

Case Study: The “Fruitful” Journey of China Haisheng Juice

In barely 10 years of its existence, China Haisheng Juice Holding Co. Ltd captured 20% of
the export market for apple juice concentrate. This case discusses the evolution of the firm
and its founder, who recalls his experiences while establishing the company. In its early years,
Haisheng survived fierce competition from other domestic juice producers and two major

SA middleman, also called reseller, is a company or individual that purchases goods or services with the intention of reselling
them rather than consuming or using them, Available at: Wikipedia, the free encyclopedia, http://fen.wikipedia.org/wiki/
Reseller
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crises—US FDA charges of pesticide residue in products and the anti-dumping case slapped
by the US Apple Association. With the help of Goldman Sachs, Haisheng floated an IPO in
2005. The firm is now considering new avenues of growth.

We hope that this collection of cases will help those not familiar with the Chinese market
better understand entrepreneurship as it exists in the country. And for those planning to set
up a business of their own, we hope that the experiences discussed here will help avoid the
mistakes committed by the companies described here.
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Be Careful What You Wish For — You May Get It!
Planning and Establishing a New Venture

CASE STUDY
From Technology to Spa: Allen Lee’s Risky Switch

Allen Lee,! born in the city of Lanzhou, China, was sitting in an airplane, waiting for it to take
off. Tt was the Chinese New Year,> and a family reunion had been planned. This was the first
time in the past five years that Allen was visiting his hometown. He recalled the time when he
had just completed his bachelor’s degree at Shanghai’s East China University of Science and
Technology in 1992 and started his career by joining PetroChina. In 1996, however, Allen had
returned to his alma mater, to carry out research on telecommunications software. In 1998,
he left the institute and started his own business in Shanghai in software development for
telecommunications companies in China.

Today he was no longer the inexperienced young man he was eleven years ago,
with a mind brimming with ambitious ideas. As a young entrepreneur owning three IT
companies, Allen was undoubtedly successful. However, he was always in pursuit of business
opportunities.

At this moment, Allen’s flight to the past was abruptly interrupted by a bulky man
who took the aisle seat beside him. The man was about 50 years old, dressed simply. Allen
greeted his neighbor and introduced himself. A little later, they exchanged business cards. The
gentleman’s business card read: Zhang Kang, President and Chairman, Kangzi Foot Massage
Health Care Center Group (KFHC). Allen also recognized the logo of baby footprints, which
he had seen extensively advertised all across Shanghai.

Sitting beside him now was the owner of that company.

“Nice to meet you! I admire people who are computer professionals,” Zhang said joyfully
after getting acquainted with Allen. “And you are pursuing an IT entrepreneur in Shanghai?
That’s great!”

“You have a much greater stature than I have,” Allen said, pointing to the corner on the
visiting card that stated Zhang’s designation. Allen could not hide his delight and added, “Your
group already has 200 centers. That’s quite an achievement!”

! All the names have been changed to maintain confidentiality.

? The Chinese New Year falls on a different date every year. It starts with the new moon on the first day of the year and ends
on the full moon 15 days later. New Year's Eve and New Year's Day are celebrated as a family affair, they are a time of
reunion and thanksgiving.
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While talking to Zhang, however, Allen was reflecting on his own situation. Allen
owed a large part of his success 10 China’s economic reforms. He had been able to take
advantage of both the earlier planned economy and the emerging market economy. He was
familiar with his customers, who were not only managers in the corporate sector but also
administrators in the public sector. His telecommunications software development business
had grown exponentially in the past five years, and had enough cash to invest in new business
opportunities. Allen felt that Zhang had appeared just at the right time for him.

“That is luck ... you know, first-mover advantage,” Zhang said about his foot massage

e business growing at such a fast pace, I have been under

business, “actually, with th
such as Beijing and Shanghai.

tremendous mental pressure. I want to expand in large cities,
But to do so, I need the help of professional and experienced managers, like you.” It was
almost as if Zhang had sensed Allen’s ideas and concerns.

At his end, Allen became seriously interested in such a completely different line of
business because of Zhang’s imposing personality. He responded enthusiastically, “Hey, why
don’t we have a detailed discussion on this? It sounds interesting to me and, perhaps, some

other people I know may also be interested in it.”

7Zhu Introduces Foot Therapy to Allen

Encouraged by Allen’s interest, Zhang elaborated the origins and benefits of foot massage
therapy. Foot Massage Health Care was born out of China’s traditional medical practices. In
ancient times, the Chinese considered that the feet represented the entire body in a miniature
form. For them, different points on the feet corresponded to different parts or organs of the

“Normally, a well-trained foot masseur can identify a person’s illness within

human body.
m/her of certain

minutes. Foot therapy can completely relax a person and even cure hi
diseases—it has proven therapeutic effects,” explained Zhang (Exhibit 1 and 2).

Gazing outside the window, Allen was weighing the possibilities in entering this
unfamiliar territory. He was reflecting over the dramatic changes that China had witnessed
during recent years. Since the progress of the “open-door™ reforms, China had entered a
new era of development and stability. Private enfreprencurs were encouraged, protected, and
respected more than ever before. The state’s long-term development policy was improving

the living standards of the population. Further, income levels had been steadily increasing. All

these factors convinced Allen that people would pay greater attention to their health and well-

being in the coming years.
As far as the labor market was concerned, China had an estimated population of 1.3

billion, of which 900 million continued to live in rural areas. This enormous figure provided
a huge pool of unskilled labor and presented the Foot Massage Health Care enterprise as

h Central Committee of the CPC in 1978 marked the start of China’s “Reform and

3 The Third Plenary Session of the Elevent
Open-Door” policy. Fconomic development zones were set up in southern China to attract overseas investment, foreign

technology, and advanced management methods; and ultimately introduce the market-economy mechanism.
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under tremendous mental pressure. One of his main concerns was that most KFHC centers
targeted high-income people based in flourishing cities, but a few centers only provided
ordinary foot massage service without any differentiation. Moreover, the concept could be
easily copied. Further, the company suffered from severe cash flow problems. Although more
KFHCs were being launched, the total profit from existing centers was on the wane.

With about 200 KFHCs nationwide, Zhang was becoming increasingly dissatisfied
with his management team. He was encountering difficulties in finding the right talent for
managing the centers. Although he took considerable efforts to ensure high-quality service,
customer complaints were increasing, especially as clients were becoming more demanding.

Allen’s gut feeling was that Zhang had opened too many KFHCs, in which he was either
the sole investor or the majority stakeholder. Being a farmer’s son, Zhang’s philosophy was
to control everything. Further, Allen believed that the company’s brand value had not been
fully capitalized on, and a majority of the cash was locked up in real estate. Following the
detailed discussion with Zhang, Allen felt that he could offer help and, in the bargain, grab an
investment opportunity for himself.

“Hey, why don’t we meet again after I return to Shanghai?,” Allen said, “You know, 1
was just looking for new business opportunities, and your company Seems to be the perfect
match for my current needs. 1 need to talk with a few people, but T might be able to gather a
small number of investors. Let’s meet again when we are back in Shanghai and explore the
issue further. We can work out a business plan for a potential partnership. I want to better
understand the current situation of your company (Annex: The Business Plan). If it works, 1
can put money in it; otherwise, you will still benefit from my suggestions.”

“That’s,a great idea!” Zhang exclaimed, “Call me when you are back. I am sur¢ we can
achieve a lot together in the future.” Although nothing was yet certain, Zhang had already
started counting on Allen as a partner.

Amid such plans of collaboration, the aircraft landed at Lanzhou’s Zhongchuan airport.
Allen was overwhelmed with happiness as he stepped onto his hometown. He felt the urge
to mix with the crowd: Most people were headed for their family reunions, and had an
expression of unmistakable longing on their faces. He shook hands with Zhang, exchanged
New Year greetings, and promised to contact him as soon as he reached Shanghai. Curiously

enough, Allen was struck with the same feeling that he had when he started his first company

eight years ago.

Annex:The Business Plan
Once he returned to Shanghai, Allen presented the plan to a few of his friends. Eventually,

an investment team was formed. Tt comprised eight members, all of whom were successful
entrepreneurs looking for opportunities for a second investment. Together, they carried out a
study on KFHC to analyze whether this was a promising line of business. After an initial brief
brainstorming session, a plan was worked out, which included personal visits to certain Kangzi
Foot Massage (KFM) centers, a customer survey, and a series of interviews with Zhang and his key
managers. The following is a summary of the report prepared by Allen and other investors.
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Preliminary Study
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Zha . . .
andl;g- enjlt)yf:d the gree}test authority in KFHC since it was a privately owned company. He
e ! ;sarelatlves occupied all the important positions in the organization. However, the ﬁrm
clear organizational structure. All the decisi iti . ,
. ons, whether critical or insigni
pevece r insignificant, were
: 'y hang. It was not uncommon to find Zhang encircled by people seeking i i
on trivial matters. B Hstuetions
7h . . .
o dang had1 categorized his organization according to various “regions.” Each region
several provinces, such as the northeast regi ich i '
over v , egion, which included th i
Lianing, Jilin, and Heilongji s the
, , gjiang. Further, each region had a regi
g, | \ ional manager. Thus, th
organization was structured geographi iti ; vor ol
: phically. In addition, regional m
required to manage cities/centers in thei 1 , oy
eir territory, but also expected i
departments and teams for m ing, traini : e eonton sy e
arketing, tr i
e g, training, development of new centers, quality control,
The K i j i
e Succzlslsg?fbtfnctlj na-me was a major advantage enjoyed by the company. Equally critical
¢ business were standardized services and quali
addition, setting up a foot ma 1 i st w1
. ssage center required careful planni decisi
o seting up & & ' - planning—decisions needed to
ging from site selection to lease contract iati {
e O Ssues ranging fr act negotiation. These decisions
ailure of a new center, even befs i
T s the ol oo , ore serving the first customer.
cr of the firm, but the current scal i i
o b 0 ndlae b oach e ) nt scale of the business did not
etailed work anymore. Moreov ith hi i
. . er, with his hold losing o i
bus1r;z;s, the number of unprofitable deals increased, adding to his woes B overtis
sough tHg st -straFefy was to establish a professional and standard service. The company
o distinguish itself from low-quality service i -
providers and was successful i i
I~ . 10 stul in capturin,
String:nsthare Ef the? lr.ngh-end market. By standardizing service procedures and enforcing
o ;g - w;)r l113.01101133, KFHC ensured a consistent service level. It was military-style
mane ;f._r;l " eirfl , W 11ch, h(ilv_vgver, greatly helped KFHC in providing the same service to every
. If employees did not follow procedures, they w i i
custorer. ‘ ] lures, they were penalized. This style was suitable
o :rl:/cirz 1nte.nswe busu_ness, but greater training was required to develop a more professional
e-oriented attitude. Further, KFHC did not have an effective incentive system as

employees received a fixed amount of mon i
. ey for serving customers. Thi
plunging employee morale and enthusiasm. : s posed e fhrestof

ok

In
Se::is:;)rss; leg bs{[ Al}ieln therefore proposed that the company should resolutely follow a high
andard, while a new incentive syste i i i
et v contor o ystem must be designed in accordance with the profit
Anhui , .
i nglgl Zhal.lg Kang: s home province—was among the most populated provinces in
- However, it was difficult for young people to find a job there: This provided a large

21




CHAPTER I  Be Careful What You Wish For - You May Get It!—Planning and Establishing a New Venture

labor pool for KFHC. Salaries for young people were also extremely low. Meanwhile,
working for an entrepreneur operating in one’s province was thought to increase loyalty
among employees. Owing to these factors, KFHC recruited people solely from Anhui.

However, the new investors recommended that KFHC should emphasize an appropriate
educational background for selecting candidates, as opposed to stressing the place of origin.
If employees lacked requisite knowledge, it would be difficult for them to understand the
nuances of health care and foot massage. A senior middle school degree was proposed to be
the minimum requirement for working at KFHC. Further, in order to find the right employees,
investors suggested that KFHC should consider candidates from other provinces.

At the same time, it was suggested that KFHC should select managers on the basis of
their professional achievements, instead of family affinities. The investors felt that the current
managerial team was not large enough for a business with 200 outlets, and plans to add
another 200 in the near future. The time was ripe to set up a professional organization and
bolster its brand name, which was probably the most valued asset in a business segment with
extremely low bartiers to entry.

In addition, field survey statistics of KFHC centers in flourishing commercial areas
revealed that most customers rarely came alone. It was normal to regard a foot massage as a
social activity. As per the survey results stated below, customers usually came in groups of

two to four persons:

. Visit by 1 person: 9%

« Visit by 2 people together: 23%

« Visit by 3 people together: 29%

« Visit by 4 people together: 21%

« Visit by 5 people and more together: 18%

The design and decor of most KFHC centers was similar, if not identical. Zhang laid great
«standardized service.” However, certain centers had identical
ches, which were either not optimally used
f customers. There was thus room
removable partitions could be

importance on the notion of
“private” massage rooms with four massage cou
or were not big enough to accommodate large groups 0
for building massage rooms of different sizes. Additionally,
set up for meeting the needs of large groups of customers. By implementing this simple
change in layout, it was estimated that the number of customers per day would increase 7.8%,
significantly improving the turnover of a few centers, especially those located in the busier
areas of downtown cities.

The investors recommended that since KFHC was an established brand name with
nationwide coverage, Zhang should abandon the idea of “owning” all the centers. They also
proposed the franchise system as an alternative to complete ownership. The new KFHC
centers were capable of providing the required level of service; thus, it was not necessary for
Zhang to be the sole owner. The investors advised Zhang that the franchise system would

considerably reduce the capital required for opening new KFHC centers.

CASE STUDY From Technology to Spa: Allen Lee's Rishy Switch

. t}i\/leamzhﬂe, 1;was also time to consider the less competitive market of Beijing. Supported
y the well-established Kangzi brand, KFHC '

- wel , was expected to expand quickly th
franchises in the city. Establishin i i y ot ok

. g a flagship center in Beijing was th i
for the company at this sta i : oot e
ge. It was envisaged as a center with world-cl i
standards, which could be differenti e e oot
R iated from other
Spandards, whie parlors, and thus successfully penetrate
. Ho;.vever, there were certain challenges to consider. One of the biggest concerns was
Th@g imself. He_ had an overbearing style of management, which was not easy to change
: f;s was a potential are-a of conflict between the different partners, as they believed in a;
erent management philosophy that entitled employees and professional management
to more autonomy. ement feams
med.Th:: group also needed to consider threats from possible competitors, such as Chinese
" 1.(;a1 mz;saie l;:enters, sauna shops, beauty salons, gyms, and even massage centers in
ospitals. of them could casily chan i i
ge their service range to enter thi

; m c is market segment.
: I:)\.?vevei,r:ﬂer considering 'all the pros and cons, the investor team considered that the return
o a11111vets ! ent (1.101) for this business could be quite attractive. Therefore, the team advised

g to invest in a new center in downtown Beijing. This center would be the pilot project

and, depending on its success, could re i
i present the birth of a new K i i
also be the model for the franchise chain. el This center would

End of Preliminary Study

A

ﬁef:;::hthe initial study, the investor team came up with a proposal to set up a new foot massage
care center in Beijing. Allen and his friends i
. would adopt Kangzi’s service standa
H [13 1] rd’
:nu:)}tlhthi) rlght to use the _Kangm brand. Zhang understood that the new center required
- er business model, a different process and style in order to become successful. For Allen
ere were several challenges ahead, but he was rather excited by the new venture Equally:

convinced, the other investors signed . )
April 2006, gned a memorandum of understanding (MoU) with Zhang in

Memorandum of Understanding between Zhang and Investors

Basted ‘on StEe ea;flier analysis, the investor group proposed that Zhang should open a new
center in Shanghai. This center would serve as a mod i

el for a franchis in i
Other terms of the MoU are stated below. ¢ chain in fhe fuwre

* An 1nv§sunent worth RMB 6 million would be made. The amount would be pooled in
by the investors, while Zhang would contribute intangible assets, including the Kangzi
bra_nd, goodwill, management expertise, standard foot massage’ service, and fran I%ZI
which was valued at RMB 1.8 million (30% of the company’s total shar:as) o
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A limited legal entity for a new center in Jianguomen*, Beijing, would be established.
The Board of Directors would comprise the eight members of the investment team

and Zhang.
Allen would be appointed the Chairman of the Board, while Zhang would assume the

role of the General Manager, responsible for all business decisions.
The company would have a registered capital of RMB 1.8 million (30% of the total

investment).
« The new company would be set up in June 2006.
« The center would be opened six months later.

Business Plan for the New Center

Foot massage services were the core business of the newly established center, but other
services, such as body massage, sauna, and traditional Chinese medicinal treatment, were
also proposed to be incorporated. The center’s long-term goal was to become a high-standard,

multi-functional health center.

Pricing Strategy

The center was proposed to be located in 2 conspicuous area to attract the target customers—
businessmen and white-collared workers. For this, the investors recommended the Saite Plaza
at Jianguomen, Beijing, a famous high-level shopping center located in the commercial heart
of the city. Further, the KFHC staff necded training to improve its attitude toward serving
customers.

It was recommended that VIP cards should be issued to frequently visiting customers.
These would offer both recognition and discounts. There were two kinds of VIP cards: Those
offering 10% discount and those giving 20% discount, based on how frequently the customer
visited the center.

The company used differential pricing for foot massage to provide benefits to preferred
customers. Other service items were to be available at a fixed price. The quoted price was
applicable to one-time CONSUIMETS, while the favorable price was extended to card members.

Table 1: Quoted and Discounted Price (RMB)

. Herbal Skin | Qigong
Price of Foot Body Back Acupuncture | Anti-Aging Relaxation | Sauna
Service Massage | Massage | Massage Treatment | Treatment
Quoted 98 118 28 48 48 148 38
0,
D 88.2 N/A N/A N/A N/A N/A N/A
iscount
0,
S 78.4 N/A N/A N/A N/A N/A N/A
iscount

4 One of the premium commercial areas in Beijing
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Other Sources of Income

. s .

Structure of Income from Traditional Businesses

Services
65% | 35%
!__I_\ | |
Foot Back  Whole Body Othlrs
55% 10% 10% 25%

Expenses Incurred by the Center (area: 3,000 sq. m.)

* Business equipment: RMB 500,000

* Decor: RMB 2 million

* The depregajcion period was five years. There would be no salvage value at the end of
the depreciation period. Depreciation was calculated by the straight-line method ’

. Rent:.About RMB 250,000 per month {(down payment: RMB 1.5 million for 6 m-onth

« Salaries and benefits: Monthly salaries (including commission) fo i )
e D 56. 000 r a center with 28 staff

* Advertising: RMB 200,000 (The mai isi
and leaflcts) (The main advertising methods were newspapers, billboards,

Return on Investment

Th i r
e ;:;@pany expicted that its costs and expenses would increase 10% a year, while revenues
would increase 20% a year till the third year of operations, and then remain constant

Table 2: Return on Investment (RMB '000)

Year
Item Year 0 Year 1 Year 2 Year 3 Year 4 Year 5
Revenue 4,892 5,391 5,823 5,823 5,823
Investment 2,500 J
Rent 3,000 -3,240 3,499 3,499 3,499
Wahtges . 672 726 784 784 784
Advertisements _ 200 216 233 233 233
Other expenses ' 300 324 350 350 350
Total outflow (2,500). (4,172) (4,5006) (4,866) (4,866) (4,866)
Net cash flow (2,500) 820 886 956 956 956

Internal Rate of Return (IRR) = 23%

25




—

CHAPTER 1  Be Careful What You Wish For - You May Get It!—Planning and Establishing a New Venture
CASE STUDY From Technology to Spa: Allen Lee's Rishy Switch

Business Process in relation to Critical Success Factors (CSF)

BUSINESS PROCESS

CSF (after analysis)

Shop Selection (A)

$

Shop Approved by
Authorities (B)

¥

Shop Rent Negotiation
with Landlord (C)

&€

Staff Recruitment and
Training ( D)

¥

_ Shop Decor and
Facilities Purchase (E)

¥

Shop Operation and
System Standardization

(F)

$

Customer
Satisfaction (G)

£

Low Operation and
Maintenance Costs (H)

The location of a shop is critical
to make profits. A large customer flow
and customers who are “willing to pay”
guarantee profit flow. Advertisements are
also required at appropriate places.

The joint venture will assure
authorities that the center will comply
with regulations and obtain its final
approval.

Through skillful negotiation with
the landlord, a reasonable rent amount
can be settled on, which is crucial for
maximizing profits.

Qualified staff members can offer
good service and they form the basis of
running such a business.

The shop will be designed following
an inexpensive, popular, and unified
architecture style. It was also decided
that similar facilities would be purchased

elsewhere and used to bolster the brand
name. Further, retail chains of the store
were planned to be launched.

Standard services will guarantee
a high quality of service that will help
maintain and develop the brand name.

The customer is always right.
Various promotional services will be
carried out to attract and retain customers.

The JV will strive to maintain low

operating costs to maximize profits. Only
the shop incurring the lowest cost can
survive the competition.

|
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Exhibit 1: Foot Reflexology Chart

Exhibit 2: Foot Massage Process

Customer Arrives

}

Customer’s
feet are dipped in hot
medicinal water

:

His/Her feet are
massaged and illness

diagnosed

l

Back is massaged

l

Customer Departs

Exhibit 3: Foot Massage

Exhibit 4: Entrepreneurs/Professionals at a
Foot Massage Center
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CASE COMMENTARIES
CASE COMMENT ARIES ;;Stsa but it is quite different from the IT industry that Allen is accustomed with
ang’ i
i egvi rmiani li)r':])jble.m seems to be the lack of managerial talent to drive his c0mp:§ ,S' FO];I;I;’
COMMENTARY 1 , in the business plan prepared by Allen and his friends, their role in the govg;)a .
- » nce

Rama Velamuri
PHD Professor of Entrepreneurship,China Europe International Business School (CEIBS)

There is a story of a real estate entrepreneur, a banker, and a media and entertainment
(M&E) expert who met over dinner. The real estate enfrepreneur was atracted to investment
opportunities in banking, the banker thought that the M&E sector offered attractive returns,
while the M&E expert was looking to invest in real estate. The story highlights the illusion
that entrepreneurs and managers sometimes fall prey to, which is best encapsulated in the
old English saying—"the grass always seems grecner on the other side of the fence.” 1t takes
many years of experience in a specific sector to realize how difficult it is to make money in it.

Allen Lee seems to have fallen prey to the same illusion. His business in
telecommunications software development doubled revenues every year over a five-year
period. Yet, when he met Zhang Kang, he concluded that diversification into an unrelated
business—Kangzi Foot Massage Health Care Centers (KFHC)—would offer him higher long-
term growth than IT.

Allen considered several factors that would drive growth in a lifestyle business such as
foot massage centers: China’s high macroeconomic growth resulting in higher disposable
incomes, a stable currency, and a large pool of manpower. Yet, one could argue that the same
factors cotild also have a favorable impact on the IT business in the long term. Therefore, the
first impression that one gets from reading this case is that Aljen has perhaps been 100 hasty in
concluding that investing his money in Zhang’s business is more attractive than investing in
his own company.

From the viewpoint of Allen and his friends, there are 2 number of red flags that a
potential investment in KFHC should throw up. The first question to ask is whether Zhang
Kang is the type of entreprencul who would feel comfortable sharing the ownership of his
business with strangers. Based on what Allen and his friends have seen, it would appear that
the answer is “No,” since Zhang seems to be a traditional entrepreneur in all respects: He
trusts only his family members with key positions in the company, makes all the decisions on
his own, and has not shown any willingness to share the ownership of his business to date.

Second, the sector itself faces certain problems: Barriers to entry arc low, the concept
can be easily replicated, sustaining consistent service quality seems difficult, there are several
substitute services, and Zhang’s business is facing profitability problems (profitability per
outlet is declining at an alarming rate).

Third, would Allen and his friends, who are university educated and working in
Kknowledge industries, share the same values as Zhang, who is uneducated and relies primarily
on unskilled labor to drive his business? Zhang’s focus on discipline that is akin to a military
approach to management might work in an industry where workers have low opportunity
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in the managerial experti ;
pertise of the new investors, th i
. ) , the business plan .
fnen'cl{s view themselves as purely financial investors plan suggests that Allen and his
he new i L
the Leyout of tglevzstgri proi?slfd two changes in the business. They recommended changing
utlets, which they believed would It i ;
7.8%. The : result in a productivity improvem
with(:) . hzvéillllso trec-omm‘ended a franchise system, which would allow KFEC t(l)3 grow t?si >
O fn _0 1nvest'1arge amounts of capital. Allen needs to realize that the secoeg
P 1sd not.go1‘ng to be easy to implement, for two reasons. First, a prerequisite tl“l
applics no,;g onls in téli‘ll‘dlzatl(')n, which is necessary to ensure replicability. TI;is standardizati;) :
process, from ijzie(r)ltif;quality Ot; customers” experience but also o every single Organizationafi
? ing store locations to recruiting, traini i o
performin gy . i g, training, and incentivizing work
through ai ia1111 ;he ?dmlmstratlve tasks. This level of standardization can onlyie ach?;S tZ
hat b has tg e;e of process orientation, which Zhang does not seem to possess (th ; .
o organizaj ma ; all the key.demsions indicates that decision-making processes are : af:t
ion). He has admitted that even the quality of customer experience haSI; or in
roven

difficult to standardize. Th
. Thus, Allen and his friends must b
e
challenges before the business model is ready to be franchisedready 10 overeome a number of

Iln ;tl):r'lhef, ctlhis case raises a number of interesting issues:

. Why qes Allen think that investing in KFHC i - ive i

) \t;;;r; tdc:;:%:l(i inlT, a bgsineés that he has vast ex;:riltrallfs: i?lt;racnve e fong ferm
bt do Capi:ar;?ag\;dh 111.5 tir@nds th%nk they can contribute to KFHC, beyond

| pancial cap beéWemat 1115 eir role going to be in the day-to-day operations of KFHC?
Zhons b il e o ¢ ‘flues of Zl‘lang and those of Allen and his friends? Will
hang be Wil are t' e 0@ersh1p of the company with investors who are not

o him through either his family or his village in Anhui Province?

COMMENTARY 2
Allen Lee’s’ reflections

g

5 H - .
ThlS Commentary iS an i y

mterview OfAllen one year aﬂEI he (1ecided fo ill\c’e t

o ’ . - st 1n KFMH. His real name haS been Changed to

29




CHAPTER 1 Be Careful What You Wish For - You May Get It! - Planning and Establishing a New Venture

that we lost approximately RMB 20 million.®

Zhang told us that he owns 200 foot massage health care centers; however, we later
discovered that this was far from the truth. “Kangzi” was a famous foot massage brand name.
There were more than 200 Kangzi foot massage centers across China. But Zhang did not own
them all. At least seven companies were using the Kangzi brand.

However, I believe it was not his fault but ours. We belicved that he was an expert in his
business. When he asked us for investment, we gave him the money without any hesitation.
We trusted him and allowed him to do what he wanted. In the beginning, we gave him RMB
10 million. Later, when he required more money, we provided him with that as well. This
happened more than once. We had signed a contract that was only a piece of paper with our
names and the amount of investment made by each shareholder.

We rented the fourth floor of a well-known eight-story shopping mall at Saite Plaza,
Jianguomen, and paid for a half-year lease. After three months, I called Mr. Zhang to know
the progress on interior decoration. His answer was that work was under way. Earlier, he
had told us that interior decoration would be over in two months. In addition, he told us that
something new was required to be introduced, along with foot massage, at the center. He told
us to consider importing the “Secret Stone House,” a kind of sauna room, from Korea. For
this, he suggested visiting Korea. I was busy at that time, so I told him to check with the other
shareholders. They were busy too. Thus, he twice went to Korea alone. And it took almost
three months to import the Secret Stone House.

At that time, the six-month lease contract expired, and the property owner raised the rent,
so we had to invest more and renew the lease for another six months. Three months after that,
the decor was still under way. When I inquired about the reasons, he gave various excuses.
Meanwhile, I came to know that he had opened another foot massage center in Shanghai,
using the same decor company and material suppliers.

When the decor work was about to finish, he again asked us for money. He said he had
invested RMB 1 million, so everyone else also needed to increase his or her contribution.
We gave him another RMB 10 million. We were anxious to know when the center would be
officially opened. After one year, he was still working on the decor. All the shareholders flew
to Beijing to have a meeting. Meanwhile, the lease contract expired again. The property owner
asked us for money.

Actually, the owner did not like Zhang as he did not comply with construction
regulations. The water leakage at our center soaked shoes worth RMB 40,000-50,000 of an
exclusive shoe store. The store owner complained to the property owner about it and asked for
compensation. But Zhang refused defiantly. In addition, the decor work made the floor sink.
A considerable amount of steel was used, which endangered the building’s load capacity. The
property owner wrote a letter to us on eight issues, including extensive use of steel and water

leakage, saying that he was unwilling to continue the lease. He did not want to talk to Zhang,
since he regarded him a man without reason. Following this, we had another board meeting

5 RMB is China’s official currency, whose basic unit is yuan. In 2008, 1 USD = 6.8 RMB.
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in Btleijing and paid compensation to the shoe store. Within two days, we presented a plan to
modify our design by adding more supporting framework. We also promised the property
owner to pay the rent within 10 days, in the hope of continuing our lease.

Several months later, everything was ready, but we had no money to start the business
We had to buy TVs and furniture. Zhang borrowed RMB 2 million from a few of my ﬁ‘iends.
and promised them to return the money within two months. The center was opened, but it did
not continue for too long. Within one month, the fire department asked us to stop c;perations
According to regulations, we had to obtain a license before opening the center, which Zhang,'r
ne\-r.efr did. He explained to us that he had never encountered such a regulati,on before and
Beijing was different in this regard from his province Anhui. We finally resolved the problem
and paid RMB 100,000 to obtain the license. In addition, we had to alter the pipelines in
accordance with the fire regulations, which involved an investment of RMB 300,000. At last
v.ve were allowed to open the center. Zhang promised me that there would be no ’problem thi;
time and we would start earning money soon. He apologized, explaining that he did not realize
that things are more complicated in Beijing than in his province.

However, in less than 30 days, other authorities in Beijing stepped in saying that we
hadl not complied with one or the other regulation. At this point, all the shareholders became
furious and asked Zhang, “Why didn’t you obtain all the permits in advance?” Zhang
ans.\.a‘rered, “In my province, we use money [under the table] to solve these problems, but
Beijing is different.” To top it all, the court sent us a letter stating that we owed RI\;IB 5
million to the decor material suppliers. This came as a surprise to everyone. We had another
bqard meeting in Beijing, and we decided to get rid of Zhang. It was still hard to accept the
failure of the project. In total, we lost approximately RMB 20 million in this venture.

The company was declared bankrupt and put on sale. Zhang’s accounting books were a
mest. I could not figure out any precise number. The company was worth approximately RMB
5 million, which would cover some of the debts that we owed to suppliers and shareholders

We learned the lesson the hard way. Afterward, we wanted to find who Zhang really w‘as
He had a Mercedes-Benz 600. But was that really his car? We did some investigation anci
foulnd that he had bought the car on installment. He still needs to pay RMB 40,000 per month;
so it was not really his car. Evidence was aplenty that he was actually not as wealthy as hr;
pretended. For example, when we traveled abroad for a golf event outside China, he did not
even have a credit card for foreign currency. He borrowed USD 7,000 from one of ,my friends
After returning to China, he only paid USD 2,000 to him. .

We also visited the Kangzi foot massage centers in other provinces. We asked the people
employed there, “Is Zhang your boss?” “No” was the answer. “Do you have to pay him money
every year?” “Absolutely not.” When we asked Zhang about this, we finally got to know the
truth. The first Kangzi foot massage center was opened by him in Anhui. As time passed
many staff left the center and opened their own foot massage centers at other locations As:
Zhang had not registered the name Kangzi, other owners made Kangzi their centers’ na-me
Many of these Kangzi centers had no relationship with Zhang. In reality, he owned only 1(;

centers, but many of them did not pay him any money. The managers at Zhang’s centers were
not well-educated and did not follow contracts and legal obligations.
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A few days ago, I was at one of Zhang’s foot massage centers and met him. He
complained that we did not help him while he was on the construction site all day through. We
were busy and had left everything for him to do. T admit, we also made mistakes. As Zhang
had limited business education, we felt we could not ask him for a business plan, feasibility
report, budget plan, etc. We trusted him as he looked reliable, and we believed that he was an
expert in this business. It was, in part, our fault.

I regard this as a precious learning experience. First, we realized never to make any future
investments blindly. Second, we must stick to proper procedures while making investments. If ¥
we want to open a center in Beijing, we must hire an accounting firm or people with expertise ;
in finance to take control. For any important decision or expense, board members must have a
thorough discussion. And for every cent that is spent, there should be a written agreement on
how it will be spent. From this experience, we realized that foot massage is not as profitable a
business as Zhang had told us. However, if well-managed, it could have generated reasonable C H AP TE R 2
profits. We are in negotiations with a company that runs this type of centers. We believe that :
with their help we can turn this business around.

Note: The Foot Massage Center was still not open four months after writing this case.
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Accidental Ventures and Sustainability

CASE STUDY
Wanbo Technology Co., Ltd.’

HOU Guotai, the general manager of Inner Mongolia Wanbo Technology Co. Ltd., hesitated
as he pondered over the company’s annual sales target for 2007. He was sure that the company
could increase its annual sales to RMB 150 million from RMB 100 million in 2006. As the
New Year had just started, he wondered whether it would be better to consolidate than to
expand. However, his major concern was whether he would be able to resist pressure from the
board to pursue continued growth at the historically aggressive rate.

Company History

Wanbo was established by a state-owned group in the late 1990s for developing a website on
the nomadic cultures of Inner Mongolia. However, the poor performance of the group forced it
to stop investing in Wanbo, leaving Wanbo to survive on its own. Wanbo dropped the website,
which had shown poor prospects. In 2001, Wanbo became a private company and started
dealing in computer hardware components. '

Wanbo targeted computer assemblers and retailers in small- and medium-sized cities
in China, which sold various computer products. Wanbo supplied them with a variety of
computer hardware components based on their needs.

In the beginning, Wanbo sold different categories of branded and generic computer
hardware components as well as assembled computers to computer stores. It also became
involved in the software development business; however, it was not successful in this
business. As its business grew, Wanbo gradually stopped selling products with low sales
volume for which it was unable to provide competitive pricing and after-sales services, and
instead started focusing on products with large sales volume.

After five years, Wanbo was earning the majority of its revenue from selling and
distributing computer hardware components, including CPUs, EMS Memory, keyboards,

! The case was developed by Professor Dr. Per V. Jenster and Research Assistant, Cheng Yiting of the China Europe
International Business School with the helpful collaboration of Wanho Technology Co. Ltd. The case was developed as a
basis for classroom discussion rather than to highlight effective or ineffective management of administrative situations.
Facts and figures have been disguised to retain proprietary rights. Not to be used without written permission. Copyright
2007—All rights reserved.
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i uters (mainly Haier). '

Scree\ls, h‘z‘:)(zsdlstts);:a‘;:llilczsl b;‘:j: d;z::;sm Eorthel(‘n Chzna, especially t.he Inn.er Mong;ol;a

Autonoa;ﬁous Rigion and Hebei Province. Initially, the cqmpany was reg;sfrf:ninwliﬁz nzliicl)iz;

the capital city of the Inner Mongolia Autonolmous Region where rr}anHihehaOte —

with the local market. During its early years, it opened three stores 1n e I.{e wpare

by its geographical proximity, it also sold computer pr;du;ts ;fcj 1:1; Z’:Tgc:ti o I?Beijing

i ferred to as Outer Mongolia). As its head o .1c ,

I\fi:rl:lfg 1;?sg0§;?o§ned well in the Beijing marke‘t. For examp%e, it wasdoz::n zrfl th; :Ltl:)r;erf(c):;

distributors of Intel products in the Beijing distnf:t. In 200.6, it f;at;lre e i;op o lop 1o
companies in Beijing in terms of sales volume, with potential to teature

i ear. )
fouovTV}lJILg nganization of Wanbo was as follows: headquarters in lejl‘n'g and f{OE;
. . -maki
e s : i i and three in Inner Mongolia. The decision :
subsidiaries —one in Hebel Provinee d with the Beijing office, while client services,

isti veste

rocess and control of the logistics were ice, . e oo
ph ical distribution, and order processing were developed and mal.ntamed in loclza marker.
tou : ked in the Beijing office, with four directors each in charg

Hou, the general manager, Wor . ‘ 1 charge o
ctor £ products and one director in charge of regional management report g
one sector ol pro o g

The management structure outside the Beijing office compris.eé fc.)ur managzrs, ochin chatee
£ one of the subsidiaries. Mostly, Hou supervised the subsidiaries through rep
0 . ,

i h
four managers and the inventory accounts that reflected the busmess. performance of (;:at; '
sflll;sidiary The number of staff employed was 48: 18 in Beijing, 22 in Huhegaote, an

remaining in the other offices.
Wanbd: Organizational Structure

Beijing Headquarter
(General Manager)
]
' i}
3 Subsidiaries 1 Sufb51d1'c%ry
(Inner Mongolia) (Hebei province)
: l C : hou
i angz
Hu Hehaote Baotou Linhe (Maia o
{Manager) (Manager) (Manager) g

The rapid growth of the company—f¥
about RMB 100 million in 2006—had left
formulating personnel policies, as well as fo
targeted to keep the working capita
according to the financial tables of 2
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CASE STUDY Wanbo Technology Co., Ltd,

he was afraid that the objective would be hard to achieve.

Computer Component Distributor

There are numerous distributors of computer components like Wanbo in the Chinese market.

While big city markets are hard to break into, smaller cities provide opportunities to new
entrants.

When Wanbo entered the market, computer stores in small- and medium-sized cities were
in need of a major supplier that could offer a complete range of products based on their needs.
Those computer stores usually sold a variety of products; therefore, segmented purchasing
was costly as well as inefficient for them. In big cities, where computer facilities were
more accessible to sellers as well as consumers, the situation was quite different. Computer
wholesalers distributing computer components could have a less diversified product portfolio;
even a company dealing with one major product line could survive well in such markets.

From the very beginning, Wanbo targeted computer stores in small- and medium-sized
cities in northern China. Wanbo played the dual role of a major supplier to computer stores as
well as a distributor for computer manufacturers. Its business range changed with the needs
of the market, which was quite unstable. Wanbo gradually phased out its low-sales volume
products and focused on brands that sold in large volumes. It gradually gained a reputation
in these markets by responding to the current needs of the computer retailers as well as by
maintaining a strong relationship with its suppliers. Many computer manufacturers and agents
sought Wanbo’s cooperation, especially those interested in exploring the Inner Mongolia
market. Thus, Wanbo successfully maintained its sales network and continued to offer a wide
range of products and quality services to its clients.

However, several similar players were exploring opportunities in small cities in China.
Some of them made a fortune for a while and then disappeared from the market. Hou
explained that Wanbo’s five years of growth had resulted from strong business ethics and
“no-trick” practice norms, without which it would have been difficult for Wanbo to retain its
clients.

Until the beginning of 2007, Wanbo had been making good profits as compared to similar
firms. However, there were concerns about future risks: once profits from the general dealer
became smaller, the situation for small distributors like Wanbo would become tougher. With
the prospects of slimmer margins, Wanbo would be well advised to be prepared in advance.

Determined to strengthen Wanbo's role as a distributor in small cities in northern China,
Hou was also thinking about setting up a computer (assembly) business instead of merely
being a component distributor. Hou explained that although DRAM sales were not bringing

in huge amounts of revenue for the company, it intended to retain this business for the time
being.

Finance and Personnel

Wanbo had one finance department in Beijing that was in charge of all the financial
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operations. Hou evaluated the subsidiary’s sales performance, primarily by checking the
accounts. However, the staff in finances was often a step behind in updating accounts related
to purchase, sales, and inventory. In addition, subsidiaries did not feel the urge to settle
overdue payments until Hou checked the accounts. The accounting staff was unable to provide
clear accounts of purchase, sales, inventory, and financial analyses of product and customer
profitability. Financial controls within the company were not working well; a loose control
was maintained on credit and cash flow.

Before 2006, Wanbo had faced difficult times at the beginning and end of the year. The
company encountered capital shortages when paying creditors because of the overdue debts
of tardy customers. The situation improved in 2006; Hou explained why, “There were several
reasons for the financial improvement. Our suppliers allowed a longer term of payment;
temporary loans were available from other related companies; market expansion into People’s Republic
of Mongolia and years of sales growth resulted in accumulated funds at the company’s
disposal.”

Hou had the four subsidiaries report to him as he conveyed the company’s decisions and
objectives to the local staff via the four managers. He was not sure whether the local staff
was loyal to the company’s decisions and if they were motivated enough to provide better

performance. Until 2007, the company had not provided any organized training to its staff.
Despite his concerns, Hou felt comfortable that a sales growth of 40-60% would be

possible in 2007: “And who knows, these opportunities might not return any time soon?”

Table 1: Key Financial Data (2006), in RMB yuan

105,347,877 103,558,330 1,789,547 1.77%

Table 2: Annual Sales (2004-2006), in million RMB

30 105

Sales 10

Table 3: Number of Employees (2004-2006), in person

10 24

Beijing 5

20 23 50

" Data are provided by Wanbo Technology Co. Ltd.
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Table 4: Number of Employees by Department and Location (2006)

4 3 5 24

Beijing 12

0

Baotou 4 1

i ; ;

Changzhou 3

CASE COMMENTARIES

COMMENTARY 1
Tony Koo

Assistant Dean of Global Management Education Institute, Shanghai University;
Jiao Hao |

PhD Candidate of Fudan University

Thr_ough .continuous efforts, Wanbo Technology Co. Ltd. transformed itself from a Web
b1%51lness into a computer hardware dealer with an annual turnover of more than RMB 180
Lni(l;on. Hou Of. Wanbo chose tl.le ﬁght st_rjategy and market positioning, focusing on computer
ware sales in small- and mid-sized cities in northern China, especially the Inner M 1
Autonomous Region and Hebei Province. ’ el
. Wanbo is now confronted with two questions: (1) whether to expand geographically, that
is, should Wanbo turn to mid- and large-sized cities? (2) whether to expand business ti’ t "
shoui;ifWanPo move from a computer hardware dealer to a complete computer manuff;ctujerl‘?S,
- a;)nbc.) s corr.lpetency and knf)wledge is 'not strong and convincing enough for it to take
gher u51.ness risks. However, it can consider enlarging its market by expanding to mid
and large-sized cities. Nevertheless, this strategy is recommended under the assumgt' Htl;l -
Wanbolk‘eeps computer hardware business as its core business and makes use 0113 i? one
competitiveness to gain market share in mid- and large-sized cities. Wanbo should not : cori
most local companies to make the mistake of irrational diversification as it: oo
not yet ready for diversification. s competior we
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COMMENTARY 2

Dwayne Canfield - t'
Director, Asia Platform Definition Center, Emerging Markets Platform Division, Inte! Corporation

Wanbo and Hou have enjoyed considerable success during the past five years, as the economy
in China has skyrocketed and the PC business in China has becc-)mc the second largest in
the world. This kind of growth provides a wonderful opportunity, but also often masks
fundamental flaws in the strategies and execution of companies involved.. Wh.en your comiany
is epjoying phenomenal top line growth and profitability, it is harc‘l to lmagllne that y(.)u a've
issues that will eventually threaten your business, and they are I.ZJaﬂ:.lculﬁ.ll‘ly difficult to identify
if your reporting mechanisms are weak. Hou finds himself in this sﬁuatllon. .
First, consider the history of the PC industry in the US. During the late 198.05 and
the early 1990s, the industry witnessed rapid growth, -“.flth many small PC compal‘neshan
component distributors enjoying growth and profitability. Magy o_f these compamesd _a\tre
now ceased to exist: they were swallowed up during the COHSOl-ldatIOIl phase or move fmho
adjacent businesses such as value-added services. Of the comp_ames tha'f filled the pages of the
PC magazines with advertisements at the time, only Dell remains as an mde-pendent entrfy..
In China, the PC business has grown quite differently because of -the different cond1t10¥15.
A visit to a PC mall in any major Chinese city will show a collc?cnon of smal? compamf:(s1
selling components, peripherals, and computer integration services; oF .reselhng bl'andet
PCs from larger suppliers such as Lenovo, Founder, or HP. Two COIldlt-IOII'S .helped crc?a ;
this ertvironment: first, it was relatively easy to enter this market. and an individual re:qmr}e1
a relatively small amount of capital to start a small PC integrahon company. Second, 1]:[1 c;
market was extremely price sensitive and therefore focused on mtegrz%ted desktop s-ystems tha
allowed selection of low-cost components and custom loading of pirated ope.ratl'ng systems
and software. This helped prope! the need for a diverse group of component distributors who

could provide for the large number of integrators in the market. ‘ '
In view of this, Hou has several strategic issues that he must resolve in order to continue

to grow profitably in this business. He has financial challenges, growth' issues, strategic inzr};:
changes, and personnel issues that must all be addressed.. He has o})v1<?u§1y demgnstra e c
ability to retain profitability while growing rapidly, bu‘t it seems like it involved some goo
fortune on top of sound business philosophy and execution. .

Financially, it is critical that he gets his reporting and ana1y51.s under control. It seems
that currently the reporting information is too delayed and too .mcomplete to ser\ée as Z
management tool in guiding deal terms, sales team. focus, purc?hf'lsmg needs and treli' S, aIr—;e
by the time any issues related to demand or supply is reported, it is too late to take action. t
cannot assume that he can continue to hold inventory turns to such a lo?v number, or 001_111
on continuing to receive liberal credit from suppliers. He is also attempting to ho%d v.vorlilmg
capital at an aggressively low amount, and if either inventory turns or the credit sm;a 193
changes, he will face cash flow issues. Customers who cannot get the parts they need w1
soon turn elsewhere to avoid losing business themselves.
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Regarding growth, it is unlikely that he can or should try to sustain the growth rate
Wanbo has enjoyed recently. On top of the working capital challenges mentioned above, Hou
has more than doubled his staff size in the last year and has certainly not fully integrated
this growth into Wanbo’s operations. It is tempting to focus on top line growth; however,
he is likely to drive a greater return in profitability by investing his energy in operational
improvements instead. Even a modest increase in the profit margin to 2.5% will increase
profitability more than a 40% top line growth at the current margin.

From a personnel perspective, he needs to focus more on the current activities of the
staff, and use improved financial reporting information to focus on the skill development and
training needs of his sales force. The kind of new employees he mentions are not only looking
for financial rewards but also to hone their skills. He obviously has some business, strategy,
and relationship skills that would be valuable to his new sales employees, and his organization
is still small enough for him to deliver this training on his own. It could serve to strengthen the
familial feeling, and allow him to not only gange the skills of his management team but also
identify future leaders for his teams. With growth, it is important to be visible, and it seems as
if he has not been there the last year.

Finally, Hou has some strategic market issues to tackle. The business environment that
led to his rapid growth is in the process of changing; the PC business is moving away from
desktops toward mobile systems, the large multinational PC companies are taking China
seriously, and the larger local PC companies are committed to grow deeper into the smaller
markets in China. Some of these trends could create opportunities for his business or could
pose threats, depending on how he responds to the situation. Additionally, consolidation is
happening. He should consider if there will be a time when he would seek to consolidate with
other similar businesses to create greater scale or pursue acquisition by a larger distributor
who is not strong in his region of operation.

I would not recommend Wanbo to enter the PC assembly business at this time, It could
make the company compete with its customers and, maybe, with its key system suppliers such
as Haier. If Wanbo’s integration customers are looking to buy at higher levels of integration
for convenience, it should consider the option of strengthening its distribution relationships
with system suppliers to fulfill that demand. Also, the PC integiation business would further
challenge the company while it addresses other considerable challenges and may also require
funding and building capabilities that Wanbo currently does not have.

As Andy Grove famously said, “Only the paranoid survive,” and the case that nearly
20 years with Intel has helped hone the ability to identify problems suggested. However, it
seemns reasonable to end with the considerable strengths that Hou and Wanbo have. Wanbo has
increased its year-over-year revenue fivefold while retaining profitability, has a top 3 position
in the competitive Beijing market in sight, and a leader in Hou with proven business savvy and
relationship skills. The challenges facing Wanbo can be tackled with increased focus and do
not require any significant strategy shifts, at least not yet. However, if it continues to operate
in the same way, it seems inevitable that Wanbo will eventually face a business situation that
it is unprepared for, which will cause it to fade as rapidly as it has grown.
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When the Dream Vanishes:
Financial Component of a Successful Venture

CASE STUDY
Gao Weidong: A Milestone in an Entrepreneur’s Life

Ms. Wu,! I need your help to find a solution to a problem my business is facing. My company
is in a critical state. The funny thing is that I have a very successful business but I recently
made some decisions that have seriously affected my company’s future. I am a creative person
and have a very active mind, but I must admit that I am not good at managing an office. Let
me tell you my story and I hope you can give me some advice.

Personal History
I was born in 1969 in Baoshan, Shanghai. When I was at school, a question haunted me all
the time: How could I become an outstanding person? Then came a turning point in my life.
At that time, high jump was popular in our school. I was a short boy, but I decided to try it
anyway. With this determination, I bought a self-learning book on high jump and practiced by
following the instructions. I became an expert in high jump in the first year of my high school.
I could jump to a height of about 1.7 m when my own height was 1.5 m. At a school sports
competition, I came second in high jump, beating even those trained in special sports schools.
With this prize, I suddenly became extremely popular in school. T will never forget that.

My parents did not encourage me to get into business, but the example of their lives did.
As both were teachers, they devoted their lives to education. However, upon retirement, the
only thing they owned was a small apartment. I always felt that they did not have a worthy life
because they got so little after so many years of effort. My father wanted me to be a teacher
like him but I was not satisfied with the idea of making a salary of only a few hundred RMBs?
a month. I already had the attitude of a businessman. While at the university, before the New
Year holidays, I used to purchase some greeting cards from wholesalers and then sell them
moving from door to door in the dormitory buildings. I was able to earn RMB 80—100 in this
way, which was big money for a student. At that time, I was also vice-chair of the Student
Union, responsible for administering the funds that the union received from the university.
With that money, I could not only organize student activities but also save some for the

Ywu Hanning is a consultant. This case describes her meeting with Gao Weidong, founder and CEO of California Vinery.
2 Renminbi (RMB), literally “the people’s money,” is China’s official currency. In 2008, I dollar = 6.8 RMB.
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benefit of the different branches under the union. So I always thought that I could be a good
businessman.

Upon graduation, I found my first job as a salesman in Apollo Company. Apollo was
famous in the tonic industry in the early 1990s. At that time, its marketing strategy and
advertisement designing were rated first class in China. The company was recruiting about 20
salespeople in east China, for which about 1,500 college graduates were applying. Fortunately,
I was recruited. It was 1991. I learned much about sales in this company.

I first worked as a salesman in Zhejiang Province. Within a year, I helped increase sales
in the province from less than RMB 5 million to about RMB 100 million. I was soon promoted
to assistant manager and then general manager in the East China Office as a result of my
outstanding performance. Later, I decided to leave Apollo because I was not satisfied with the
changes in the top management. Then I had an annual income of about RMB 100,000.

I was jobless between 1993 and 1994. In 1994, I joined a Taiwanese company called
Tingyi, where T worked under a Taiwanese manager responsible for cast China. There were
three people working in the Shanghai Office including this Taiwanese manager. We generated
sales worth RMB 80 million per month for Kangshifu instant noodle. I learned much about
sales from this Taiwanese manager. I left this company after nine months when a new
challenge came to me.

An opportunity prompted me to work as an agent for a well-known domestic distillery,

Kongfuyan, whose annual sales in the country was estimated at RMB 1 billion. One of its
distributors had invited me to dinner. He told me that he was impressed by my achicvements
in sales..He then complained that his company’s sales in Shanghai were below RMB 300,000.
He asked me about my annual income in Kangshifu, which was about RMB 150,000, and
told me that he would pay me RMB 1 million to promote the sale of Kongfuyan in Shanghai.
At first I thought it was a joke. Then, within the following week, he gave me RMB 200,000
in cash as well as a mobile phone which then cost 10 times of what it costs today. He asked
me to organize a marketing team within two weeks. T hesitated at that moment because I
did not want to quit the job at Tingyi. But I finally decided to accept the challenge. I started
my business in a simple office and organized a team of young salespeople. It was my first
company, Donghong. At the beginning, we did not even have a tricycle. The hardest time was
when the shipping workers were on holiday, and I had to ride a tricycle myself to ship the
bottles. Just imagine, earlier I was the sales manager of a big company and now I was riding
a tricycle. But I did not mind it becanse I was my own boss. I gave distributors an attractive
commission on sales to stimulate their enthusiasm. I also paid much attention to supermarkets
such as Hualian, Lianhua, and Nonggongshang. During 19941995, supermarkets were not
popular in Shanghai and not many companies did business with them. I was one of the first to
give credit to supermarkets. That required funding but T was lucky because a big SOE? offered
to finance my business. Our supermarket sales produced very good results. The highest annual
sales that [ achieved for Kongfuyan in Shanghai stood at RMB 30 million.

3 SOE stands for State Owned Enterprise.
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. I also stflrted to work as an agent for other companies. I helped four different brands of
liquor and wine, including Kongfuyan, Great Wall, and Grand Dragon, to achieve the highest
market shares in Shanghai. Take the Grand Dragon wine. for example. Before I became its
agent, it had recorded annual sales of RMB 70 million in the whole of China. After my first
year with the company, its sales in Shanghai alone was worth RMB 5 million, RMB 15
million after the second year, and RMB 20 million after the third year. Grand I;ragon has
benefited greatly from extending the business model T applied in Shanghai to the whole of
China. The Great Wall wine reported sales less than RMB 3 million in Shanghai before T took
over the brand in 1998-1999. In 1999, it had the third largest share in the Shanghai market |
Currently, their overall sales in China are RMB 500 million. '

Why I started California Vineyard

I began to seriously consider setting up my own brand after I had taken four different brands
f)f liquor and wine to leading positions. I thought of myself as the Milutinovic* of the wine
industry. Milutinovic was the highly successful coach of the Chinese soccer team. Much in the
::Thee \ivwz;zeh‘e‘:vlvil?z E;.glese team to the World Cup, I was going to l_ead California Vineyard
I registered California Vineyard Winery in July 2000 in the city of Suzhou. I came to
Suzhou because of the preferential policies, cheaper land price, and, especially, the support
of the local government. I chose the name California Vineyard myself. As Califo,rnia is world
famous for producing wine, I thought that the word California would lend fame and add valuc
to my own wine. It was advertising without having to spend money. Also, the word “vineyard”
;E%glests top-quality wine. My winery rolled out the first bottles of wine in the beginning of
Then, I decided to stop representing all the other brands and start concentrating on m
own California Vineyard. It was a great risk that I was taking as the annual sales of all thosz
brands fo; whi;h I acted as an agent were close to RMB 40 million and I had been making
an annual profit close to RMB 4 milli i
stbutore i Shansi oo e illion. I was a very successful agent and all the wine
I will never forget that time. I thought it was right to change my business, but man
people could not understand it. Then things started to happen in a way that I did n»’ot expect )I{
faced the most difficult time of my life from 2000 to 2001. It seemed that I was besieged c'm
all sides. All those companies that were once my associates and friends became my enemies
They began to undermine my business, luring away my employees with higher salaries The;}
even offered my drivers double the salary I paid them. A large number of my middle mal.lagers
left the company to join other wineries for higher salaries. T felt that I had trained all those
managers to become my competitors. Of course, losing so many employees was also my fault
I had concentrated on selling and did not pay much attention to management, employees, and;

4 . . . .
Bora Milutinovic was the chief coach of the Chinese soccer team at that time.
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in particular, communication. I did not quite understand the needs of my employees, neither
did they understand me. All the middle-level employees, including sales, marketing, and
purchasing personnel, left my company. I should have communicated more with them about
my plans and about the new company. I should have also combined the company’s future
gains with their benefits.

In addition, I was too focused on immediate success at that time. If T had been more
prudent, 1 should have adopted my new business gradually. I could have, in fact, continued as
an agent for other brands while taking care of my own brand.

The Chinese Wine Market

The most important factor for success in this industry is marketing. Customers care about
brand, price, packaging, quality, and taste. California Vineyard is not well known and it is not
possible for me to invest in large-scale advertisement all over China. What we are trying to do
is a kind of brand-building without advertising. The name is easy to remember. Once you have
seen it or tasted it, you will not forget it. Wine prices in China are about RMB 30 per bottle.
My company also offers top-quality wines priced at RMB 200-300. Actually, therc is a market
for high-priced wine, but domestic wineries do not dare to tap this market. So the key is how
to grasp this high-price market. My biggest competitors are brands such as Dynasty, Zhangyu,
Great Wall, Grand Dragon, Shangri-La, Yunnan Red, and Huangxuan.

Organization

My organjzation is very simple. On top are the board of directors and the CEQO. Under them
are the three sales companies and my new plant in Suzhou. The three sales companies are
located in Shanghai, Suzhou, and Nanjing, and they are completely autonomous. As the CEO,
I also act as general manager for the Shanghai Sales Company. The finance department is
located at the plant and centralizes the finance of the three sales companies. I want to have
clear information about the cash flow, sales, and balance sheets of the three sales companies.
We do not have an HR department; each local general manager takes care of its human
resource. I control the finances of the group, but I let the sales companies control their own
sales, sales team, HR, sales objectives, company culture, etc.

Our strength lies in quality, packaging, the California Vineyard brand, and the six-year
experience—with both successes and failures—in the wine industry. Our weakness is that we
are a new company; therefore, we face difficulty in getting finance. We need money for the
plant and for marketing, but we do not have much money. Therefore, we have to secure our
position and market share first. Our second weakness is that our brand is not strong enough.
We are trying to build our brand, but we do not have the finances to invest in brand-building
exercises. The third weakness is the lack of management talent. Unfortunately, we cannot
afford to give salaries of RMB-100,000-200,000 a year. 1 now recruit college graduates and
train them. I am also trying to combine their benefits with the future of the company. The most
important thing for me is to retain them.

China’s inclusion in the WTO is a threat as well as an opportunity. With so many new
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brands entering China, in addition to the existing brands, there will be a wine battle in the next

fc?:w years. There will be a revolution in the market but I am not afraid of competition. My
biggest problem is finance.

Why I set up this plant

Before I decided to build a plant in 2000, I came to know that I needed only RMB 4 million
to build it and that the land was not expensive. I first bought the land and then built the plant.
So far, I have invested over RMB 10 million in it. I thought that people would not believe in
my company if I did not have my own plant. Moreover, it would have been difficult for our
salespeople to promote our wine. On the other hand, there was the government administration
that welcomed foreign companies but was very unsupportive to me. To set up my plant meant
that I had a solid company and could overcome those obstacles.

The plant construction increased my costs and drained all my cash. I need to generate
more cash by increasing sales but that is a vicious cycle. To generate enough cash to pay for
the plant, I need to increase my market share, but to increase the market share, I need funds
and whatever funds I had are invested in the plant. For instance, supermarkets do not paj;
cash, so increasing my sales to them means that accounts receivable would also increase. The
normal payment term for supermarkets is 60 days but some delay payment for 75 days or later.
I cannot. count on banks. Banks in China do not easily give loans to small- and medium-sized
companies. I can get money from my accounts receivable but only at their maturity. Moreover.
it is impossible to sell my fixed assets. ’

. Many people are helping me now. One of my old classmates works for the Suzhou
QIty government. He helped me a lot when I was building the plant. My friends in the wine
industry also supported me and gave me many suggestions. When Lianhua supermarket
delayed payments for too long, one of my classmates used his contacts to make them pay.
Moreover, within the company, I got considerable support from my employees. As I have
told you before, the middle level left me but my lower-level employees stayed on. Some of
the storehouse employees worked overtime for free and slept only 5-6 hours a day. Some
salesladies, aged about 20 years, sacrificed their free time to help in the storehouse during the

busiest time of the year. Some employees even offered to give up their bonuses to help me
when the cash flow was at its worst.

Financial Situation

When 1 started to work as an agent, I had a personal deposit of only RMB 400,000. In 1995
I got in touch with an SOE. They saw great potential in my business and agreed to ﬁnancc;
me. They lent me money and I gave them an annual interest in return. The highest percentage
was 20% and the lowest was 8%. But later, the SOE stopped financing me due to a ban from
the State Council and withdrew all its money. That was in 2001 when I had already started
building my plant. Within 45 days, RMB 2 million was withdrawn from my account. It was
a terrible time for me. T had never felt so tight for money. Earlier, I could get enough money
with just a phone call to the SOE. I could get as much as RMB 5 million without a problem
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and without having to deal with banks. This withdrawal of money hit my
plant needed money, and so did the marketing initiatives, but the SOE

business hard. The
claimed its money

back. If only I had been informed about this ban before setting up the plant, T would not have

invested so much money in it.

consideration, and I realized much later that these were huge cost factors.

to be modern, like a Joint venture. I wanted it to be the best. I even had air-conditioning and a

background music system installed.

Then, all those rumors started. Many people who knew me started spreading baseless
rumors. I am worried by those Tumors. They say that my brand will not do well, that the
company does not have enough money, and all the money is buried in the plant. These

rumors can affect my credit among suppliers. Normally, suppliers allow a

credit term before

payment. If they are affected by the rumors, they will lose confidence in us and may change

Exhibit 1: Consolidated Balance Sheet (in CYN thousand)

December 31, 2001
Beginning of Year End of Year
“Assets
Current Assets
Cash 2,728.0 2,906.2
Accounts receivable 0.0 1,119.1
Advances to suppliers 575.9 1,264.5
Other receivables 1,555.1 1,912.8
Inventories 1,526.1 3,052.3
Prepaid expense 4.4 0.0
Total current assets 6,389.5 10,254.9
Long-term Investments
Long-term investments” ‘ 0.0 300.0
Fixed Assets
Fixed assets-cost 21.8 7787
Less: Accumulated depreciation 0.5 30.3
Fixed assets-net valze 21.3 748.4
Construction in progress 0.0 4.517.7
Total fixed assets 21.3 5,266.1

* Here it refers to the registration expense for Suzhou Sales Company.
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Intangible and Deferred Assets —
Total intangible and deferred assets : 0.0 .
Other Assets — .
Toto:lhzzz?sg T 6,572.0 15,898.5
Liabilities and Owner’s Equity
Current Liabilities i
Short-term loans 1,392.4 ) -
Notes payable 1,209.4 64:2 1
Accounts payable 204.3 806:7
Advances from customers 533.2 e
Other payables 802. -
Accrued payroll 2.02 -
Taxes payable —84. -
Other current liabilities 0.0 =
Total current liabilities 4,060.1 197,
Long-term Liabilities -
Total long-term liabilities 0.0
Owner’s Equities s
Paid-in capital 2,523.9 4,370 1
Undistributed profit -12.0 12, 10(; -
Total owner’s equity 2,511.9 15,898.5
Total Liabilities and Owner’s Equity 6,572.0 ,898.

Source: Company reports

Exhibit 2: Consolidated Income Statement (in CYN thousand)

December 2001
According to
Current Period Current Year
1 1,302.1 14,993.5
Sales —
Less: Cost of sales 7;78.1 ?:3179
Selling expense . o
Sales tax and additional tax 1.1 s
Income from Main Operation 541.1 é32_2
Less: General and administrative expense 123.3 e
Financial expense 32907:4il 4’40?7
Operating Income 2 0 e
Less: Non-operating income .
Add: Adjustment to prior year’s income and 0.0 02
e 4,382.1
Income before Tax 3974
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Exhibit 3: Consolidated Balance Sheet (in CYN thousand)

February 28, 2002
Beginning of Year End of Period
Assets
Current Assets
Cash 2,906.2 2971.8
Accounts receivable 1,119.1 1,722.7
Advances to suppliers 1,264.5 1,065.0
Other receivables 1,912.8 2,298.9
Inventories 3,052.3 3,004.4
Prepaid expense 0.0 29.3
Total current assets 10,254.9 11,092.1
Long-term Investments
Long-term investment 300.0 300.0
Fixed Assets
Fixed assets-cost 778.7 831.7
; Less: Accumulated depreciation 303 47.7
Fixed assets-net value 748.4 784.0
Construction in progress 4,517.7 4,944.5
Total fixed assets 5,266.1 5,728.5
Intangible and Deferred Assets
Total intangible an deferred assets 0.0 0.0
Other Assets
Other long-term assets 715 88.5
| Total Assets 15,898.5 17,209.1
Liabilities and Owner’s Equity
| | Current Liabilities
| Short-term loans 1,968.0 1,968.0
Notes payable 0.0 60.0
Accounts payable 642.1 654.4
Advances from customers 806.7 650.0
Other payables 373.6 318.0
Accrued payroll 0.0 16.8
Welfare fund payable 0.0 113
Taxes payable 6.3 -9.9
Accrued expense 0.0 4.0
Other current liabilities 1.1 0.0
Total current liabilities 3,797.8 3,672.6
Long-term Liabilities
Total long-term liabilities 0.0 0.0
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Owner’s Equity
Paid-in capital 7,730.6 7,730.7
Undistributed profit 4,370.1 5,805.8
Total owner’s equity 12,100.7 13,536.5
Total Liabilities and Owner’s Equity 15,898.5 17,209.1

Exhibit 4: Consolidated Income Statement (in CYN thousand)

February 2002
Current Period According to
Current Year
Sales 2,071.3 4,782.9
Less: Cost of sales 1,186.1 2,943.2
Selling expense 124.9 2054
Sales tax and additional tax 0.0 0.3
Income from Main Operation 760.3 1,634.0
Less® General and administrative 138.9 206.3
expense 0.2 -8.0
Financial expense 621.2 1,435.7
Operating Income 621.2 1,435.7
Income before Tax
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Exhibit 5: California Vineyard Winery (Suzhou) Co., Ltd. Exhibit 6:Gao at the Gate of His New Plant Exhibit 7: Wine Selection

California Vineyard Winery (Suzhou) Co., Ltd.
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Exhibit 11: Main Consumption Areas

Exhibit 12: Market Segmentation

Predominance of White Wines
« Total retall sales volume of white wines reached 1.6 billion in 199, out of a total market olume of 2.5
billion.
« Growth of 108.8% since 1994.
 Main Consumers are Chinese women.
« Also used now as basis to produce Red wine.
Red Wine: growing importance
« Retail Sales to 888 million RMB in 1999.
« Growth of 152% since 1994.
« Main use as high end table wine (strong drivers are the western-style restaurants).
« Main consumers are middle class consumers, which use it as “status drink™.
Other wines: not relevant

« Rose wine, Very small sector of the market
« Sparkling wines have increased value in recent years (33 million RMB 1999, up 106% since 1994)

Source: Opportunities in the Chinese Wine Market for Foreign Companies in China,
InterChina Consulting Company
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Exhibit 13: Domestic Production

Cafln

Exhibit 14: Top 10 Wine Producers by Sales Volume (2000)

Company(year of establishment) Location Il:\?ete:tl;ren::t Rrand (I\/;l;(l)ltiilnslg\/[%B)
Changyu Group Co.,.Ltd.(1914) Shandong | State-owned Chanyu 1,665.64
Dynasty Wine Co.,Ltd.(1980) Tianjin v Dynasty 541.51
The Great Wall Wince Co.,Ltd(1985) Hebei 1A% Great Wall 455.82
Weilong Grape Wine Co.,Ltd.(1983) | Shandong - Weilong 233.97
Huaxia Winery Co.,Ltd.(1991) Hebei v H“a’%l?mat 204.78
Fengshou Wine Co.,Ltd.(1980) Beijing A% Fengshou 97.67
Shenma Winery Co.,Ltd.(1991) Shanghai IV Imperial Court 62.96
Baiyanghe Winery Co.,Ltd.(1994) Shangdong - Baiyanghe 60.30
Lankao 999 Wine Co.,Ltd.(1958) Henan - 57.91
Yunnan Red Wine Group(1997) Yunan - Yunnz?n Eed 55.08
Wind
Source:China Market Yearbook
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Traditionally, wine entered the market via two channels, namely:
- China National Cereals, Oils & Foodstuffs Import and Export Corporation (CEROILS), the state

Exhibit 15: Wine Import 1994-2001 (liters)

Year 1995 1996 1997 1998 1999 2000 2001 i monopoly wholesaler and distributor of alcoholic beverages. Traditionally it is the main channel
Total 738,503 | 5,139,106 | 35,371,536 | 46,464,076 | 43,737,348 | 34,624,723 | 29,336,929 for wine imports.
l - Joint Venture and Foreign-owned hotels, as well as duty free stored under China Travel
Country: | Services(CTS). Generally a limited channel as products are restricted from general distribution.
France 412,021 2,438,339 12,226,460 | 5,223,257 | 5,961,860 | 4,474,544 | 4,041,857 : * However, the current method for most successful importer/distributors is to obtain a sub-license
Spain 6,339 | 990,996 |14,919,846 | 32,121,060 | 28,712,538 | 20,753,313 7,8,278 ; from CEROILS and then to handle the marketing and distribution themselves. The main advantage
633.449 | 5710467 | 5.892,140 | 5.744,806 | 4,497,896 is that there is more control over brand development, proper handling, and storage compared to a
Italy 13,209 | 122,246 } 1,635, L — i state-owned distribution company. A few of the top wine importer/distrbutors engage in every
USA 18,998 | 523,367 | 1,044,873 | 426,479 | 1,133,895 | 1,174,319 | 975,210

{i aspect of sales and marketing in the domestic market, including climate-controlled warehousing,
Australia 32381 | 153,814 | 148463 | 432,623 | 539489 | 394,613 | 440,874 | trade eduction,market promotion, sales, and delivery.

* The more established importer/distributors in the market have become quite sophisticated in the last

Products: few years, and are generally focused on the ports of Tianjin and Shanghai. Some companies employ

. climate-controlled warehouses near the port of entry, and keep the wine in bond until needed in the
Eg:;"'w}ﬁte) 662,346 | 5,001,735 | 34,902,948 | 46,358,573 | 43,626,827 | 34,389,312 | 28,980,627 , local market. This reduces the up-front costs for the distributors as duty is not paid until the wine is
(Liter) released from the warehouse.

* With the increased demand in the market, foreign players tend to put their efforts more in the general

retai sector, such as supermarkets, instead of the traditional channel-hotels and luxurious
entertainment places.

Sparckling | 76 157 | 137371 | 468,588 | 105503 | 110,521 | 234911 | 356,302
wine(liter) ’

Source:China Customs Statistics Source: Opportunities in the Chinese Wine Market for Foreign Companies in China.

InterChina Consulting Company
Exhibit 16 Distribution in the Domestic Market

+ Distribution is characterised by a rapidly improving but still inadequate transportation infrastructure,
l geographically fragmented markets, lack of skilled and reliable personnel, a chaotic distribution Exhibit 17: Top 10 Wholesalers of the Sector (2000)

‘ system evolving from the previous state-run system and heavy restrictions on foreign involvement in p— —
distrobution. ] . . .
+ The previous state-owned distribution metwork was structured per sector and in decreasing levels _ China National Sugar & Alcohol Group Corp. Beijing
(nationa, provincial, municipal and down). This system has completely disintegrated and what exists i Shanghai Sugar, Cigarette & Wine (Group) Co.,Ltd. Shanghai
new is a chaotic conbination of the remnants of the state system, and new (mostly private Chinese) Jiangsu Sugar, Cigarette & Wine Co. L. o
i i ilderi iliti differences in geographic
companies. There is a bewildering array of capabilities, and enormous diffe geograp Shemzhen Stato-Owned Dty fros Commoditos (Grom)CoLid —
reach, financial strength and functional competence. : _ —
« State owned distributors are the result of the former local distribution monopolies and they form Zhaoqing Blue Ribbon Distribution Co., Ltd. Guangdong
the majority of locals distributors nowadays. They usually inherit many disadvantages that foreign _ Shehong Tuopai Distribution Co., Ltd. Sichuan
i companies must learn to deal with, such as lack of market transparency, minimum inventory control, i Xinxing Distribution Co., Ltd. Shandong
. very limited geographical reach, poor financial l?a31s, e.tc. . . . Shenzhen Qingdao Beer Distribution Co., Ltd. Guangdong
« While wholesales markets are a key element for the distribution of the goods in China, both on the ] !
formal and informal channels, they usually break the chain of product tracking. In China there is a : Langfang Zhongtang Huayang Industry Co, Hebei
lack of information on retail outlets, pricing, sales figures, etc... that at the end makes it very .‘ Source:China Market Yearbook

‘1 difficult for a FIE to improve its distribution and retail strategy. Also, the lack of control in the
| ‘ Wholesalers level allows many counterfeiters to introduce copies of the goods into the market.

w ! S8 . 59




CHAPTER 3 When the Dream Vanishes: Financial Component of Successful Venture

Exhibit 18: Market Trends

» There is a trend of slower growth for imported wines, due to: - .
- TIncrease of domestic production: domestic companies, short of red wine but with strong

resources of white wine are mixing both and using chemicais to produce their own red low

end brands of red wine.
- China’s national wine output will double in the next 15 years.

- Also smuggling is a threat to foreign importers. -
+ Market siza is forecasted to reach 4 billion RMB in 2004, growing 6% since 1999,

+ Red Wine remains the fastest growing segment. ’ _
« Increased opportunities for in vestment, distribution and trade after WTO accession - according to

China’s WTO commitment for tariff reduction, wine import dutyd will be reduced by 10% each year
until reaching the final rate of 14% in 2004

Source: Opportunities in the Chinese Wine Market for Foreign Companies in China.
InterChina Consulting Company

CASE COMMENTARIES

COMMENTARY 1

Dr. Gary Lin | | i
Assistant Director of the Case Development Center and Lujiazui International Finance Researc

Center in CEIBS

Entrepreneurship is the most tempting as well as challenging job in every country. Being
successful in starting up a business needs the combination of several factors such as people,

resources, and opportunities.

Opportunity

Success

People Resource

As an entrepreneur, Gao is ambitious and eager for success. He is ’str.ong in_sales.
Moreover, he has excellent experience in the wine industry. However, he is mexper.wnced
in managing a company. In fact, he could not even formulate a soT.md budge.t for his neljv
building. What made things worse was that he could not afford to hire professionals. As the
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CEO, he failed to demonstrate leadership and charisma, which are indispensable to retain
talent in a new company.

Another concern for Gao’s business is capital. Capital is the most important resource to
start up a business. At the outset, an entrepreneur should raise enough capital not only to build
factories and recruit staff but also to run the company until the second round of investment is
obtained.

There are several challenges that an entrepreneur faces in China. As we can see from this
case, there is quite a bit of uncertainty with an SOE partner. The SOE partner could suddenly
withdraw its investment due to governmental requirements. Sometimes, the CEO of the
SOE might suddenly be imprisoned on corruption charges. In China, key accounts such as
supermarkets have strong bargaining power, which amplifies the risk of accounts receivable.
Moreover, in China, the government is powerful and it has a thousand of ways to make your
business difficult. However, Gao is lucky that he has good friends in the government.

Wine is a promising market in China but Gao lacks the people and resources to realize
his business dream. Given his strengths and weaknesses, Gao should not continue to fight
alone. He should attract some professionals to share his dream and form a strong management
team. These new partners could bring either new capital or new skills. Gao should also give
some stocks to the core employees as incentive. Otherwise, he will never be able to recruit
experienced professionals. He should also focus on improving HR management and finance,

Gao should also try to find new investors. In order to do that, he should make a detailed
business plan and then contact potential investors including venture capitalists and other
potential investors. For a start-up in a mature industry such as wine, it is important to have
a clear strategy and differentiating points. It is not enough to have a good name such as
“California Vineyard.” One needs to find answers to a few questions: Who is the target
customer? Who are the main competitors? How can customers be made to trust a new brand?
What is the selling point? How should the marketing be done? How should the product be
priced? What distributional channels are suitable? What is the operational plan and cash-flow
forecast for the next few years?

California Vineyard is an opportunity, but Gao would have to attract enough capital to
restart and realize his business dream. Meanwhile, he should give up some shares to recruit
professionals. Above all, he needs to formulate a clear strategy and business plan to persuade
others to chase his wine dream with him.

COMMENTARY 2
Wu Hanning

Founder and President of Shanghai Jiangshan Real Estate

I'met Gao Weidong in 2000. We both were students at the same university. I met him in a class
celebration that we had organized to meet people from other classes. Gao and I were sitting at
the same table. He talked about his job as an agent for some famous wine brands. He was very
successful; he told me that he was earning millions. He really understood the wine market in
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China and knew how to sell wine. He told me that there is a big margin in the Chinese wine
market and that he was going to start his own company, California Vineyard. He was going to
import wine from California and sell it in China under his own brand.

I expressed interest in his business and asked him for more details. He asked me to invest
some money. I also introduced some of my friends to him. The first year of his business was
successful. He sold wine worth RMB 80 million that year and earned a 50% margin. Then he
decided to go big, so he invested in land and started the construction of a warehouse and an
office building. He did not want to subcontract the filling of bottles to another company; he
wanted to make all the money himself. He also wanted to create an image of a big company.

When he started with the construction, he did not have enough money to pay for it.
Moreover, he did not have any idea about construction and was cheated by the construction
company. I offered him help but he refused. He said that he could handle it but the reality is
that they managed to cheat him. He also thought of himself as a big executive. He wanted
to have a plush office with high-quality marble and luxury furniture—big dreams but little
money. At the end, he ran out of cash and it is then that everything went wrong.

He started to move money from the business to pay for the construction. He sold the wine
and used the money to pay for bricks. On top of that, supermarkets started to delay payments,
though normally payments are made 60 days after the sales. Only Metro, the German chain,
paid on time. But all others, including Carrefour, took 75 days or even more. That created
additional cash-flow problems for him.

Then came a time when he did not have money either to import wine from California or
to pay for the construction. As a result, he could not replenish the shelves at supermarkets with
his wine as-he did not have enough money to import new wine. This led to reduced cash flow.
Then he decided to use local wine instead of imported ones. That way he tried to reduce his
costs, but quality suffered. Moreover, consumers were not stupid and his sales fell. He made a
big mistake when he decided to build the office and warehouse. Although his business concept
was good, it did not work due to a bad decision. We believed in him, but he made a mistake.

He now had to borrow money from a bank using the land as collateral to pay for the
construction. But the loan was not enough to complete the construction. At the end of 2002,
the bank asked for repayment of the loan. He was very scared, so he did not go to the bank.
The investors could not find him either. He disconnected his mobile phone and nobody could
find him. He did not want to confront the barik, and that was a big mistake. I am sure he could
have got an extension for the loan payment. But because he went into hiding, the bank had
to find 2 solution to recover the money. Somebody paid the loan back to the bank and got
the property for a fraction of what Gao had put into it. It was a very sad ending. That is what
happens when you have big dreams, but not a good foundation. The higher you want to build
a house, the deeper the foundations have to be. Gao only saw big dreams.

All the investors lost their money; we never recovered ours. I saw him some time ago and
he was distributing water to homes. I asked for my money, but he was no more a rich person.
He had just enough money for subsistence. Perhaps one day he can start a good business and
recover. [ hope he has learned a good lesson.

CASE COMMENTARIES

I have also learned something from this experience. I trusted him because he was my
classmate. I did not go into the details of the business. I listened to him, but never questioned
him or his business. He never gave us details of the cash flow or a business plan. We gave him
total freedom to manage the business. When he made mistakes, he never told us. We should
have had a board in place and worked together with him. We were not a team; we just gave
him money with no control. He made all the decisions. He never asked us before investing in
the office and in the warehouse. He destroyed a good business as a result of a bad financial

decision. I learned that business is not only about a good product and marketing, it is also
about finance.
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Where is the Money?
— Sources of Finance

CASE STUDY
Envisioning the Future: Shanghai Venture Capital (SHVC)

On a summer morning in 2004, Gao Jian, the vice president of Shanghai Venture Capital
Co. Ltd. (SHVC), stepped into a small park on Huaihai Road, one of the busiest avenues in
Shanghai. He was walking toward the white four-story building where SHVC was located,
when he suddenly noticed Tony Chen, the chief of the company’s investment department. On
seeing him, Jian remembered what Chen had asked him the day before: “Should we continue
to focus on investment through management companies or should we shift our attention to the
establishment of joint funds?” Chen’s words were still ringing in Jian’s mind.

Bearing the twin mission of promoting high-tech as well as venture capital (VC)
industries in Shanghai, SHVC was soon about to enter its fifth year of operations. The
initial investment from the government had been largely used to fund projects that had long
cycles for achieving returns—usually longer than five years. Thus, it was about time that the
company devised its future strategy.

Overview of China’s VC Industry
Following the introduction of China’s “Reform and Open-Door Policy,”! the country’s GDP
maintained a stable 8-9% annual growth rate for more than 20 years, in comparison with the
average of 3% GDP growth worldwide. China had become one of the largest trading countries
and FDI recipients in the world in 2008. The favorable political and economic environment in
the country created lucrative opportunities for the VC industry. The Chinese stock market was
launched with the establishment of the Shanghai Securities Exchange Building on December 9,
1990. Further, state promotion of corporate governance mechanisms and the liberalization of
property rights offered an open playing field to VC players. :

Further, the government’s intention to develop the high-tech industry also generated
opportunities for VC companies. In 2008, there were 53 national and 120 regional high-

! The Third Plenary Session of the Eleventh Central Committee of the CPC in 1978 marked the start of China’s “Reform
and QOpen-Door Policy.” Economic development zones were set up in southern China to atiract foreign investment and
technologies, and advanced management methods to introduce the market-economy system.
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tech industry development zones. However, the high-tech industry was still small in China
as compared with developed countries. Investment in the high-tech industry was far from
sufficient, but was steadily growing (Exhibit 1). The percentage of R&D as a part of the GDP
was 0.9% in 2000 and 1.2% in 2005, far lower than the 3% worldwide average. This R&D
investment was not sufficient to meet the requirements of high-tech growth, These factors,
along with an increase in personal savings, the regulation of the insurance business, and the
modernization of the financial system, helped prepare China for the expansion of its VC
industry.

On the output front, China emerged as a large-scale exporter of high-tech products (Exhibit
2). Tts high-tech exports were worth USD 218 billions in 2005 and accounted for almost one-
third of its total exports. This trend is clear in the flow of trade of high-tech products between
China and the US (Exhibit 3). In 2000, the US exported USD 1 for every USD 2 of imports
from China; in 2004, the ratio was USD 1 of exports for every USD 5 of imports from China.

In 2005, there were about 150 local and foreign investment companies in China. The
combined capital of these companies increased from USD 43 billion in 2003 to USD 61
billion in 2005 (Exhibit 4). With regard to the sourcing of funds, private companies were the
main contributors, followed by the Chinese government (Exhibit 5). Most VC firms were
Jocated in Beijing, Shenzhen, and Shanghai (Exhibit 6). Education, followed by Internet
communication, was the main sector for VC investment in 2004. QOther important targets were
traditional industries, financial services, and manufacturing (Exhibit 7). The investment flow
was in accordance with the government’s plans of promoting the high-tech industry as well as
the VC industry in China. According to Yu Ming, the president of SHVC:

Comparatively speaking, investment in mature projects is less risky. Besides, private funds
will pursue guaranteed returns. If we invest in high-tech companies at earlier stages and help
them grow, there will be greater confidence in the market. The real purpose of companies like
ours is to encourage more VC firms in the market.

SHVC and the Shanghai VC Industry
Venture capitalists started making inroads into Shanghai in the 1990s. The central government
set up 10 investment companies in 1992. At that time, the VC market in China was at a
nascent stage of development. There were insufficient regulations and policies regarding the
VC industry, and people still did not have a clear idea about what VC was. In May 1998,
the Shanghai government issued “Regulations on Promoting the Transference of High-
Tech Research Outcomes,” popularly known as “18 Regulations.” These regulations were
promulgated to promote the commercialization of the outcomes of high-tech research. The
same year, the Shanghai government announced that it would invest RMB 600 million in
high-tech industries. Shanghai Venture Capital Co. Ltd. was founded in 1999. It was decided
that its operations would follow the model of investment funds in foreign countries.

In 2004, Shanghai had more than 90 firms in the venture capital sector. One-third of
them were VC companies, with an accumulated capital of RMB 10 billion; another one-third
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was formed by management companies, and the rest were professional agencies. SHVC was
the lflrgest among the VC firms. SHVC had set up 15 funds in collaboration with universities
and in high-tech development zones. The firm mainly provided seed money and finance to
start-ul?s and growing companies. At the time of preparing this case, SHVC had invested
approximately RMB 2.2 billion in about 140 projects (Exhibit 8).

SHVC’s Initial Strategy

The purpose of setting up SHVC in 1999 had been laid out clearly. First, the Shanghai
government wanted to encourage the commercialization of high-tech research outcomes and the
growth of Shanghai’s high-tech industry, particularly after the former state-owned investment
companies failed to promote high-tech technology. Second, the VC industry in Shanghai
was in desperate need of stimulation. SHVC, besides being a direct investor in new ventures

also had the role of attracting more funds from the private sector as well as foreigners Th;
Shapghgi government wanted to learn from the experience of foreign countries. From the. very
I.Jegmmng, it was emphasized that the company’s mission was to develop the VC industry
in ?hanghai, in particular, and in China, in general. One of SHVC’s main objectives was to
build a team of qualified fund managers. As the VC industry was very new to China, there was
a scarcity of trained professional fund managers. Tony Chen said: ,

At that time [2000], the VC business was almost unknown to Shanghai. So we had to
do several things at the same time: set up funds, select management companies, and find
qualified personnel. Further; we had to establish connections with high-tech development
zones, universities, and other institutions. We had studied the origins of VC development in
other countries very well, so we knew what we needed. We were creating a new fndustry.

SHVC - Organizational Structure

Entirely financed by the Shanghai municipality, SHVC was a wholly state-owned limited
compa.ny from a legal point of view. The Shanghai Science and Technology Investment
Committee was set up in 1999 to supervise the operations of SHVC. The committee comprised
18 government officials who gave strategy-level instructions for the operations of the VC firm
The co_mmittee focused on several specific areas—Finance Administration, Shanghai Science;
C?nnnlttee, and Shanghai Planning and Development Committee. At the time of preparing
this case, the company had 16 full-time employees, all of whom were working in its central
office in downtown Shanghai.

Since SHVC was an SOE,? it did not have a board of directors. It was the company’s decision (as
oppc_;sed to that of the committee) to choose and invest in various projects. The company had a
president and four operational departments—investment, management, capital administration
and office administration (Exhibit 10). As the executive vice president responsible for thv;

2 SOE: State-owned enterprise
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management of VC investment, Gao Jian was in charge of the investment and management
departments. Another VP was responsible for controlling the company’s investments in the
financial market. In addition, the company invited researchers from various universities
to chair its Strategic Research Center. For example, the Venture Capital Research Center
(VCRC) at Fudan University was one of SHVC’s partners. The VCRC studied the situation of
Shanghai’s VC industry, initiated exchange programs with foreign research institutions, and
offered training programs.

Operations at SHVC

The limited partnership (LP) model was the most popular legal format on which VC
companies based their operations in foreign countries. In this format, pension funds,
investment banks, non-financial organizations, and wealthy individuals, among others, acted
as investors. However, because of legal constraints, general partnership (GP) was the most
popular organizational model in China. In 2004, SHVC had 18 management companies
taking care of its long-term investment needs. It did not invest directly, but through these
management companies. In foreign countries, fund management companies enjoyed complete
authority in controlling their investments. However, because of the lack of professional fund
managers in China, entrepreneurs, at times, directly approached SHVC. As a result, SHVC
had to collaborate with management companies on certain occasions.

In brief, the operations of SHVC, though principally similar to those of foreign
companies, possessed certain unique characteristics. SHVC, which was the first VC company
in Chiria to conduct its operations in this manner, had become a role model for other
companies (Exhibit 11).

The investment capital of SHVC was divided into three equal parts. One part was
allocated for the establishment of joint funds; another for investment in start-ups through
management companies, while the third part was reserved for financial investment. With its
carnings from the financial market, the company paid its general expenses and management
fees to the fund management companies. Management fees was paid every quarter in
accordance with the amount of money entrusted to management companies for their control.

In the beginning, SHVC selected a total of five management companies. Each one
focused on a specific industry and received different fund amounts to manage. One
management company specialized in biomedicine, another in IT, and the third in both these
industries. Each of these three companics managed RMB 15 million. The fourth management
company focused on new materials and optoelectronics, and managed RMB 20 million. The
fifth did not have any special focus and managed RMB 50 million worth of investment. The
initial funds allocated to these management companies were more for the purpose of testing.
If the companies delivered efficiently on their promises, they would get more funds to handle.
Each of these companies received 2% management fee to pay for administration expenses. In
addition, SHVC paid a success fee to companies that performed well. SHVS bad the option to
drop its partnership with companies that failed to deliver, and switch to other, more profitable
companies. All these management companies were located in Shanghai—three in Jiaotong
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University, Fudan University, and Zhangjiang High-tech Development Zone; and two in the
New Scientific City Tower on Beijing Road. Gao Jian said:

We have concentrated on several areas, such as universities and development zones. Our
mission is to promote the commercialization of research results. And where are the sources

of innovation? They are in universities and high-tech developing zones. We have focused our
attention on those institutions.

Currently, SHVC has invested in more than 140 companies through fund management
firms. On an average, it holds 20-30% of the shares of those companies. SHVC’s investment
f:ommittee is responsible for analyzing the feasibility of project plans and the selection of
investment targets. The basic criterion for selecting an investment target is “high growth, high-
tech.” The high-tech industry includes IT, biotechnology, environment protection, and new
materials, among others. Another criterion is that the industry must have an expected 20%
growth rate in the next five years. Third, the company must have an efficient management
team.

Seeking partners for joint funds, SHVC initially approached universities and high-tech
development zones in Shanghai. It started from the top two universities and the two largest
high-tech development zones in Shanghai—Fudan University, Jiaotong University, Caohejin
High-tech Development Zone, and Zhangjiang High-Tech Development Zone. The investment
pattern for all these partnerships was 50:50. For example, with regard to the joint fund with
Shanghai Industrial Holdings Co. Ltd. and China Stock Exchange Research and Planning
Center, SHVC committed to invest RMB 200 million, 50 percent of the total investment.

SHVC initially prioritized cooperation with local universities and high-tech development
zones. However, it gradually realized that to obtain more capital, it needed to build alliances
with foreign investors. The company had set up a network in Shanghai by establishing funds
in different areas. In addition, foreign funds had begun to usher into China. In 2004, SHVC set
up three cooperative funds in collaboration with organizations from Hong Kong, the Silicon
Valley, and Singapore. (Exhibit 12 )

Since the local currency was not fully convertible in 2004, SHVC could not invest outside
China, To get around the regulations, SHVC had to operate through parallel funds. There were
two parallel funds: domestic and foreign. The two funds signed a co-investment contract.

Gao Jian realized that the company had arrived at a critical juncture on its future
strategy. Continuing investments through management companies threatened to deplete its
capital reserve as the investment cycle usually took over five years and exit options were
still extremely restricted. The venture capital market in China was not yet mature and did not

provide options for exit. Therefore, it was difficult to recover the initial investments. SHVC
itself had completely or partially withdrawn from 20 projects. The highest ROI was 3:1 for a
project carried out in two years. In addition, SHVC had to make decisions on whether to focus
on direct investments or develop more joint funds, and whether to focus on China or abroad.

Foreign funds posed two major questions with regard to their investment in China. First,
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how does one transfer profits out of China after withdrawing from a project? Second, how

CASE STUDY Envisicning the Future: Shanghai Venture Capital (SHVC)

Exhibit 3: High-Tech Trade between the US and China, 2000-2004 (USD million)

does one bring funds from abroad without resorting to the cumbersome application procedure? Year Tmports Exports
Within China, possible sources of funds were still limited. There were obstacles in trading 2000 10,700 3500
new shares, pension funds were still weak, and insurance funds were just emerging. Besides, 2001 13,365 7’243
these funds were not allowed to invest in high-risk operations. Other financial institutions 2002 20,094 8’304
were also not allowed to enter the VC industry. 2003 29,345 8,290
Thinking of the future of SHVC, Gao Jian picked his phone and called Tony Chen, chief 2004 45,698 9:401

of the investment department. “Hey, Tony! Good moring. Why don’t you come to my office
later and have a talk about the near-future strategy of the company? You see, there are so

Source: US Census Bureau, Foreign Trade Division, Science and Engineering Indicators.

many things to be done and all of us are wondering which path is the best for the company.”
“Sounds good,” Chen answered. Both knew that it would be a long day ahead. Exhibit 4: VC Companies and Capital
2003
Exhibit 1: China’s Research and Development Expenditure, 2000-2004 2 2=
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Exhibit 7: Distribution of New VC Projects in Different Industries (2004)

Other Traditional Industries
Financial Services
Education

Real Estate

Manufacturing
Optical-Mechanical-Electrical integration
Environmental Protection
New Energy

New Material

High-Tech Agriculture
Biology/pharmaceutical
Software
Internet/Communications

Source: China Venture Capital Yearbook 2005

Exhibit 8: SHVC Investment by Type

o EI‘ (telecom, broadband, optical, IC, software, etc.j

"1 Bio-Science

5 rTraditional Manufacturers using new High-Tech

Source: SHV(C’s website www.shvc.com.cn

Exhibit 9: SHVC Investment Stage (number of deals)

B Seed and Start-Up Stage

@ Development Stage

Source: SHVC’s website www.shve.com.cn
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CASE STUDY Envisioning the Future: Shanghai Venture Capital (SHVC)

Exhibit 10: SHVC’s Organizational Chart
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Source: SHVC’s website www.shve.com.cn

Exhibit 11: Operations of SHVC
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Exhibit 12: Funds with Local and Foreign Partners

Local

China Academy of Science

China Stock Exchange Research and Planning Center
Fudan University

New Material Fund

Qing-Hua University

Shanghai Cao-he-jing High-Tech Development Zone

. Shanghai Industrial Holdings Co. Ltd.

. Shanghai Jiao-Tong University

. Shanghai Municipal Information Bureau

Shanghai Zhang-Jiang High-Tech Development Zone

Foreign
. Singapore Economic Development Board

. (USA) Acorncampus Fund
+ HK Company

Source: SHVC’s website www.shvc.com.cn

CASE COMMENTARIES

COMMENTARY 1

Yan Gao
PhD Professor of Finance, CEIBS

This case highlights the unique features of China’s VC ind‘ustry. Unlike sleveral oth:;
countries, where the VC industry is completely dominated by Prwate firms, loca s(tiate-(l)wxiln
VCs have played a pivotal role in supporting the country’s high-tech and other developing
industries that have a significant impact on the future of the country. . e
In recent years, foreign money has been pouring .into the VC/PE industry becaus; :S e
fast pace of development and the stable political environment of the country, af:‘;fwe. iy
expected appreciation of RMB. Recent statistics (2006) reveal that the amount (1) orelir} e
PE investment outpaced local currency by a ratio of about 6 .to 1. However, 01'1 y 9ne— t;rrl .
the total money was invested in early-stage companies, imp.lymg: that m'o.st fore.lgn mv.es ene °
are focused on late-stage, low-risk investment opportunities 11 trad%tlfmal 1ndustr.1es,fev
in the field of TMT (technology, media, and telecom). For example, it is much casier for an
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Internet gaming company or a restaurant chain to raise foreign money than a semiconductor
design company or a biotech company. As a result, there is a huge funding gap for local firms
that are really “high tech.” In other words, foreign VCs are shying from high-risk investments
and acting more like bankers in China, given the complexity of the local environment. It is
the local state-owned VCs that find themselves responsible for filling the gap to finance early-
stage firms and play the role of a “real” VC, like SHVC. As a comparison, 75% of SHVC’s
investments are in early-stage companies.

Can state-owned companies play the role of supporting the growth of the high-tech
industry in particular and the VC industry in general? Based on US experience, the answer
is no. Pretty much like in China, the VC industry in the US was founded by the government.
Small business investment companies (SBICs) were introduced in 1958 to finance early
ventured companies in high tech by using cheap government money. However, as they
say, “Many roads to hell are paved by good will.” SBICs never delivered good economic
performance, nor did they foster high tech. This is attributed to inefficient corporate
governance and incentive policies of the government. The VC industry in the US took off
in the 1970s, with the introduction of limited partnership and other government policies to
encourage private participation in this industry.

Therefore, the problem SHVC is facing is much deeper than strategic direction and
geographic expansion. State-owned VCs are forced to take on a role that, without competitive
incentives and governance to attract much-needed experts and managers, they are unlikely to
fulfill.

Does this mean there is no future for state-owned VCs in China? Not necessarily. Just
as we see big Chinese SOEs gaining competitive advantage in an increasingly market-
oriented economy, state-owned VCs may also find a way with the features characterizing the

Chinese industry to get stronger over time, as long as they are willing to adapt to the changing
environment.

Chinese VCs do have certain strengths that foreign VCs do not possess, as SHVC
showed, including a vast network of universities and research institutions, local knowledge,
and government support. They are in a better position to identify good early-stage projects
and profit from them. Last year, Shenzhen Venture Capital Company, an entity similar to
SHVC, generated astounding profits by listing many of its invested early-stage firms on the
newly established Shenzhen Small and Medium Enterprise Board.

For the future strategy of SHVC, the following could be considered:

1. It should enhance its incentive system to boost performance and attract talent.The
newly established law that allows limited partnership in China has already aided
the creation of several local private VC firms. The incentive systems of these firms
could serve as a good reference. The new management and incentive system could
enhance the performance of SHVC’s investment partners.

2. An important issue to think about is the direction of strategic focus: local
or foreign business. The strategic focus, because of its background and
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current capability, may still be on local business. T‘he company could
strengthen its relationships with partners, expand its network to other
geographies, such as Shen Zhen, attract more local money and new conta.cts, and
enhance its relationship with the government. More joint venture funds with local
firms or foreign VC firms in China are a viable option to meet SHVC’s current
funding needs. Cooperation with foreign partner§ should be pl?ced above
strategic framework. The cooperation should not be aimed .at attracting money,
but gaining foreign experience, expertise, management SklllS,‘ and talent. The
company can also consider cooperation with various PE fun_ds or the ‘1nvestment arm of
big corporations to create future acquirer of its portfolio companies. ‘ .

3. Foreign parallel funds should be considered as a long-term stra'ltegw.optlon, nn?t
an immediate one. The goal should not be getting more deals in China, since the1:e. is
little value that foreign partners can add, but to look for investment opportunities
abroad that can help the growth of the firm’s portfolio companies in China.

COMMENTARY 2

Huang Yi
Assistant to the President, Shanghai Venture Capital Corporation

Huang Yi has worked at SHCV for three years. Before that, he workefi for 10 years at the
Zhangjiang High-Tech Development Zone, five years in the mzftrketmg depa?tment, and
the remaining in the investment department. He is currently serving as the assistant to the
president and is responsible for the investment management department. ‘

The Chinese high-tech industry is developing very quickly. The most '1mportant challenge

for our country is to commercialize the results from the laboratories. W1thqut that, research
will remain in the laboratories and never reach the market. Our mission %s to ens_ure that
research reaches the market and to do so we provide funds to start-ups in the high-tech
industry. : .
All our money comes from the Shanghai municipal government, while we also get
returns from our investments. We are involved in three things at the _mome‘nt: (1).Fund of
funds, (2) Direct investment, and (3) Key project management. The feasog is that if we act
only as a fund of funds, we get returns quite slowly. Thus, we make dlrect' investments to get
faster returns. The second reason is that there are still key projects and high technology that
are important for the society and we have to support them. .

In total, we had USD 80 million, which is now worth USD 90 million 'due.z to_ the
appreciation of the RMB. Of this, two-thirds is in the fund of funds, while one-t.hlrd is direct
investment. Most of our investments took place three or four years ago and we still need some
time to cash out. About 20-30% of our investments have already successfully cashed out or
launched their IPOs. However, 10-20% of our investments did not do well: a few of the start-

ups failed, while others are struggling to stay afloat.
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We have 20 subsidiary funds, and each has its own management company. Two will be
closed because they have completed their assignments. Thus, there will be 18 management
companies in total.

We also have a few joint funds with foreign VCs. Most of them are 7- or 10-year
programs, and will conclude in another three or five years. These funds are performing
quite well. For example, TDF with Singapore has invested in Baidu and Alibaba, large-scale
Chinese companies. But certain regulation problems persist; for example, limitations on the

free exchange of RMB. The next plan is to invest directly in other countries, while foreign
funds invest in China.

We have some contact with foreign VCs. For instance, we exchange information or look
for projects together. Currently, the Chinese law does not allow foreign funds to directly invest

in China. Although a few foreign funds have local representative offices, their investments are
considered foreign investments.

Qualified management teams with good track records are still a rarity. On the upside,
though, more and more people are getting to know about the VC business. It is still not very
easy to get qualified people, but the situation is much better compared with a few years ago.

We introduced certain changes at SHVC since this case study three years ago. In 2004,
the Shanghai government asked us to mange certain key projects for the city. The project
was termed “Rejuvenating the city through science and technology.” We are one of the
two management companies in charge of it. The total investment is RMB 6 billion. SHVC
manages RMB 3 billion. The money will be used for the development of high-tech industries,
such as IT, life sciences, and new materials. We established the key project department to
manage this project. It is the government’s money. The government decides where to invest;
we just manage it. We have formed the investment management department by merging
the investment department and the management department. T am in charge of the new
department. :

SHVC needs to adapt to the changing environment. We are now getting most of the
money from the government. The next step is to get money from private and foreign investors.
Second, most of the investment is in Shanghai currently. But in the near future, we will
support certain companies outside Shanghai, in Zhejiang and Jiangsu provinces. Zhejiang,
Jiangsu, and Shanghai are going to cooperate more closely in developing the high-tech
industry in the region.

The number of VC firms is growing in China because the Chinese economy is growing
and China’s capital market is improving. The government is also encouraging rescarch to
be industrialized. However, several things to be improved for the VC industry since it is not
isolated and needs an entire support system—a favorable regnlatory regime and a professional
credit system. The US and Singapore are examples of extremely favorable systems. But these
are not as good as in other countries. In Shanghai as well, we are learning and improving all

the time.

The future of the VC industry in China is very bright, but we need to address certain
problems. There will be some ups and downs along the way.
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When Success is Looking for a Strategy

CASE STUDY
Shanghai Red Star Engineering*

In June 2005, Hong, Fang, and Li, the three founders and owners of Shanghai Red Star
Eﬁgineering (Red Star), were on the horns of a dilemma as they had just received a three-year
RMB 10.2 million order from Vulcan Trucks of China, the company’s principal customer. The
order was valued at 50% of Red Star’s 2004 annual sales of RMB 20.4 million.

The owners were concerned that the order, if accepted, would increase Red Star’s sales
dependence on Vulcan to about 40% of its total production.

Company History

Red Star was founded in 2000 by siblings, Hong and Fang, and their brother-in-law Li.
Hong and Fang were engineers who had worked for a large state enterprise, whereas Li had
experience in marketing with a foreign enterprise.

During the course of work, Li got the opportunity to deal with a number of customers,
including foreign companies. A customer told Li that he and his brothers-in-law should start
their own enterprise. After much deliberation, they launched Red Star by pooling their own
financial resources and borrowing money from a foreign friend.

Hong became managing director and was also responsible for finance, while Fang was
responsible for all manufacturing and engineering operations. Li assumed the role of sales and
marketing director.

Other management members included a works manager and a production manager
reporting to Fang; a chief accounting and purchasing manager reporting to Hong; and a sales
manager and a marketing manager reporting to Li. The company did not have a personnel
department; however, management kept employees informed about the development in the
company through informal channels. |

As the company grew at a rapid pace, an average of 20% over the past five years, management
did not have the time to formulate personnel policies, and plan and upgrade computer systems.
Moreover, there was no organized training or promotion system in the company.

" This case was prepared by Professor Jeffrey V. Ramsbottom of Manchester Business School (MBS), UK, and China Europe
International Business School (CEIBS), Shanghai, PRC, as a basis for classroom discussion. Copyright © 2007 by MBS,
CEIBS, and Professor Jeffrey V. Ramsbottom.
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Manufacturing and Engineering

Red Star’s factory was located in the Huipu district of Shanghai. The transportation system
in the district was satisfactory with adequate road and rail linkages. Moreover, local
transportation services were considered to be adequate by workers.

The company employed 300 people including production line, staff, and management,
and was a top private employer in the area. However, the rapid economic growth in the
region led to a shortage of skilled workforce, and the local companies were competing for the
available labor force. Other manufacturers in the area included plastics companies, chemical
companies, food processors, engineering companies, and construction firms.

Red Star’s manufacturing plants were working at full capacity in normal day shifts and
with overtime when critical bottlenecks affected production. Attempts to introduce multiple
shifts in the past had been unsuccessful, largely due to labor shortage and difficulty in
arranging a full shift. Production capacity at the existing facility, however, could be increased
by up to 40% should the need arise.

Over 50% of the machine tools and other equipment at the factory were more than five
years old. Fang estimated that the existing presses, lathes, and grinding machines at Red Star
could not be replaced with their new models before a year or two. However, according to him,
“There was always the possibility of buying reconditioned or second-hand machine tools from
a state-owned enterprise or even leasing equipment.”

Accounting, Costing, and Finance

Hong considered that management was managing costs effectively at Red Star and figures
showed that materials on an average accounted for 25% of annual sales in 2004. Labor costs
were 30-35% of sales in the past three years, while overheads (which excluded sales and
marketing expenses) averaged 20-25%. Profit before tax ranged between 8% and 10% during
the past five years. '

Financial control and budgeting was satisfactory, while credit and cash flows were under
tight control. For example, accounts receivable (debtors) and accounts payable amounted to
RMB 4 million and RMB 3 million, respectively, at end-2004. Inventories of raw materials,
semi-finished products, and finished products stood at RMB 3.6 millicn at end-2004.

Despite the company’s steady growth, the owners were not keen on increasing their
financial exposure and wanted to retain their hold on the company. This explains why they
had not explored the possibility of selling shares to outsiders.

Future Objectives of Red Star
At the Tune 2005 meeting, Hong, Fang, and Li decided to draw up a plan of action to bring
together the necessary physical and human resources required for completing the new order.
But almost immediately, differences of opinion arose among them. They were all concerned
about the impact (both positive and negative) that Vulcan Trucks’ order would have on Red
Star’s growth.

Fang suggested they should first consider whether to accept the new order. He believed
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tl?at the company had been fortunate to reach its present size without encountering any major
difficulty and the time might now be right for consolidation rather than further expansion.

Hong partly agreed with his brother, but pointed out that declining the order could hit the
f:urrent business from Vulcan Trucks—the company was known to cancel orders if it felt that
its suppliers were not responding to its needs.

Li agreed on this point and stated that the new order will increase profitability. Although
the proportion of the company’s sales coming from Vulcan Trucks was high, he felt that this
would fall as the company was receiving orders from other customers and may even export in
the future. Although he did not undermine the difficultics of increasing the output to cover the
new order, he felt it would be wrong to go back on a policy which has established Red Star as “a
company capable of producing quality products at a competitive price.”

FroTn previous discussions and negotiations with Vulcan Trucks, Hong knew that they
must quickly come up with a course of action. He recalled that in the early days of Red Star,
thfay. had talked about limiting the size of the company to 300 employees and about RMB 2(;
million in sales. At present, the company has crossed this mark and he wondered whether
they have reached the point where they should consider establishing a separate company

specifically to cover the new order from Vulcan Trucks or meet the entire demand from within
Shanghai Red Star Engineering.

CASE COMMENTARIES

COMMENTARY 1
Dr. Jeffrey V. Ramsbottom

Senior Feliow, Manchester Business, UK, and Visiting Professor, China Europe International Business
School, Shanghai, China

The case is about Shanghai Red Star Engineering, a small job shop engineering company;
and opens with the news that it has just received an unexpected large order from Vulcar;
TI'I‘JCkS, one of its major customers. In its first five years, the company has met its two original
objectives—sales of RMB 20 million and a staff of 300 employees.

The three founder directors, who are related through relations and also the senior
managers, have different opinions as to whether to accept this order or not. Li, the sales
and marketing director, wants to accept this growth opportunity without question ’but Fang
the manufacturing and operations director, wants to “stabilize” the company afte,:r its rapi(;
growth al"ld therefore wants to reject the new large order. Hong, the managing director/finance
director, is equivocal. This new order raises questions as to what the company should do in the
future as opposed to what it has achieved in the past.

But before the future can be addressed, some assessment of the past has to be made. Is
Shanghai Red Star a successful company and if so, why? What constitutes success for an SI;/IE
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in China and is that different from elsewhere? The company has experienced high growth and
is profitable, but is it profitable enough for the future? At this point in its existence, what are
the company’s strengths and weaknesses, especially with regard to successfully accepting or
rejecting the big order? There is sufficient financial information in the case to make rough
assessments of the impact on the company of either alternative.

If Shanghai Red Star rejects the order, a critical question is what will Vulcan Trucks do?
There is a strong possibility that Vulcan might cancel the existing orders; how much and how
important are they? By any reasonable assumption, Shanghai Red Star is highly vulnerable to
bankruptey if Vulcan Trucks withdraws its existing business.

And if they accept, it is necessary to look at the effects on the P&L statement and the
balance sheet. A simple P&L sheet can be constructed from the data in the case in order
to understand the cost structure. As a first order effect on the P&L, the impact of paying
overtime or second shift premiums to complete the big order in a tight labor market shows
the vulnerability of the thin profit level. On the balance sheet, the increase in working capital
required to support the increase in sales demonstrates that the company needs much more
working capital to support this extra business. If fixed asset purchases are included to fulfill
future growth, then the company is significantly undercapitalized and could go bankrupt.

The three principals and founders cannot seem to agree. Does this matter? It will do soon
because the harsh interpretation of our brief analysis of this “successful” Chinese SME is that
if it rejects Vulcan’s new big order, it could go bankrupt; if it accepts Vulcan’s new order even
then it could go bankrupt; and suxe as heck, if it does nothing it will go bankrupt.

All of this begs the question as to what is Shanghai Red Star’s strategy? Indeed, has
Shanghai Red Star had a strategy and if so, what? It certainly had objectives to go with the
founders’ original vision—20 million RMB sales, 300 employees—which were achieved.
Maybe the strategy was to establish a viable SME business making quality products for
satisfied repeat customers and to profitably grow the business. But that old approach is now
insufficient after Vulcan Trucks’ new big order because doing business as usual could well
lead to bankruptcy.

In fact, the case is not as much about numbers, profitability, and cash flow, important and
vital as these are, as it is about goals, objectives, and strategy. Probably unwiitingly, Vulcan
Trucks has forced Shanghai Red Star Engineering to face the future and answer the questions,
“What are your future goals and objectives, and what is your strategy for achieving them?”

Neither the “reject” nor the “accept” option is right or wrong. However, whichever
is chosen will require vastly different strategies to succeed. In the former, some way of
preventing Vulcan from withdrawing its existing business would be important, may be
delaying fulfillment of the order until Red Star is properly equipped. For the latter, a new
source of financing is imperative. Therc may be a chance to get Vulcan to invest in the
business.

Alternatively, the current situation of “success waiting for a strategy” is an ideal
opportunity to re-evaluate the whole business venture and its future direction. The common

80:20 rule of business suggests that frequently 80% of a company’s profits come from only
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20% of its customers. Perhaps this is an opportunity to focus on a few of the more profitable
customers and expand the business with them. Or maybe it is a time to specialize in a
particular area of engineering and develop away from a commodity job shop company with
low margins toward a specialist high-margin operation.

The purpose of the case is to show that companies cannot stand still and that strategy,

evolving and emerging, is critical to successfully achieving objectives, especially as
companies grow.

COMMENTARY 2

Comments from Mr. Xu Chuan,

General manager and founder of Future Mechanical & Electrical Technology Co., Ltd.

Red Star’s remarkable achievements in the first five years of operations were mainly attributed
to t'he reliable partnership among founders, who worked in clearly defined roles. In my mind
their success was due to a number of favorable factors—established customer base, in-deptlr;
kno.wledge of customers’ needs, team spirit, expertise in engineering, and healthy external
environment—and the thriving Chinese economy.

After five years of its establishment, the company had reached a production scale and
capability to generate profit. Meanwhile, the market and the customers also underwent great
changes. The company’s management/owners needed to come to an agreement on a clearly
defined strategy and standardize the internal management to ensure sustainable growth. I
would like to suggest that the company consider the following initiatives: |

1. Strategy adoption: The challenges and disputes Vulcan’s big order posed to the
company highlighted that even after five years of rapid growth, the company
was still facing a critical choice for a development strategy. Lack of consensus on
? clealT development strategy was not a big issue in the beginning, but an obstacle
in maintaining long-term sustainable growth.

2. A development strategy will help answer: Where is the company going? How can
the company achieve the goals? Does the company have enough resources to
support the development? What are the capabilities that need to be enhanced? What

is needed to improve competency? What are the resources required to execute the
strategy?

Before formulating the strategy, the founders should ponder over the missions and
prospects of the company. Why does the company exist? Where are we leading the company?

A thorough understanding and analysis of the external environment and the industry is
a prerequisite to foresee the trend. Red Star should conduct an unbiased strength, weakness
opportunity, and threat (SWOT) analysis, and discover its unique value to its customers’
by comparing itself with the existing and potential competitors in terms of strengths and
weaknesses. Red Star’s expertise in engineering and manufacturing helped it attract a big
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client such as Vulcan. Will the expertise continue to innovate and add value to the brand? Will
it be able to create a new market and attract customers from other industries?
Red Star had good financial control in the first five years. In the backdrop of a rapidly j
: growing Chinese economy, the company’s growth and profitability were not exceptional. ‘
i It will have to enhance the core competence, which requires the formulation of an effective
strategy and its successful execution.
The decision to accept the order or not will be based on the desired strategic position
in the future. Thus, the founders need to redefine their corporate mission, prospect, and
strategy. They also need to establish a standardized and scientific regulation and workflow,
use information technology, automate the manufacturing systems, and reduce cost, especially
labor cost. With respect to human resources, Red Star needs to set up a performance
management system, which will inspire innovation, increase investment in staff training, and
enhance employees’ job satisfaction .
Finally, let me just add a comment on growth. The growth of this company in the future
i relies on the approach of the top management team. The founders of Red Star need to get
‘ access to formal business education in order to change their mentality and form a management

team capable of leading the company to a brighter future.
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The Dangers of Rapid Expansion:
The Road of Franchising

CASE STUDY
Ahua: The Franchising Dilemma

It was the end of 2002. Chen Renhua, the owner and general manager of Ahua, was pondering
over the future of his organization. His main concern was the franchising system that his
company was employing in its operations. Ahua was the pioneer and market leader in the
mother-baby care industry in China. From its initial product, the baby-hair pen, it had expanded
into various lines of business: pre-natal education for pregnant women, pre-school education for
0-3-year-old babies, nursing services for new mothers and babies, rehabilitation program for
new mothers, and services for the entire period from pregnancy till the baby is three years old.

When Ahua adopted the franchising system, Renhua thought it was the perfect
solution to ensure rapid expansion in the number of outlets. The first franchise was
opened in 1994, in the city of Dalian, Liaoning Province. By 2002, it had grown to 106
units. However, after several years of the franchising system, he found that reality was
not as glamorous as he had envisioned. He was considering abandoning the system and
using the company’s own outlets instead. Many things were in his mind, but he was not
surc of the pros and cons of the options. The implications were numerous. He decided
to call for a meeting of his management team to re-evaluate the system and decide on
the course of action. This, he knew, was a critical question for the company’s future:

As a general manager; | have many decisions to make. Though all of the decisions have an
impact on our business, I believe the decision about the franchising system is a milestone in
the company’s development. It is a difficult decision to make alone. | really feel it Is the time
for Ahua to clarify where we want to go.

An Entrepreneur's Dream

The company was founded in 1993 by Chen Jianhua and her husband Chen Renhua. Jianhua
graduated from Xia Men University as a music student in 1992. After trying for several
years to make a career in music in Shanghai without much luck, she took an unexpected
path. Jianhua loved her mother very much and after the latter’s death, she wanted to have
something from her person as a memento. There was a tradition in China to make brush
pens using human hair, so she decided to do it with her mother’s hair. During the process of
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communicating with the brush pen craftsman, Jianhua found that there was a special brush pen

_ made of baby-hair instead of adult hair. In the past, people called this type of pen the Zhuang

Yuan' pen because it was believed that students who used baby-hair pens would obtain the
highest marks in their examinations. The tradition was forgotten for a long time, so there was
no demand for this kind of pen. But Jianhua realized the business potential of this tradition.
Her logic was very clear. Due to the one-baby policy prevalent in China, the child had become
the most valuable and cherished member of the family. So, Jianhua thought she could give
parents something they could keep forever and remind them of the time when they had their
baby.

Jianhua decided to leave her musical career and founded Ahua to make baby-hair
pens. It was the first company in China to manufacture baby-hair pens. Jianhua said:

1 believe Ahua created in China an industry that did not exist at the time. | was the first
person who commercialized the idea of baby-hair pens.

Initially, the business did not expand rapidly. The main challenge was how to approach
the new parents. It was not possible to go from door to door offering this service. Besides,
most parents just did not keep their babies” hair. Moreover, to be able to make baby-hair pens,
the hairdresser is required to be experienced enough so that the hair is cut neatly.

Jianhua, after realizing this problem, decided to offer hair-cutting services as a way
to introduce the idea of baby-hair pens to parents. This strategy was a key decision for
the company’s future. Since a baby’s skin is delicate, almost all parents want specialized
hairdressers to cut their babies® hair. The hair-cutting service offered several opportunities for
introducing baby-hair pens to customers. In fact, most of the customers who used their hair-
cutting services also decided to get baby-hair pens made. That was the beginning of Ahua and
its rapid expansion.

Products And Services

- During the first phase of development, from 1993 to 1998, the company had limited products.

Ahua witnessed gradual growth as it responded to the needs of its customers. For example,
some parents wanted to keep mementos of the entire process of their babies’ growth. Ahua
decided to provide those parents with all that they needed: baby-hair pens, pictures, albums,
and even the creation of Web pages featuring their babies. In the second phase of expansion
that started in 1998, some new products were added, and new services, such as pre-natal
education for pregnant women, pre-school education for 0—3-year-old babies, and nursing
services, were also added. The products were effectively promoted.

Parents could choose any time span for the services: for example, 0-3 years or 0-6

! Zhuang Yuan was the person who obtained the highest marks in an examination that was designed to select government
officers in ancient China. Now, Zhuang Yuan refers to the person who gets the highest score in important tests such as

college entrance examinations.
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years, as tl.ley liked. -They could also adjust the service package according to their budgets.
The ﬁrm‘tned to provide a comprehensive array of services throughout the first six years of a child’s life.
At that time, other players, encouraged by Ahua’s success, appeared in the market but they

only provided a number of disconnected services. This differentiated Ahua from its new
competitors.

Ahua’s business was divided into two main categories: products and services. Products
were further divided into two types: products developed in-house and those manufactured b
f)thers. The company owned the brands of the souvenirs developed in-house. The company’);
in-house products included nutrition for pregnant women, clothing, souvenirs fingerprintin
-and footprinting, and toys. All these products used Ahua’s brand. Ahua’s fact(;ry was locatei
in Luwan, Shanghai, and employed about 80 workers.

Apart from its own products, Ahua also acted as an agent for other manufacturers
Although many products, such as milk powder, clothes, and toys, could be found ir;
supermarkets, its unique direct sales system attracted many customers. If the customers
wanted to buy something from Ahua, they only needed to contact the company and the
company delivered those products to their homes. As Renhua indicated:

We provide the products at the same prices as the supermarkets; besides we take them to the
customer’s home. Pregnant women and new mothers do not need to go out to buy the things
they need for their babies. We take care of that. Convenience makes us our customers’ first

choice. In addition, we provide one free lecture to the customers who spend more than RMB
3,000 on education programs.

Starting with the original service, i.e., hair-cutting and hair pens, Ahua developed several
products and service programs targeting the needs of different customers. For example
WhE‘,Ijl pregnant women came to hospitals to have their regular health examination Ahue:
provided freec coaching to them. That was usually the way customers developed the;ir first
contact with the company. After that, they bought more products and attended other programs
such as nursing and early age education for 0—3-year-old children. The company’s target
cusFomer groups were pregnant women and families with 0-3-year-old children. Ahua’s
busn.1ess cfoncept consisted of creating synergies among different products and services. The
relationship between hair-cutting and baby-hair pen-making was a clear example.

Business Concept

Renhua could not send his salespeople door to door to solicit business since customers were
aversc? to that. Neither could he wait for customers to come to Ahua, although he tried tacitly
to entice customers to approach the company. Health advisors played a key role in this strategy
as they formed a relationship of trust with customers. As every pregnant woman had to do
health checkups in hospitals, health advisors tried to reach out to them at hospitals. These
health advisors were actual salespeople who attracted customers by introducing other .service
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possibilities to them. Usually, the products were special.iz‘ed, which meant custome‘rs had to
get professional information before making a buying decmo?. The role of health a?wsors wzil;
to help customers make the right decisions and choose the right products. Counsei1 11:tlg wzs,cts
that way, an important component of its services. Once custhf:rs got to know what produ
they needed, they could contact their call center. As Renhua indicated:

We do not have a traditional direct selling system; actually, it is the health advisors who sell
the products. Their main mission is to educate the customers. In this way, customers can
make wise choices and that is the foundation of their loyaity to us.

In fact, Ahua did not face strong competition in the market. There were some small
competitors that only provided one or two products and services. As Renhua declared:

Our competitors are niot strong. Besides, they are product oﬁ‘ented 'but we are servin oriented.
We are unique in the way we operate. So our main goal is to improve thfe quality of: our
products and services constantly. Of course, this does not mean that there is no competition
pressure at all. For example, in Ahua, the price for nursing service is’RMB 2,200-4,000 per
month in Shanghai, more expensive than what some small companies offer. But that does
ot harm our market share much. What we do to convince customers is that we assure them
that our services are of the highest quality and the safest in the market.'Nobody wanl;‘s to
play with the safety of their children. Our strategy is high product qualtty,' t;)t low prices.
Some people think that it is too expensive, but once the)f ge:f to know what kin of se;wce we
provicié, they will think it is worthy. Our nursing service is provided by professionals, often
former nurses, equipped with good knowledge of nursing.

The secret is to win the trust of customers so that they bu.y our services. Some small
companies think that healthcare is a simple business and offer prices as low as RMB 800 iez
month. However, this means that the service of quality they provide also corresponds to tha
price level. A high-quality service might charge a high price and that means the customer
receives professional service, which ensures proper care of the mf)ther and the baby. ‘Wej are
trying to change customers’ notions so that they start payl‘ng our prices for healthcare serv1ci:)s.
Therefore, the main responsibility of the health advisors ¥s to get'the trust of the customers by
providing an excellent, professional, and reliable counseling service.

Regarding their target segment, Renhua explained:

In Shanghai, more than 40% of the new families are our taiget customers. In other cities, it
is somewhat less - 20-30% is our target customers there. This is a very lc'zrge customer Srou’p.
According to our definition, families whose income is above' the average incorme Jevel cj a C;I)f
can afford our services. We also make some adjustments in our service prices based on 'de
income level in different cities. Labor is the major cost component of the services we provide.
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Since the labor cost is different in different cities, we have différent service prices. But the
prices for products are the same everywhere.

Ahua’s target market is extremely large and is estimated to be RMB 40 billion, according
to its own estimates. It hopes to develop a professional and unified standard for this industry.
At the moment, small competitors do not follow a clear standard. As Renhua explains:

Standardization of services is crucial but difficult. It takes time and effort to standardize
a service. Our principal profit source is sale of product, not service. The profit generated by

services is only a small part of our total profits. Nevertheless, standardized service is the key
fo attract customers for the products.

The Franchising System

Attracted by the large and rapidly expanding market, the firm decided to adopt the
franchising system in 1994. It invited franchisees in most of China’s major cities. Following
advertisements published in newspapers, many candidates interested in becoming franchisees
contacted Ahua. After many negotiations and visits to the cities, Ahua appointed 101
franchisees in about 7 years. This was an important expansion of the business; the company
was now present in 101 cities.

Ahua chose only one franchisee per city, even in the large ones; each franchisee, in
turn, was free to open several demonstration stores in its city of influence. The company
also provided a call center to each franchisee. This call center was under the control of the
company’s headquarters.

The company also chose four cities to be the city operation centers. These were Beijing,
Tianjin, Nanjing, and Hangzhou. The city operation centers were owned and operated by
the company, directly under the control of the central office. China is so big that it was
not realistic for Ahua’s headquarters to manage all the training and logistics itself. The
city operation centers had been designed to be responsible for training, sales, and logistics
within their regions. They had an organizational structure similar to that of the headquarters
in Shanghai. Also, the city operation centers served their cities as normal stores, so there
were no franchisees in these four cities. In a sense, the city operation centers played two
roles: first, they provided support to the franchisees in the region, and second, they were the
business operators in the cities where they were located. The total number of cities where
Ahua operated at the time of writing-this case was 106—101 managed by franchisees and 5
managed by Ahua directly (4 city operation centers and the headquarters in Shanghai).

The headquarters’ responsibility was to support the franchising system. First, it provided
the products the franchisees were selling. Second, it provided management support such as
administration, finance, sales, enterprise resource planning (ERP), and more importantly,
customer relationship management (CRM). Third, and most importantly, it provided training
support. It was critical to appoint professional staff at the franchisees in order to deliver
professional services to customers. Without the necessary training, it was impossible to
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ensure standard quality at every outlet. Finally, the headquarters was responsible for the
company’s communication and public affairs. For the direct selling system to work, the brand
name needed to be promoted and various promotional campaigns had to be organized. Ahua
had good contacts with many professional magazines and websites where customers could
find information on the company. It also had agreements with some hospitals and healthcare
organizations through which it could market its services. Many franchisees were attracted by
the strong market support Ahua provided.

Tt was after a long debate that they decided to adopt the franchising system. Although the
benefits of franchising were foreseeable, they doubted whether they had enough resources to
manage the system well. But after careful analysis of the development trends in the market,
they decided to go for it. At that time, there were some capital constraints for developing
business acros$ different cities. Growth in operations would have been much lower if the
company had employed its own resources alone. For instance, opening a new unit in a large
city (with over 2 million inhabitants) required an average investment of RMB 1 million; RMB
600,000 in a medium-sized city (1-2 million inhabitants); and RMB 200,000 in a small city
(lesser than 1 million inhabitants). It was not so easy to decide how much to invest in a city.
As Renhua indicated:

The only way to have access to that customer base is to be present in that city. There is a
clear advantage for the first mover as the latecomer undoubtedly has to make an extra effort
to gain market share. Gaining a foothold in the market quickly is the right strategy, and
that was the first motivation for Ahua to adopt the franchising system.

There were many reasons that supported the adoption of the franchising system at that
time. Franchisees had good knowledge about the customs and traditions in their zones, and
this gave them a better understanding of the needs of their potential customers. They also hade
the right connections with doctors and hospital administrators, and it was easier for them to
build good business relationships with the local hospitals.

Ahua paid much attention to the quality of the professional staff; this was a key factor
in the healthy expansion of the business. For instance, they recruited many healthcare
professionals as teachers in the educational programs for parents, such as the pre-natal
education program and pre-school education program. Some famous health experts worked
part-time with the company as consultants. The local resources the franchisees employed
facilitated the task of finding these professionals and experts.

Another imporfant advantage of the franchising system was that they did not need to
create organizations in each city. The franchisee was responsible for the local management
and they were their own bosses. Ahua was not required to help a new franchisee in terms of
investment. Meanwhile, the company could concentrate on developing a strong professional
team at the central office to provide the necessary support to the franchisee.

After several years of rapid development, and as the company gained experience, the

franchising system was perfected by increased control over key resources. For example, the
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company owned the call center phone number. If a franchisee left the company, the telephone
number still belonged to Ahua, which meant that they retained the contact. Besides, the
CRM system was controlled by the company itself. It was the only entity that had a(:cess
‘.co information regarding customers all around China. The franchisees could not access
information about customers in other cities.

However, some problems did appear. The franchisees usually had a short-term approach
am-:l their main motive was to make quick profits, which was in conflict with Ahua’s long-term
objective of building a relationship of trust with customers. As Renhua explained:

The promotion of our brand name all around China is a long-term investment. However,
franchisees that have contracts of only 3-4 years are more concerned about maximizing their

profits during the duration, without consideration of the business conditions they leave affer
the contract ends.

}-Iigh-quality, standardized service programs were the key points that differentiated Ahua
from its competitors. As Renhua said:

Ahua’s profits ultimately come from sales of products; ht'gh-quality services are the reason
why the customers come to us and stay with us.

The company had developed many professional health programs, such as healthcare
for er:gnant women, rehabilitation care for new mothers, pre-school education, and free
coaching. These special services heiped increase customer loyalty — although products similar
to those sold by Ahua were offered by other companies, customers chose Ahua because of
the professional services it offered. Therefore, it was imperative that the franchisees also
understand the importance of building long-term relationships with customers.

Anotl?er issue was the quality of services as they depended on the peopie employed by
the franchisee. It was a challenge to provide standard service with the same level of quality
everywhere. Although the company provided extensive training to the franchisees, the

implementation of the services varied from franchisee to franchisee and it was very difficult to
control. As Renhua explained:

Sometimes the franchisee lowers the quality of service to increase its profits. For instance, the
teaching material is standard for all the cities, but the learning effectiveness is différent from
different teaching styles. Since the experienced teachers cost more, many franchisees hire less
experienced professionals to save costs. But that results in inferior learning and bad feedback from
customers, Actually Ahua has developed strict standard for selecting teachers, for example, from
the level of associate doctor or associate professor up. We expect the franchisees to select teachers
from large local hospitals, but some franchisees hire a recently graduated doctor because hefshe is
muich cheaper. If this practice continues, we will lose all the customers in the long run.
According to Ahua’s own estimates, the direct cost of developing a customer ranged
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only from RMB 12 to RMB 20, but then they incurred high indirect costs. For instance, Ahua
provided customers with free coaching, and the customers could attend the free activities
hosted by the company if they bought Ahua’s services or products from any franchisee. The
ideal situation was to maintain the business relationship with a specific customer for about
four years (from pregnancy till the baby is three years old). Some free or quasi-free services
were often provided to retain customers. In Shanghai and Beijing where Ahua operated by
itself, if a customer spent more than RMB 3,000 within a year, she could attend diverse
activities such as lectures, coaching, and meetings with experts free of cost. This was an
effective way to motivate customers to remain loyal to the company. However, some of these
services and activities were financed by the franchisees, which meant they had to sacrifice
their short-term profits. Since the contract term for the franchisees was about 3—4 years, they
did not care much about the future and had a short-term view of making quick profits. They
did not want to spend much money on retaining customers. After all, they thought 80% of the
income came from selling products, not from services. According to the company’s records,
the customer loss rate ranged from 4% to 8%. However, the low loss rate did not mean it
would not hurt their businesses. For Ahua, the loss of a customer was a great problem. The
lowering of the service quality not only damaged the image of the company but also offered
its competitors an opportunity to gain market share.

As Renhua said:

It is a demanding job to supervise more than 100 franchisees. It is impossible for us to
supervise them in every aspect. For example, it is prescribed that the franchisees can only
sell the products provided by Ahua but some of them began to do some business beyond the
contract restrictions, Though it is possible to penalize them when detected, many franchisees
still continue with this practice because we cannot monitor them all the time. Besides, we
cannot control the quality of these products, and sometimes bad products can endanger the
health of our customers. And at the end, the customer thinks it is Ahua's responsibility. This
harms our image, which is very damaging for our long-term success.

Lack of effective control also gave way to fraudulent accounting reports. The
management fee charged by the company from the franchisees’ income was a major source
of profit, but many franchisees presented fake accounting reports to Ahua. For example,
if a franchisee with an annual income of RMB 3 million reports just RMB 1.4 million, the
company could lose much of its management fee, which could range from 1.2% to 2% of the
annual sales income. What is more, if such false accounting reports were not detected in time,
the situation became worse as the end of the contract approached. If the franchisees provided
fake accounting reports, the company could not even punish them. It was impossible for the
company to spend time and money to detect and punish all of them. What was more, the
supervision cost was extremely high. It was not feasible for the company to assign a person
in each city to monitor franchisees’ behavior. Moreover, detecting fake account reporting was
not so easy; it was time and money consuming. So it was impossible for Ahua to control the
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franchisees effectively.

What to Do?

To stop the franchising system would mean to Stop operating in many cities as the company
001‘11d only handle around 10 cities with its present team. They would have had to hire and
tram many managers and store assistants. Besides, during the period, many competitors would

have managed to take advantage of the vacuum created by Ahua’s retrenchment and break into
the market. Renhua put it very clearly:

To stop the franchising system would mean to start from zero again.

If the agreement is terminated under the conditions specified in the contract (such as
force majeure), Ahua does not have to compensate the franchisee. But neither Ahua nor
the franchisee had any right to terminate the agreement until the conditions specified in the
contract were not met. That meant that Ahua had to wait till the contracts expired to take over
the cities. There would be new demands on Ahua if the system was to be terminated. Renhua

had many questions in his mind; it was not certainly an easy decision to make. The business’
future was at stake.

Exhibit 1: Control Terms of Franchising Contract (Part A stands for Ahua and Part B refers to the
franchisee)

Rights of Part A:

1. Part A has the right to request Part B to submit the financial reports and all the data related
to business. Part A also has the right to use the information Part B provides according
to business needs.

2. Part A has the right to decide whether Part B is committing the requirements prescribed
by the Ahua Mum-Baby Life Hall franchising system or has broken the rules of the system,
according to the Management Handbook of Ahua Mum-Baby Life Hall franchising
system and the Operation Handbook of Ahua Mum-Baby Life Hall franchising system. 1f
Part B has broken these rules, Part A has the right to punish Part B accordingly.

3. If Part A determines that Part B has broken the rules of the franchising network,

Part A has the right to punish B by written notice, deducting the down payment, or
canceling the franchising agreement.

Obligations of Part A:

1. Part A has the obligation to ensure that Part B is the only franchisee in the city Part B is in.

2. Part A has the obligation to provide necessary guidance and support for Part B to
facilitate the operation and business.

3. Part A has the obligation to provide Customer Relationship Management support for Part B.
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4. Part A has the obligation to provide all the forms which are necessary for Part B to operate.
5. Part A has the obligation to provide uniform image design of the shop for Part

B.
6. Part B has the obligation to provide uniform image of the Ahua Mum-Baby Life Hall

franchising system for Part B.
7. Part A has the obligation to provide necessary credentials for Part B to operate.
8. Part A has the obligation to provide Part B with all kinds of handbooks related to operation,

management, and service.
9. Part A has the obligation to provide Part B with all necessary professional service.

Rights of Part B:
1. Part B has the right to enjoy exclusively the rights granted by the franchising network

within the franchised city.
2. Part B has the right to use the Ahua brand during the operation. |
3. After the expiration of the contract, Part B has the priority to continue the contract at

the same condition.

Obligations of Part B:

1. Part B has the obligation to confirm the rules and requirements prescribed by the Ahua
Mum-Baby Life Hall franchising system.

2. PartB has the obligation to adopt the uniform image prescribed by the Ahua Mum-Baby
Life Hall franchising system.

3. Part B has the obligation to operate only in the franchised area.

4. Part B has the obligation not to operate any business which is similar to the Ahua Mum-
Baby Life Hall franchising network but owned by others.

5. Part B has the obligation to submit the management reports and related information
prescribed by Part A.

6. Part B has the obligation to repay the deposit within 14 days after notice to make up
the original pool which has been taken over by Part A as penalty if Part B violates the
term of the contract.

Other terms related to control: Within 2 years after the contract is terminated, Part B
promises not to operate, either by itself or by cooperating with the third party, the business
which will thread or compete with Part A’s business. If Part B does not follow this term
or if Part B uses Ahua’s brand before it is permitted by Part A, it will be considered as
infringement. Part B will be responsible for it by law, and will also pay Part A for its loss.

The contract will terminate:

1. When the expiration date is due;

2. When the contract cannot be implemented because of force majeure;

3. Part A has the right to terminate the contract if Part B sells the products of other companies or
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products similar to Part A’s products, under the name of Ahua or Ahua Mum-Baby Life Hall;
4. Part A has the right to terminate the contract if Part B is convicted by criminal law; ’
5. Part A has the right to terminate the contract if Part B heavily infringes on the te,rms
of the contract; '
6. Part B has the right to terminate the contract if Part A cannot provide the necessary
support guaranteed by this contract for 3 months out of Part A’s inaction.

Exhibit 2: Maturity of the Franchising Contracts

Note: The term of the contract is either 3 years or 4 years.

Number Province City Maturity Population(in *000s)
1 ‘ Wenzhou 2004 1,826
2 Jinhua 2004 424
3 Taizhou 2003 1,492
4 Quzhou 2005 286
4 Wenling 2004 1,163
6 . Ningbo 2003 1,467
7 Zhe Jiang Shaoxing 2003 633
8 Zhuji 2004 1,070
9 Haiyan 2005 388
10 Jiaxing 2006 882
11 Lishui 2003 348
12 Yiwu 2004 913
13 Kunshan 2003 740
14 Kunsan (new) 2003 740
15 Zhenjiang 2004 694
16 Huai’an 2004 1,200
17 Jingjiang 2003 639
18 _ Xuzhou 2005 1,082
19 Jiangsu Changzhou 2004 1,082
20 Jiangyin 2003 1,314
21 Wuyjin 2006 1,420
22 Sugian 2004 244
23 Wujiang 2005 847
24 Nantong 2004 771
25 Dalian 2005 3,344
26 o Shenyang 2003 4,302
27 Liaoning Liaoyang 2006 798
28 Panjin 2004 603
29 Chaoyang 2004 474
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30 Kuandian 2003 409 | 71 Xiangfan 2003 871
| 31 Fushun 2004 1,434 ' 72 Hubei Suizhou 2005 408+
] 32 Anshan 2004 1,446 73 Qianjiang 2004 ;92*
| 33 Dandong 2003 780 '- 74 Huangshi 2003 643
34 - Harbin 2003 3,481 75 Hunan Hengshuijiang 2005 340%*
‘ 35 Heilongli Jiamusi 2005 860 : 76 Huainan 2004 709
| 36 erlonghang Qigiha’er 2004 1,440 77 Anhui Tongling 2004 36
| 37 Mudanjiang 2004 807 78 Fuyang 2004 19
38 Jilin Dunhua 2004 189 | 79 Huizhou 2004 :;92
: 39 Shandong Jinan 2005 2,999 30 Zhanjiang 2005 1,341
40 Binzhou 2005 600 81 Guangzhou 2003 3’424
a1 Linyi 2003 1,938 ‘; 82 Shantou 2005 3621
42 Yantai 2003 1,724 ] 83 Guangdong Zhongshan 2003 5
43 Shandong Tai’an 2004 1,438 84 Chaozhou 2005 r
44 Zibo 2005 2,817* g 85 Fanyu 2004 1 3;2?:)*
45 ' Heze 2004 1,280 : 86 Meizhou 2003 ’3 14
46 Qingdao 2004 608 ; 87 Jiangmen 2004 436
47 ' Shijiazhuang 2005 1,432 il . 88 Fuzhou 2004 2124
43 Baoding 2006 902 | i 89 Zhangzhou 2005 :168
49 Handan 2003 1,330 ‘ 90 Fujian Ningde 2003 400
L _ 50 . Tangshan 2004 1,711 91 Pucheng 2004 321*
1 51 Hebei Qinhuangdao | 2005 318 : 92 Fuging 2006 1,174
lg 52 Xingtai 2004 436 §l 93 Nanning 2003 1’ 767
53 Langfang 2003 714 5 24 Guangxi Liuzhou 2003 1740
1 54 Cangzhou 2005 444 | 95 Yulin 2004 4 ’633*
i 55 . Chengde 2004 368 96 Hainan Haikou 2005 ,830
L 56 Dingzhou 2004 203 " _ 97 Shanxi Ankang 2003 943
| I | 57 - Taiyuan 2003 2,448 il 98 Jiayuguan 2004
1 58 _ Changzhi 2003 649 g 99 Gansu il
. Shaanxi . | Lanzhou 2004 788
4 59 Jincheng 2004 304 100 . Panzhihua 2003 691
1 60 ‘ Tiexiu 2004 | 373* 3 101 Sichuan Y- 0
{ 61 , Huhehaote 2006 1,407 S ] = 2
; 2 Inner Mongolia Haila'or 2003 262 | Including the population of suburbs and counties governed by the city
63 Baotou 2004 1,394 l
64 Zhengzhou 2005 2,489 il
65 - Luoyang(jia) 2003 1,492 ] 1
66 Henan Luoyang (chen) 2005 1,492
67 Jiaozuo 2003 747 1l
- 68 Bo’ai 2006 419* 1
| 69 Wuhan 2004 8,312 |
70 Jingmen 2004 483
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CHAPTER 6 The Dangers of Rapid Expansion: The Road of Franchising

Exhibit 5: Photo of Chen Renhua, General Exhibit 6: Chen Renhua and Ahua’s Major
Manager of Ahua Products

Exhibit 7: Ahua Mum-Baby Life Hall Exhibit 8: Mission

Translation: This is our....
Spirit: “Da Mu Qiao”

Our spirit is a combination of accountability, professionalism, and teamwork. This is the core
Iture.

. Ou;tf::} r:;l(:;t;f l]1)21. Mu Qiao Street was our first. At the early stage of ou.r developr.nent, we
lacked resources, staff, and capital, but everyone in our company was highly motlvatecli to
develop the business. Our rapid development and excellent performance was only p_oss1ble
because of the sense of survival deeply rooted in our employees and the understanding and
care between our staff and our customers. Today, we still hold high the banner of the Da Mu
Qiao spirit, to work hard continuously...

Tenet: Care about mother and baby, service society

Women should be respected by the whole society, because they are not c_mly half of the
society but also create life so that our society can continue and develop. Babies’ physical and

CASE COMMENTARIES

intelligent health is closely related to the prosperity of our country.

All the products and services we provide are meant to improve the quality of life and
happiness of the mother and baby.

Mindset: Small project, large market

Our business is not a traditional one. We explicitly connect our products and services. We

have a large customer target, and so, each small project we implement is specially designed,
planned, and marketed to satisfy a large market.

Management ldea: People-oriented

We believe that human capital is more important than financial capital. So we designed all our
management processes—marketing, finance, service, and quality control—based on our staff.

We try to regulate our staff’s behavior, and make full use of their potential, to achieve the goal
of “attract talent by wealth, and create wealth by talent.”

Exhibit 9: Chinese Writing Brushes

CASE COMMENTARIES

COMMENTARY 1
Dong Bian

Professor of Strategy, EM Lyon Business School

Ahua was the mother-baby care industry leader in China in 2002. After about eight years of
franchising, the company started facing problems: Ahua was losing control over the service
quality of its franchisees; the objectives of the franchisees were short-term and not in line with

that of Ahua’s; there were reports of fraudulent accounting, which seriously endangered Ahua’s
profitability and harmed the image of the company.
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Ahua might have to decide on whether it should continue the franchising mode of
business development or discontinue it and run the business by itself. However, any move
could prove to be extremely expensive. Staying where it is might force Ahua to work out
and implement a feasible and effective solution to its current problems, while switching to
operations under its own management would be resource- and time-consuming and give room
for Ahua’s competitors to sprout.

The case of Ahua is interesting. It not only exposes the students to a very difficult
strategic situation but also triggers in-depth thinking about the underlying rationale of
strategic management. Before providing comments on this case study, let me share with you
some of the results of our research in Europe. After a month-long interview with Chinese
firms in Spain, France, Germany, and the UK, we were surprised to find that most foreign
employees shared the same impression about Chinese firms: “Chinese make decisions
very quickly ... and perhaps that is why China is growing so fast ...” However, behind this
“admirable” trait, quickness in decision making and implementation could also bring with it
subsequent problems: buildings are erected within months in China, but problems come soon
after; after-sales services are delivered within hours, but the number of complaints do not drop
accordingly; infrastructure is widely developed to pave the way for economic development,
but renovations repeatedly occur. It is time to ponder if some Chinese firms sacrifice
efficiency and quality for speed. Do Chinese firms need to strike a balance between speed and
quality, especially when it comes to strategic decisions?

Going back to the Ahua case, we may ask why Ahua is trapped in such a difficult
situation. Although pursuing sustainable development was Ahua’s original strategy, the gap
between its"goal and the implementation of the franchising system was evidently huge. Then,
what is the true meaning of strategic management? ‘

Although strategic management studies are partially out of operations research (OR),
there is a clear distinction between operations and strategy. Focusing on working out the best
possible solution to a problem mathematically, operations aim to improve or optimize the
performance of a system, while strategic management implies that firms can choose to lose
something for the moment to win in the future. It is true that Ahua should develop the market
rapidly to enjoy the first-mover advantage in this emerging industry, but a defect in strategic

decision making may make it difficult for the firm to get out of a problematic situation. It

could even endanger its survival.

Ahua actually owned a very good business model in the mother-baby care industry.
Leveraging health consultancy to attract and educate customers, formulating complete
solutions to serve parents and babies, and providing professional services to nurture trust and
loyalty—all these contributed to the company’s growth. However, upon carefully examining
these products or services, readers can easily see that these activities are more operational than
strategic. Although these resources or events are usually connected in Ahua and help build up
competitive advantage, how can they sustain Ahua’s development in the future when other
firms copy this business model? Strategy per s¢ is not supported only by individual ideas,
resources, or simply a combination of them, but relies on an underlying corporate capability
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that can efficiently identif i ive |
y problems, generate innovative ideas, and organi
resources to solve them. ’ Baize relevant
Ahua adopted the_franchising system to quickly expand its business in China. The
compar.1y grew very rapidly, but when problems occurred, Ahua was not able to resolve them
The mlsa.hgnment of the incentives of the franchisees with that of Ahua’s simply exposed
l:he gaps in Iclzorporate capability. Problems have accumulated to a degree that Ahua is unable
0 cope with them, therefore - izati i i
0 <0 » punctuated re-organization might not help, at least, in the short
N A%u‘la may improve the situation by issuing some motivation policies, giving up the
han;h:smg system to pl-lt it under its own management, training professional staff so that
F ¢ franchisees can provide standard services, etc. However, if Ahua does not realize that it
is the corporE}te capabilities instead of the above-mentioned techniques that can sustain its
(fvelopment in the long run, it will continue to face similar problems in the future. We hope
t at- students ca1‘1 m.Ost from the surface of the case (discussing how to solve the problems
tactically) to an intrinsic understanding of how to set up a dynamic learning organization

COMMENTARY 2
Justin Wong
Founder of Start Technology Co.

{A company with focus on wind power, solar power, and other renewable energy sources)

I must say that Ahua’s business concept is very good. They managed to find a niche in the
marl.ct?t. Owing to China’s one-child policy, children are considered as little emperors and
families are willing to spend any amount of money on their education and well-being. Tt
?vas a v.ery good decision to start this business. Besides, Chen Jianhua’s approach has bf;en
1mpres.s1ve—she did it one step at a time. First, she had the idea of the baby-hair brush, then
the haircut business; she kept adding products around the original idea. As they say i’n the
case, she and her husband created an industry that did not exist at the time. However, the
challengf: they are facing is whether to stop the franchise or continue in a differ.ent way. ’

I will now list some of the mistakes I perceive they made, and later offe.r some
recommendations based on my experience. ’

I believe they grew too fast without creating the right systems. I understand they wanted
to. grow fast to get the business to as many cities as possible before any competitor could do it
Given that strategic decision, franchising was the right way to go unless they had the ﬁnanciai
resou'rces to finance their growth. However, it seems they did not have those resources at
that time. It was a good decision to start the franchise to expand the business. The benefit
of a franchise system is that you can expand much faster than by using your ov.vn resources
Tl:lf? mistake was that they did it without creating a solid foundation. Now they are facin a;
critical problem as some of their franchisees do not respect the rules and are jeopardizing fhe

reputation and future of the brand. In a wa i i i
. y, they are learning by doing, but I think it i
late to correct the situation. = y itienatioo
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The first thing they should do is hire a good lawyer and revise the contracts with the
franchisees. Many of the contracts will mature soon. Therefore, it is a good time to revise
the contracts and include strong clauses to protect the brand name of the company. The
contract should also specify the quality requirements for the operation of the franchise, such
as cleanliness of the place and minimum medical experience of the consultants. The contract
should also specify very clearly the consequences in case a franchisee does not meet the
specified criteria. It should specify penalties and even have the right to cancel the agreement.
It should also include a clause on compensation in case of any wrongdoing.

Another area that requires improvement is control systems. Chen Renhua should organize
a regional control office, with a team in charge of controlling the operations of different
outlets in the region. I also recommend having frequent, surprise visits to the outlets to check
whether they are adhering to the regulations and quality requirements. They should also
audit their books and see if they are playing any trick with the numbers. It would be good to
use a spy system so the inspectors contact clients and check if they are getting the services
and products recommended by the company. They could also pose as a client, calling the
franchisee and asking for products other than those recommended by the company.

These control measures should be complemented by positive actions. Ahua should
provide good value to the franchisees so they are motivated to stay in the system and behave
professionally. One of the complaints is that the contracts are for a three-year period because
of which the franchisee has a short-term profit mentality. The company should offer the
possibility of long-term contracts to those franchisees that follow the rules and generate
profits for the system. Another way of adding value to the franchisee is to offer training and
corperate promotions to enhance sales. The franchisee has to see the value in being a part of
the organization. You need to give them assurance of a better future with the organization so
that they feel the need to remain associated with the organization.

The next step is to take some strong actions to correct the situation. There is a saying in
China: “Kill the chicken to scare the monkeys.” I would recommend them to do the same.
Focus on one or two bad cases and sue them. Go really hard against them. Use good lawyers
and spend money on that. Ask those franchisees to compensate the company with a huge
amount of money. Then share the lesson with other franchisees. You have to send out a strong
message that you will not tolerate this type of behavior, As the people running the franchisees
are not highly educated, they will get worried. You cannot afford to be soft in this business. If
you are soft, they will not listen to you. You need to strike a right balance between toughness
and fairness, so that people respect you and take you seriously. Show them they can benefit if
they follow the rules, but that it would be very painful if they do not.

I do not think it is a question of the Chinese being trustworthy or not; a franchise can
work in China as anywhere else. That is not the problem; the problem is that there is a
mentality of becoming rich overnight. Ahua necds to educate its franchisees and establish the
necessary control systems. Franchisees must understand if they respect the system, they will
be rewarded.
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Leadership in Crisis:
When 24 Hours Just is not Enough!

CASE STUDY
Fuqima Washing Machines Corporation

In early January 2006, Wang Dong, CEO of Fugima Washing Machine Corporation (FWM),
was going through the reports of the company’s different departments for 2005. He was
disappointed with the company’s poor performance and tried to identify the real problems that
the company was facing. He was also worried about the board meeting at the end of the month
where he had to present the company’s strategic plan for 2006.

Establishment and Operations in Late 1980s

Wang Dong, an engineer in a machinery plant, formed FWM in 1988, Wang believed that
there was huge market potential for washing machines in China, a country with 1.3 billjon
consumers and headed toward modemization.

With investments from Foshan No.1 Machinery Works and the local government, Fugima
Washing Machine Corporation was established by Wang in Fushan, Guangdong Province.
The company’s first model, HDT-100, was launched in 1989, Its features, such as durability
and low price (about 50% lower than similar imported models), ensured that it became an
instant hit in the market. Distributors from all over the country queued up to place orders.

The company received orders covering its entire production target for 1990 by as early as
mid-1989.

Growth of FWM

Besides his responsibilities as CEO of FWM, Wang Dong was personally in charge of
the company’s manufacturing operations, and also supervised all the functions, including
procurement, sales, and finance.

Recalling those early days, Wang said, “At that time, it was really easy to make money.
The distributors themselves waited for you with checks in their hands.” Wang added that all
they had to be concerned about was increasing the production capacity in order to meet the

growing demands. To expand FWM’s production capacity, Wang and his production team
worked day and night.

In 1996, FWM bought another production line from J apan, which increased its production
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capacity (two shifts) to 200,000 units annually. In 2000, W?.ng set ul? a new plant in Shunde,
about 50 km from its Fushan plant, with an annual production capacity o.f 300,000 units (on-e
shift). He closed the old factory in Fushan and moved al.l the productlon. to Shunde.lThIls
new plant provided FWM the capacity to produce three different ?nodels simultaneous y.h n
2002, Wang acquired two local washing machine compan.ieé, one .m Shenyagg and thels ot fr
in Chongqing, increasing its production capacity to 1.5 m1ll1on. units (one shift) annuaily. E
2003, the company became a public company with its stocks listed on the Hong Kong Stoc

Exchange.

Sales Operations |
While Wang was deeply involved in production expansion, he also made considerable efforts

to build a strong national sales network. In 1990, FWM opened its sales- office in G.uangfhou
(the capital of Guangdong Province) and by 1995, it had five offices in Shanghai, Bfeumg,
Chongqing, Shenyang (the capital of Liaoning Province), and Zhengzhou (the capital of

Henan Province). ' o
By end-2000, Wang’s sales team comprised 235 sales representatives, 18 provincial sales

managers, and 5 regional sales managers. Each of the regional sales managers was responsible

for coordinating sales and promotional activities in 3—5 provinces. Wang traveled across the

country, meeting big distributors and managing the sales representative office. Shen Jun, sales
2

manager, said:

M. Wang visits our sale offices without notice and checks all expenses and income. He
reviews: all the contracts that we had signed on behalf of the company and asks u's a
ot of questions. Mr. Wang works for long hours in the day am'i also tl?raugh the night
. Although it is not stated in the company’s requlation, it is widely believed that all the
advertising budgets should be approved by Mr. Wang,

Products g
In 2002, FWM launched a successful flagship model, the HDT-600. It had a more power

engine, with a better washing capacity and performance. Wang said:

We have a greater edge in terms of technology when compared with domestic models, and in
terms of price in comparison to imported models.

In this policy of innovation, FWM launched new models every one or two year's.
However, the HDT-800, the latest model launched in January 2005, was not well-accepted in
the market, marking the beginning of a dip in FWM’s market share.

Post-Sales Service - . -
Post-Sales Service (PSS) held great importance in the household appliance industry. Ti

114

CASE STUDY Fuqima Washing Machines Corporation

2002, FWM outsourced its PSS to local service suppliers, and it was the sales department’s
responsibility to identify those local service suppliers. By end-2002, FWM established its own
PSS department. Jiang Dawei, a regional sales manager, was promoted as head of the PSg
department.

During the first half of 2003, Jiang identified and recruited 15 young managers from the
sales department and manufacturing plants and trained them intensively on PSS management.
He also traveled extensively, meeting existing local PSS suppliers to figure out a way to
establish the PSS network.

In June 2005, Jiang proposed a 30-page plan to establish a national PSS network. It
required an initial investment of RMB 25 million, including spare parts. However, the plan
was postponed because of the company’s poor performance in 2005,

R&D Department

New product design was generally undertaken by a team of engineers at FWM. However, an
R&D department was formed in 2001 amid stiff competition in the market. Tt was headed by
Ping Yi, a Post Doctorate from Qinghua University. Ping’s first project was the HDT-600.

Primarily an imitation of a Japanese model, the main features of the HDT-600 model
included small wash room, low energy consumption, and low noise level. Another important
project that Ping had worked on was the designing of a new model, the HDT-800, targeting
the high-end market. The HDT-800 was launched in January 2005.

In order to improve the design of the washing machines, Ping frequently visited a

washing machine designing center in Japan and also sent some of the mode] designers to the
center for training.

Salary and Incentives

“To reward the diligent and punish the lazy” was the principle of FWM’s incentive system.
Based on this, FWM had three different incentive systems:

1. Each sales manager had his/her annual sales quota and their income was linked to
the fulfillment of the quota. Each of them had anominal salary of RMB 120,000
annually, while their real income was the percentage of quota fulfillment multiplied by
the nominal salary.

2. The income of production assembly workers was mainly based on the number of
units produced by them.

3. Employees in all the other departments earned a fixed salary with an annual bonus,
based on individual performance and evaluation.

The Downfall

FWM enjoyed market leadership till 1998. The good days, however, did not last very long.
In 1999, some strong local competitors, such as Little Swan and Little Duck, emerged.
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Moreover, foreign washing machine giants, such as Siemens and National, had also started
local operations with joint venture partners in China.

Failure of HD1-800

On January 1, 2005, FWM launched the HDT-800. It was smaller and lighter than any of
the previons HDT models and reduced water consumption up to 20% in comparison to other
washing machines. It also had an integrated drying system, which facilitated quick drying of
clothes in humid areas.

However, its sales were much lower than expected. Owing to its additional drying
feature, the price of HDT-800 was 25% higher than that of other products of the same
capacity. Distributors and retailers were reluctant to sell HDT-800. Moreover, one of FWM’
s competitors had launched a similar model at a lower price than the HDT-800 in February
2004, claiming that its product had a better drying system.

Fugima planned to launch a second round of promotion for the HDT-800 in early March
2005. However, things took a turn for the worse when Wang had an accident while traveling
to visit a major customer; he was recommended bed rest for at least three months. Both
advertisers and provincial sales managers knew that without Wang’s approval promotion could
not be finalized. Because FWM’s other models were not new to the market, the declining sales
of HDT-800 led to a sharp decrease in FWM’s market share.

Some provincial sales managers even thought of leaving the company because of low
salaries. The sales manager of Guizhou Province, said, “T only fulfilled 55% of my quota, thus
I got only 55% of my nominal salary”. He was of the view that employees were bearing the
brunt of the company’s non-competitive products.

Questions were also raised about the novelty of ideas in the R&D department and its
mode of functioning. A salesperson commented, “I do not know what our R&D department
is doing. They never ask us for opinions. For its high price, HDT-800’s plastic cover looked
so thin that it is difficult to sell it as a high-end product.” There was also a growing sense of
resentment among the sales teams regarding the high dependence of the R&D department on
their Japanese counterparts.

Ping, however, had a different opinion. “T agree that the plastic cover looks thinner, but it
is the responsibility of sales managers to explain its benefits to customers. Actually, we spent
weeks designing this cover. It is thin in order to save costs and make the washing machine
lighter. According to our tests, the HDT-800’s cover can last as long as the thick ones.” Ping
added that she had sold five HDT-800 models in two hours in a department store in Zhejiang,
though she had no experience in sales. If she could do it, a large sales network like that of
FWM’s should not have problems selling this model. According to her, customers could be
educated about the product if the people in the sales teams know the product well.

The plant manager at Shunde, was also not satisfied with the sales department. He said, “I
do not think they work hard enough. In terms of technology and quality, HDT-800 had an edge
over products of its competitors.” He held the sales department responsible for the significant
decrease in the income of the first-line assemblers.
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Lack of Coordination between Three Plants

Wang hf.:ld planned to use the Shenyang plant to support the north China market aﬁd th
Chongging plant to support the west China market; however, things were not as eas i
expected. 'ljhe Shenyang and Chongging plants, each with an anmual production ca acitifr 2;
500,000. units, were so large that even if over 30% of the workers were laid off the I(?lemand
could still be met. However, if he let those two plants produce to their full cap;cities he h ;
?0 reduce the production volume of the Shunde plant. Consequently, this would rec;uce t}i
income of ?he production line workers at Shunde and adversely impact, their morale i
The division of production between the plants was also a concern. If all the tilree lants
produced the same models, FWM would have to make significant investment in duplifating

molds for the three plants. Moreover, the company needed s

upplier i :
; to all three plants. uppliers to provide raw materials

Further, if the plants produced different mod i
e, els, balancing the productio 1
between different models would be a problem as all the three ; © produce

1
the “best selling” models. prenis would wantto produce

Issues Faced by the Sales Department

Shen Jun, sale.s director, was worried about problems related to sales operations. Shen’s first
concern was his customers’ bargaining power. Of the company’s distributors, 14 a.ccounted f
more than 75% of the total sales and were, therefore, powerful negotiators’ FWM could noz
also do away with them. If one of them joined a competitor, such as Little .Swan or Hai ?
would mean a 5% drop in FWM’s sales. ’ Hen
. St?cond, he was worried about the “cross-province selling.” Because of the present
1n<:t-3nt1ve system, some provincial managers tried to sell their products outside theI:ir 0
territory via distributors. This led to conflicts among the provincial managers. -

From his experience, Shen knew that this problem would be solved automatically if th;.
sales were good. However, these conflicts could get extremely fierce in a bad sales y);ar He
IT;I aeven ;ead ;eports about some nationwide distributors approaching different provin.cial
mar: c,lg;i ) (t)lliea n:)i:;rl uv;l:(;izie price and better advertising support, though the company had

The growing tension between the sales department and the R&D department also worried
Shen. Even he was not satisfied with Ping’s explanation about the thin cover, he said:

ze custo'me.r is God. If they want a thick washing machine cover, we must give it to them,
; e provincial sales managers are not happy due to the low sales volume. Most of them
ave reported to me and Ping several times about the thin cover: But nothing has happened

Shen also felt a growing sense of distrust toward the R&D department. Ping had asked
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. Shen a number of times for detailed market information and competitor product analysis. Exhibit 2: Organizational Structure
Shen was not quite sure whether he should provide this information as the information was
confidential and highly sensitive. “I once visited the research center and noticed that even o or
their junior managers had access to highly confidential files. If this is the truth, it will be fatal
for me to give such information to her.” This distrust increased to a point where Shen Jun even .
suspected that the HDT-800 design was stolen by competitors due to R&D’s negligence.

Shen also wanted to separate the marketing functions from the sales functions. He added:

I | I 1
l Sales R&D P5S i
] ) . Manufacturin
Shen Junq L Ping ¥i Jiang Dawei Wang Dong,rg t)ep?:t'g:l;nts :

-
—
&

Nowadays, nty managers are focusing too much on sales due to the incentive system. They

focus on big distributors and wholesalers and do not pay much attention to the small ones. :
{ think we should establish a marketing department that would work on long-term branding g l South China '
and customer development. . '
: s
Jiang, too, was unhappy with Wang’s decision to postpone the plan for building the i Flant
national PSS network. Jiang said: 15 Guani
Province

[ understand that 2005 was not profitable for both investors and the company. However, the
PSS network was fmportant. All the competitors have a PSS networtk. ppzhou [-

Shen and Jiang wanted to convince Wang to hire a consultant to help them solve the i) North China “,
problems that FWM was facing. They enumerated the problems as follows: ‘

‘ Y ] West China
* How can sales be improved? What short- and long-term measures should the company take?
; » How can the production and sales of the three plants be coordinated?

5 i * Who should be held responsible for the poor performance of HDT-800 and how can similar ‘ 8

; : situations be prevented in future? ;' | Exhibit 3: Selected Internal Memorandum
! H |
Exhibit 1: Financial and Operational Data , COMPANY CONFIDENTIAL
[ MEMORAN
A 1985 1990 1995 2000 2005 DUM
| Sales volume b 5 . .
| (thousand units) 1.38 155 550 1,764 1,075 To: Shen, Director of Sales Department, and Ping, Director of R&D Department
E . From: Wang Dong, CEO partmen
| (Sétlles vglur_rtlc) of HDT series 1.38 154 540 1,650 878 ; Date: June 2, 2005
ousand units H . i
s g Subject: Sales of First Quarter and the HDT-800 model
Gross profit
| RMB milli 0.69 62 165 265 129 .
Lk (n rmuffion) é Dear Shen and Ping,
‘ Net profit i
(iz Igll\-:B fnillion) 0.08 7.5 35.8 85 -8 5 ‘ The SE.lI.eS of the first quarter were lower than expected. The HDT-800 seemed expensive
i for our traditional customers and one major problem with the design was identified

The plastic cover of HDT-800 looks too thin. Haier uses a stainless

which gives consumers a good impression about the quality of their pro
could apply the same design to our products.

steel sheet as a cover,
ducts. I wonder if we




CHAPTER 7 Leadership in Crisis: When 24 Hours Just is not Enough!

Besides, the doctor suggested that I should stay in the hospital for another two we.eks ar}d
hence cannot come back to work till June 16. Consequently, the promotional campaign will

have to be postponed for some time.

Regards,
Wang Dong

COMPANY CONFIDENTIAL
MEMORANDUM

To: Wang Dong, CEO

Cc: Shen, Director of Sales Department

From: Jiang Dawei, Director of PSS Department
Date: June 10, 2005

Subject: PSS Network

Dear Mr. Wang Dong, . . )
Please find attached the plan for building the nationwide PSS network. The key points o

the plan are as follows: | . . _
« We will build a PSS network covering 20 major provinces in China. .
» Each of the provinces will have about 1-3 customer service centers. There will be four

major regional customer service centers at Shanghai, Beijing, Chengdu, Guangzhou,

and Qingdao. ' _ .
« There will be one PSS manager for each province and each center will have 3—

repairing engineers and a limited inventory of spare parts. ‘ . |
+ Each provincial customer service center will be responsible for providing tech.m.cal
support to local contracted PSS service suppliers by solving the problems and providing

necessary training and spare parts. _ .
. Each regional customer service center will have an mventory of all spare parts an
some transportation vehicles and will be responsible for providing technical support,

training, and spare parts to local centers. _
We would need an initial investment of RMB 2.5 million to carry out the proposal.

Regards,
Jiang Dawei

CASE COMMENTARIES

COMPANY CONFIDENTIAL
MEMORANDUM

To: Wang Dong, CEQ

From: Board of Directors

Date: October 10, 2005

Subject: Performance in First Three Quarters

Dear Wang Dong,

The company suffered losses for three consecutive quarters. We are becoming
increasingly worried about the performance of the company. We hope that you will take
immediate action to ensure that the company regains its competitive advantage.

We, as the major investors in the company, expect you to implement necessary measures

to improve this situation. We are looking forward to hearing your plans for 2006 in the next
board meeting in January.

Regards,
Steering Committee

CASE COMMENTARIES

COMMENTARY 1
Xiao Zhixing

Professor Xiao Zhixing, Professor of Managements, CEIBS

Max Weber used the famous metaphor of the “Iron Cage” to refer to the unstoppable and
mrreversible trend of rationalization and bureaucratization of human society, “perhaps until the
last ton of fossil fuel is burned out.” Chinese scholars such as Max Boisot and his associates,
however, have noticed a somewhat opposite phenomenon in China, the “Tron Law of Fiefs”—
in other words, the “Iron Cage” of personal rule. Everything is done through personal
relationships: dealing with colleagues (inside the organization), dealing with distributors
(outside the company, in the market), and even when you need to deal with the government.
As a Chinese company, Fugima is, of course, a case in point. Since the start-up, the
personal charm (or charisma, in its more fully bloomed version) of Wang Dong has been
the most important cohesive strength that holds the organization together. To make the
organization run, he needs to establish personal relationships with every department head.
This kind of personal relationship (guanxi) is a delicate mix of friendship and business,
emotions and instrumentality, trust and vigilance. Or more precisely, it requires a chemical
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rather than physical process to develop such a relationship, the difficult balance of which can
only be managed after a long period of trial and error.

Wang understands that his relationships with big distributors are his most important
assets and spends a lion’s share of his time in building relationships with these people (that is
why he needs to “drink a lot with major customers,” which explains why he was involved in a
car accident while on his way to meet a major customer). His heavy control on the advertising
budget can also be understood from this perspective: advertising is a means through which he
cements his ties with his favorite distributors.

On top of that, Wang does not trust his management team. He uses a kind of micro-
management style to control every detail of his company. As Shen (sales manager) observes,
“He would check every single penny I have used and collected. He would review all
‘the contracts that [ have signed on behalf of the company and asked me a lot of detailed
questions.”

The case of Fugima is a perfect example of how Chinese companies operate in reality.
The landslide importance people attach to guanxi can find its explanation in the long history
of dictatorship (first by the emperor, then by the ideology) when property rights and individual
rights were not protected. These companies can still be very competitive when the cost of
labor and other production factors are much lower than those in other countries. However, if
they cannot relinquish their old style of organizing people, they will quickly be out-competed
by any company that can build a rational organization on the basis of standard management
principles (textbook version, really).

COMMENTARY 2
Chen Wei
Managing Director, Shanghai Zenisun Investment Group Co., Ltd.

FWM has a number of significant problems. First, there is the problem of leadership. The only
decision maker in the entire organization is Wang. However, the increasing complexity of the
business makes it difficult for him to make all the decisions. Wang also lacks the necessary
management knowledge to take care of all the functions. There is no empowerment within
the organization. In fact, this tends to be one of the major problems that many private Chinese
companies face.

Second, there is a lack of cooperation, especially between the sales and R&D
departments. The R&D department puts too much emphasis on the development of technology
and new products, regardless of market needs. The sales department, in contrast, does not
provide necessary information to the R&D department. Moreover, the development of new
products is not based on the needs of the market but on a Japanese washing machine model
that the head of R&D likes. Furthermore, the R&D department focuses on technology,
regardless of cost.

Third, sales are largely dependent on a few major distributors. This gives these
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dist‘ributors strong bargaining power against FWM. Sometimes, two distributors compete
agamst cach other with the same FWM products in the same store. Overdependence on
distributors and “cross-province selling” are the two key problems faced by FWM

| Lately, it has not been very efficient for FWM to produce in three different fa;:tories This
Increases the cost of production as the buying volume from local supplier reduces -

I'have a few recommendations. |

The provincial managers should have more power in controlling and spending the
advertising budget; the sales operation should be based on the budget. Each provincial sales
manager should be empowered to make all the decisions within the budget that he or she
controls. It is critical to introduce performance evaluation and control systems.

The sales department must play a more active role in designing new products and the
R&D department should quickly react to the sales department’s feedback. The position of
a }ljroduct manager should be created to coordinate activities among R&D, production, and
sales. ’

Sales managers’ performance evaluation should include more dimensions. It should

include a certain percentage of fixed and variable pay. The evaluation system should
encourage sale managers to do the following:

- Build up a customer (retailer) information database

- Establish a long-term corporate image and brand recognition

- Provide accurate and timely market and competitor information
- Coordinate with programs initiated by the head office

. The incentive system for the R&D department should also be changed. Instead of having
Just a fixed salary, a percentage of their salary should depend on the sales of the new products
developed by the R&D department.

' The provincial managers should be required to build up a retailer database. The objective
is to retduce distributors’ bargaining power. In the future, FWM should have its stores in
the major cities of China. Distributors will still supply goods to small cities and rural areas

Qne benefit of this is that it will prevent cross-province selling, As the distributors will have:
limited bargaining power in future, the volume discount available to them will be controlled

Consequently, the price difference among distributors will be automatically minimized |
| Finally, FWM should reduce its production base from three factories to two T'he idea
1s to use the Shunde plant to produce for south China and the Shenyang plant 1;0 Support
north China. I recommend converting the Chonggqing plant into an R&D center as well as
the logistic and maintenance center for the west China mark

> an et to support sales in Sichua
Guansu, Xingjiang, and Tibet. P "
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Strategic Leadership and Execution

CASE STUDY
WWRC Shanghai: The Threat to the Middleman

It was 9:00 am on February 26, 2007, just after the Chinese New Year Holiday. Wang Huitao,
the founder and general manager of Worldwide Resins & Chemicals Shanghai (WWRC
Shanghai)—a distributor of special chemicals imported to east China—was concerned about
the company’s future despite the fact that it had posted strong profits and registered an annual
growth rate of 30% in the past five years. He realized that many international producers
were making large investments in expanding their production capacity and developing their
own distribution systems. These producers were likely to depend on their direct sales force

The case was developed by Professor Dr. Per V. Jenster and Research Fellow Xu Leiping of the China Europe International
Business School in collaboration with WWRC Shanghai Company, The case was prepared for the purpose of class discussions

rather than to illustrate either effective or ineffective handling of an administrative situation. Certain names and other
identifying information may have been disguised to ensure confidentiality.

Copyright © 2007 by CEIBS (China Europe International Business School). No part of this publication may be reproduced,

stored in a retrieval system, or transmitted in any form or by any means—electronic, mechanical, photocopying, recording, or
otherwise—without the permission of CEIBS.
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to approach their key target customers; some of them even developed professional websites
to directly sell their commodities and standardized products to price-sensitive customejrs.
This situation was further complicated by consolidation among customers and 1ncreasn.1g
market saturation. Did this mean the end for middlemen and distributors of imported special
chemicals such as WWRC Shanghai?

Wang Huitao ‘ .

In 1987, Wang graduated from Fudan University with a master’s in chemlstr¥ and became
a university lecturer. Within a short span, he displayed outstanding potential in the area of
special chemicals. With support from the National Nature Science Fund, he published two

CASE STUDY WWRC Shanghai: The Threat to the Middleman

WWRC Shanghai

Company History
Although Wang was not the largest shareholder in the company, he was trusted by other
partners who allowed him to manage the company.

Initially, WWRC Shanghai distributed only three to five chemical products extracted
from edible oil, and pigments for painting and coating. Wang and his colleagues collected
orders from customers and arranged for their delivery. It was a small, commission-based
business. The company could not generate any profit during 1993-1996. In 1995, realizing

that quick delivery was an essential customer service, the shareholders of WWRC Shanghai
decided to establish a warchouse where third-party inventory and transportation services could
be provided to ensure storage and supply of imported products. A buffer stock of imported
products in the Shanghai warchouse was expected to reduce the waiting time. Previously, an
order took two months to be executed as long-distance shipping was required to import goods;

papers in well-known international academic journals. In 1990, he was accepted for PhD
programs at Aarhus University in Denmark and Brussels University in Bf:lgmm for which
he received full scholarships. Unfortunately, in the early 1990s, the Chinese government
restricted students or scholars from pursuing educational courses overseas. Wang had to stay

back in China and wait for the policy to be withdrawn. Frustrated by this lost opportunity to
study abroad, Wang gave up his academic career. ‘ o .

He started exploring the opportunities offered by emerging foreign comp_ames in China.
His first job application was for the post of director of laboratory managen%ent inalVv b-e'tween
Union Carbide Corporation! and a local company. However, he was declined Fhe position on
grounds of being overqualified. A few weeks later, due to his strong acaden-nc b'flckground,
he was offered the position of a chemicals salesperson with the Japanese trad1.ng giant .Tomen
Corporation? (Shanghai Branch). Although the job profile was not challengmg for him, t‘he
salary was quite attractive. Most of his clients were large-sized, state-run trading companies
such as China Chemicals and China Light Industry Company, which were the ke.y- age.nts c-)f
the Chinese Planned Economy in the early 1990s. However, he met the glass Celll,l;lg m' t-hlS
Japanese company soon. Wang realized that he had to relinquish his “comfortable” position
and find an alternative career option instead. .

He had a choice between joining another foreign company and setting up his own
business. After considering the potential risks, Wang decided to join WWRC Hong Kong3
a chemical trading house. He became a shareholder in the company, anfi set up a Shanghai
office along with a colleague who was also a shareholder. Following this, he. rented.a hot_el
room that functioned as his office. In this way, Wang started his chemical trading business in

-1992.
e ff?ter managing WWRC Shanghai successfully for 15 years, .Wang applied for‘an EMBA
program. He believed that the company could be managed better if he undertook this program

(2007-2009).

It was merged with Dow Chemical in 2001,
2 In the early 1990s, it was among the top 50 companies in the world in terms of annual revenue. It was earlier known as Toyo
£

Menka.

however, with a domestic warehouse, the delivery time reduced to two to three days.

By 1997, an increasing number of multinational companies setting up their local
production sites in China had led to the rise of a market for chemicals in the country.
Multinational players could now build their own supply chain. Around this time, the Chinese
construction sector witnessed a boom. Wang seized this opportunity and focused on the
coating, ink, and plastic industries. The coating and plastic industries were directly related
to the construction sector, while the ink industry was related to the growing printing sector.
WWRC Shanghai turned profitable in 1997. Since then, the company’s sales and profits have

increased sharply as a result of its stable business processes and the innovative strategies
adopted by its management (see Exhibits 1-2).

Business Model

Positioning itself as “a professional company focusing on special chemicals mainly in the
areas of coating, ink, and plastic,” WWRC Shanghai has established an effective business
system and organization structure (see Exhibits 3—4).

According to the monthly rolling sales forecast, WWRC Shanghai purchased over
400 types of chemicals from about 20 producers worldwide. These imported products were
stocked in three warehouses in Shanghai, Xiamen, and Danyang. Normally, enough stock was
maintained to support sales for two to three months because of the two-month lead time for
shipping from Europe or the United States, and one month from East Asia.

WWRC Shanghai built warchouses and maintained its sales force near its customer
base to ensure excellent service delivery. The company had nine salespersons who served
approximately 1,200 customers. When a customer placed an order, the sales coordination
team followed the contract, informed the warehouse about the delivery, and worked with the
finance team to collect payments.

Coating accounted for 50% of the company’s sales revenue, while plastic and ink

accounted for 35% and 15%, respectively. According to the original agreement with the parent
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company, WWRC Shanghai covered the business in east China. In 2006, approximately 85%
of the total sales were generated in Shanghai (30%), Zhejiang (25%), and Jiangsu (30%); the
remaining 15% came from Fujian (7%), Shandong (5%), Anhui (1%), and others (see Exhibit
5 for the market coverage).

The top 30 of the 1,200 customers accounted for 35% of the total sales; the biggest client
contributed only 3%. Customers in the coating industry consisted of more than 1,000 factories,
which mainly produced latex lacquer and plastic lacquer. The market was dominated by
international players such as Nippon, ICL, and Akzo. Customers in the ink industry were also
scattered. Most of them were small-size local companies. Unlike the decentralized customer
base in the coating and ink industries, the plastic industry was rather concentrated: two of the
biggest local companies dealing in engineering plastic compounds had a total market share of

40%.

Management Procedure

Although WWRC Shanghai was not the biggest or the strongest chemical distributor in China,
it followed a unique style of producer and product selection, staff management, and customer
service.

Producer Selection: WWRC preferred to collaborate with second-tier producers, rather
than large companies across the world. This enabled the company to capture at least 50% of
the total business of a relatively small foreign producer in the Chinese market. Therefore, it
could easily become the most important distributor for these producers. Moreover, most of
these producers did not have a strong sales force in the Chinese market, which also increased
WWRC Shanghai’s dominance in the market. In order to distribute special chemicals, a
company was required to build a strong market position; WWRC Shanghai had done this by
becoming the key distributor for second-tier producers.

Product Selection: WWRC did not want to distribute “me-too” products. Wang
believed that product differentiation was essential for developing a successful business. After
carefully studying other products, WWRC started focusing on niche products to avoid direct
competition. These products were critical to customers’ daily operation, but they were not
required in large volumes. WWRC reaped dual benefits from this plan: first, these products
were priced at a premium as they only formed a small proportion of the total cost incurred by
clients; second, WWRC could provide greater technical support 10 clients who were not aware
of the critical functions of these niche products. If a client faced problems, WWRC Shanghai
would resolve them by providing inputs, which were not offered by ordinary distributors.

Staff Management: WWRC Shanghai introduced the Open-Book Management System,
under which employees were apprised of the company’s operations and the salary standard.
Its employees enjoyed higher income than their peers in the industry. WWRC functioned
differently from other private Chinese companies. Wang explained:

WWRC Shanghai focuses on relationships with people. It is different from international
companies in which the local top management is not stable due to the global strategy
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a#justment. When there is a problem, the management of other companies does not react in
trme: it is also different from local private companies where the top management comprises
fc'zt?uly members and the staff does not play a key role in decision making in the com, 5,1 /
think that salary should be based on the effort put in by a staff member. Our com ai ')zjst
provides this platform of development to its employees. Both the management and fm )l;;/ees
share profits. We reveal all aspects of the company's management to employees so thSt they

f el [ i

Cu.ston_ler Service: A majority of the sales force had extensive technical experi
F)f worl'cmg in factories that catered to similar clients. As a result, they could hel 0113 t mers
in solving their technical problems, which was a value-added se;'vice Althou hr:no i 01;1‘:5
salejs personnel lacked communication skills, Wang believed that this‘ shor’ccofnin 2 0ldtbe
eE.lSll?I overcome unlike the lack of technical knowledge. In contrast, most of theg cli);l i 61:
dl?tl’lb}ltors preferred a “good speaker” (a person with good comr’nunication skill mlcad
primarily focused on developing personal relationships with customers. e

Challenges

Sluggish Market

Growth in the coating, ink, and plastic markets is expected to be sluggish in the future. Durin

19?7—2004, the .coatlng and plastic markets opefated in tandem with the construction i.ndu "
which was considered to be the most important GDP generator by the government. With ztry,
grow_th, both markets attracted numerous companies to produce inner/outer wlall son g,
plastic Pipelines, plastic windows, doorframes, etc. However, after 2005, beca Coa;['mf,
economic adjustment in the overheated construction industry. th:a coating an(’:'l last]:lse . kt .
reached their saturation level and witnessed a slowdown in gr:)wth (see Exhibitp6) oA

Aggressive Competitors

1131; ct:e 199;):1; it we_n(s1 easy to be a national special chemicals distributor in Mainland China
use of the rapid economic d i istri

eoau P ic development. There were three main types of distributors in
N hThe Efizsé ty}ai was called “Nobel,” which included trading companies based in Europe
ch as , Jabson, and Connell Brothers. Speci i :

: ; , : . Special chemicals formed only a part of
Zhelrf brltlsl;ness. "!."I.lese. companies had a long history of trading with China and occfpied a
tom ortable p931t10n in the country’s planned economy. However, they lacked the adaptability
o compete with new entrants. Since 2000, they have had a limited impact on the market;
more;;rer, some of them have even discontinued their special chemicals trading business. - ’
¢ second type of distributors was known as “Local Grown-Up,” which included many
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private local companies such as WWRC Shanghai, Sunny, Waidian, Hai Yi, Daiquan, and
Deuchem. These companies were set up in the carly 1990s (see Exhibit 7 for the introduction
of typical players; see Exhibit 8 for P&L comparison). With extensive experience in operating
locally, managing full-line products, and attaining reasonable margins, these players enjoyed
high market penetration and valued long-term relationships with their customers. They were
the mainstream players in the market. Some new trends observed among these companies
were as follows:

Building production capacity: Usually, distributors produced high-margin products. For these
products, the distributors also had a dominant market share and considerable sales volume. For
example, Hai Chuan, a well-known water-based coating chemicals distributor for Henkel, produced
water-based coating chemicals under the brand name OCEAN POWER. ‘

Acquired by the producer to function as an internal distribution system: Normally, these
distributors collaborated with and helped producers establish a strong market position. When
producers wanted to expand their business aggressively in China, they hired the services of
local distributors as part of their own sales force.

Entering new industries: Some distributors started investing in vyarious related and unrelated
industries, not only in various manufacturing processes, but also in real estate, restaurants, etc.

The third type was called “Shock-Wavers.” This was 2 huge group and difficult to identify
due to distributors’ short lifecycle and frequent changes in company names. These new
players preferred a simpler business model. They had only one or two core products that were
made available at a low price through special channels. They aimed at achieving high sales
volume and market share rather than high profits. Although these companies were susceptible
to substantial profit fluctuations due to huge cash requirements, their business model affected
traditional businesses such as WWRC Shanghai. If Shock-Wavers were successful in attaining
a dominant market share for some products, they immediately expanded their product lines,
which impacted Local Grown-Up distributors.

Local Producers

Both local and international producers offered a vast array of special chemicals. Local
producers provided bulk chemical materials and offered limited product variants at a low
price. They focused on region-based or export-oriented sales. Therefore, they did not require
third-party distribution service in Mainland China.

Conversely, international producers required distribution services in Mainland China to
offer a wide range of niche products. Although international producers had their own sales and
marketing teams, they primarily focused on key accounts with strong marketing promotions.
The third-party distribution system was critical for them to operate a nationwide business and
WWRC Shanghai cashed in on the opportunity by becoming a distributor for international
producers. However, international producers increased the pace of their localization process
due to the following factors:

« As producers grew in size, customers started requesting for localized direct services,
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;nsteiad ;)f services from distributors. International producers had to strengthen their
ocal sales teams and build a direct sales and servi ich i
. rvice system, which 1 i
operations cost sharply. ’ , noreased fhel
A . . : .
ths -th(; Chinese ma_rket grew rapidly, some international producers invested in building
1e1r ocal prod'uctlon sites, which were located close to their clients’ locations. They
; sol formeld their own sales force to replace distributors for their key accounts.
thy ;}lnchlng an e-commerce system such as a sales website, a few producers eliminated
e distance between themselves and their customers. For example, Dow Corning started

SF::llll.lg products through its website. If this process becomes successful, traditional
distributors such as WWRC will face a problem. ’

Concentrated and Demanding Customers

As a distributor for international producers in China, the most important objective of WWR.
Shanghai had been to cover its decentralized clients. In fact customei's in Chi .
geogra%)hically scattered and small in size as compared to those ;n the developed mni ?eri‘
’Fhe United States and Europe. As a result of the frequent M&A activity and ﬁerI::e coné:llr i: N
in the market, this situation was expected to change in the future. Chinese custom s wre
expected to be more concentrated than ever (see Exhibit 9). e
. If customer concentration is high, the bargaining power of distributors reduces. At the sam
time, producers will be able to serve key accounts directly, thereby impacting .distributorse:

Pusmesses strf)ngly. Therefore, the remaining customers may demand reduced prices and
improved services from distributors.

* Customers from multinational companies had a sound knowledge of technology. Thei
Produ(.;tion formulae were fixed and there were not too many alternatives ‘b;‘zr th:'lr
ingredients. To address their cost concerns, they frequently negotiated with distribut s
to obtain a cheaper supply price. . o

. Ey cgntrast, customers of local companies were mainly private, small factories usin
inferior technology. They needed distributors to provide end,-to—end solutions anfjir

Wang .wanted his company to overcome the challenges in the market. Therefore, in
2005, 1'.16 tl"led to forecast the company’s growth path, considering and projec;ing the ma;ket
scenaflos m 2001, 2005, 2007, and 2010, by using the BCG method (Cash cows/Stars/
Question I.narkleogs). He found that the company would have less potential if there .
no strategic changes (see Exhibit 10). In 2010, he expected the number of Dog produc‘tzezz

increase and that of Star products to decrease i
, while the
remain high. percentage of Cow products was to
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Possible Directions

Since 2005, Wang had been considering the various strategies that WWRC Shanghai could
adopt, which included starting a new business, introducing another brand, devising new
applications of existing products, and developing new products. In fact, WWRC Shanghai had

tested some of these ideas.

Entering a New Business

After 10 profitable years, WWRC Shanghai had enough funds to invest in a new business.
In fact, Wang registered a small company to try out a new business—pest management—
in 2000. He thought that it would be a new platform for WWRC Shanghai to launch various
businesses. This business was new in Mainland China and broke even after five years of
operation (see Exhibit 11).

This was the first time that Wang did not chart out a detailed business plan. He wanted
to build a business platform and an operation system to explore a larger number of new
businesses opportunities in the future. Following this plan, WWRC became a key investor in
the chemical- and biology-related professional services industry. Although this move led to
encouraging results, it was not the right time to introduce additional businesses as the market

was immature and highly regulated.

Setting Up Self-Branded Products through OEMs — Increase Capacity

In China, many distributors were exploring the possibility of developing their own brands
through independent resources or original equipment manufacturers (OEMs). For this
purpose, they selected products that had an attractive margin, sales volume, and market share.
However, their future was uncertain. They faced threats from both producers and clients.
In case of a wrong move, the distributor’s reputation could be damaged as a result of the
principles’ reaction. Although it was attractive for WWRC to undertake similar activities,
Wang felt that this move was not correct for future development. However, he had to give
this option a serious thought as an increasing number of competitors were building their self-

branded product system.

Exploring New Applications of Current Products

Concerned about the sluggish market growth, Wang was looking for new applications of
current products in other industries. He, along with his team, visited a number of industry
exhibitions. After intense deliberation, they identified the scope of introducing their
applications in the areas of stationery, leather, and textiles. China accounted for 80% of the
global production in these industries. More importantly, the Chinese companies were not
consolidated and had numerous small-size factories, similar to the erstwhile coating industry.
Many special chemicals distributed by WWRC could be applied to these new industries
directly. Wang had been making efforts to enter these industries since 2004.
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. 1I.{owe\./er, he realized that due to decentralization in these industries, international
pf- 1er§ did not cater to them. He found this as an opportunity to use WWRC’s successful

- : : . ,
pplication experience in the coating industry in these areas. The matured technology in the

coatn.]g 1nd.ust1_y would be an advanced one in these industries. It was the time for WWRC t
start investing in these new areas. ’

Adding New Products

Wang t.hought that there was a possibility of further growth in WWRC’s market f i
He behev‘ed that there were unexplored opportunities in this emergent market o operon
COHS:r}rll;%nvestfnent;loriented Chinese economy was showing signs of traI;sfonning into a
lon-oriented one. As a result, the market was e i i
For examplle, although the market for outer wall paintin};psel:;zilzot;lv;nfzsrs ir:lz‘i:rs\:/gaﬁent?tlf)n'
wa§ booming; similarly, there was reduction in the use of plast,ic in windows/d pfalntmg
while the @arket for home appliances and consumer electronics increased si niﬁcacl)l(;.)lr o
In addition, some important directives, such as RoHS and REACH 3 vfere intr Z di
Elllrope and other developed areas in the world, which led to greater dem;n S~y
fnendl?f products. As China became a member of the WTO and a large e
cou'ntrles, an increasing number of existing products had to be customized to lobal
regional legal requirements. For example, by 2008, environment-friendly additives f 11 . 1 .
the new regulations issued by the International Marine Organ s
replacement for the traditional anti-fouling marine coating
compounds. ’

d for environment-
Xporter to developed

ization, would work as the
which contained harmful tin

Wang prepared an evaluation table for these possible directions (see Exhibit 12) and

g;)s(;:ussed his findings with the company’s board. As the EMBA program was to start in March
7, Wang wanted to consult his professors and classmates as well.

Exhibit 1: Sales* and Profit of WWRC Shanghai
1997-2006 (in RMB million)

140 . 132.3
g : : 115.9
100 : — | ]
80 - AR |_
" g A sRa A
= 472 : e Y, } 0O Sales
40 224 ] | ; W Profit
20 |22 15.8 B 3 4 13 18
1 I—IJ_B e 1.9 3.2 5.1 5
0 H— f -+ t T - —h-f-J
1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

* Note: Sales was net sales without VAT,
Source: WWRC Internal Data

3
ROHS: Restriction of the Use of Certaj
ain Hazardous Substances in Electrical and El i i
REACH: Registration, Evaluation, and Authorization of Chemicals Restriction e

135




CHAPTER 8  Strategic Leadership and Execution

Exhibit 2: Number of Employees in WWRC Shanghai (1997-2006)

1997 | 1998 | 1999 | 2000 | 2001 | 2002 | 2003 | 2004 | 2005 | 2006

Total staff i 10 11 12 13 14 15 15 18 18

Sales staff 4 5 6 7 8 8 8 8 9 9

Exhibit 3: Business System of WWRC Shanghai

r N " A
20 WWRC 1,200+
Producers Biirolidsiog Shanghai Onderiiii Customers
Purchasing
with Stocking in
400+ Stocking Order Getting Delivering three
‘products ) Delivering main fields
UL LB T

Source;: WWRC Internal Data

Exhibit 4: Organizational Structure of WWRC Shanghai

General Manager

Sales Team™ Sales Coordination Administration
9 persona 5 persona 3 persons

Note: Shanghai (3), Jiangsu (3), Zhejiang (3), Fujian (1), Shandong (2), Anhui (1), Jiangxi (1), with

overlaps
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Exhibit 5: Market Coverage of WWR(C Shanghai
(The ellipse with white line dep

icts the market . s .
Shanghai’s warehouses.) TKCL coverage; the white circles depict three of WWRC

aaaaa

.......

Source: the map was copied from the website of
http://Www.xxcha.com/AIl/449/8224_1 .htm

Exhibit 6: Coating Industry in China, 1978-2010 (in tons)
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*Source: WWRC Shanghai Internal Estimation”
The figures for 2009 and 2010 are estimated figures.
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T TtrodnaroR e Tl Blagers Exhibit 8: P&L Comparison of Key Players (in RMB thousand)
i Itcms Player A | Player B | Player C | Player D |WWRC Shanghai
Sales 49,303 62,307 111,823 34,659 115,893
! Less:Cost of sakes 44255 58,344 105,731 29,707 94,219
| Less:Salestax — 25 28 - 46
| Gross profit 5,048 3,938 6,064 4,952 21,628
I‘ Less: Provision for inventory — — e e 0
| Selling expenses 1,639 2,651 4,269 1,304 4,647
| Your Single Source for Speclalty Chemicals G & A expenses 1,986 601 1,768 2,370 852
‘ > exrn o st : : Finance expenses — Others 25 — 45 43 (12)
| Operating profit 1,398 686 (18) 1,235 16,141
Investment income — o 0
Subsidy — 0
: Nonoperating in come 97 109 6 Tl 143
‘l (Comtimped BROGRT) 00 o b dl TRl Nonoperating expense 12 22 21 —_ 60
1} rF T s Tes ! Other operating in come — — 0
| Profit be fore taxation 1,483 773 (33) 1,235 16,224
i, Sunny Chemical Co., Ltd. EIT 490 254 43 207 112
‘\ Profit after taxation 993 519 (76) 1,028 16,112
| Sunny Chomical 8 saclzed Inarmatin Charical Compny, iy dee o s Food PO oo, Minority in terest S — 0
! el e s A ) B Netprofit 993 519 (76) 1,028 16,112
o e S .c_ - Note: Net sales in east China without VAT; the competitors were anonymous
S oA A M o e s BRI e Source: Shanghai Tax Bureau
:’m°"!w"‘:;;”°:mhle I Exhibit 9: Comparison of Customer Concentration
; s 208 s Ghanin 1 ue el i e Area Top Customer Market Share — 2005 (%)Est. Market Share — 2010 (%)
| Source: http://www.sunnychems.com/ ::ipe :zi i ig 22
China Top 10 19 30
China Top 150 50 70 .
Source: WWRC Internal Data |
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Exhibit 10: Scenario Analysis, 2001-2010 (%, weighting of each product type)
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Source: WWRC Shanghai Internal Analysis

Exhibit 11: Performance of Pest Control Business (in RMB thousand)

1,500
1,000
0O Sales
500 B Expense
O_
2003 2004 2005 2006
Source: WWRC Shanghai Internal Data
Exhibit 12: Evaluation on Possible Directions
(Attractive Index: +++ high; ++ medium; + low)
Criteria New Business Own Brand New Application | New Products
4+
Relevance to current biz + +++ ++ -
i -
New resources required e X + -
. +++
Market potential +++ + -
: ++
Entrance barriers +
+ +
Total Assessment ++ ++ ++

Source: WWRC Shanghai Internal Data
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CASE COMMENTARIES

COMMENTARY 1
Dr. Charles A. Ingene,

Distinguished Chair of Business Administration, The University of Mississippi

The WWRC Shanghai case, written by Professor Per Jenster and Research Fellow Xu Leiping,
illustrates the evolution of a company, an industry, and an economy. In this commentary, I
highlight the relationship between these intertwined evolutions. My main argument is that a
company’s achievements depend on its environment (the macro-economy and its industry)
as well as on its own actions. This is critical as it is easy for executives to attribute their
company’s success largely (or even solely) to their own actions. Such attribution is dangerous,
as it focuses the executive’s attention on internal processes rather than on the more important,
but harder to read, external environment. It is important to recognize that the evolution of
the environment, while beyond managerial control, is largely predictable. The executive who
understands the environment and how it will evolve has a substantial advantage over his or
her competitors—most of them behave reactively.

To understand my arguments, consider a mature, well-developed economy that is growing
at (say) 1% per year: for example, Japan and many Western European countries. Further,
suppose the economy has reached a steady-state equilibrium—by which I mean that the focal
industry is fundamentally stable (i.e., also growing at 1% per year). In such a situation, there
is little change from year to year, so a company can grow only by taking market share away
from one or more of its rivals. Success in a stable environment can be likened to a chess game:
it is predicated on the company doing a better job of using its marketing mix* than its rivals.
This is the implicit model of business that is held by many (not all) Chinese executives. They
would deny this, of course, for they know that their environment is changing, but because
they often do not understand what causes environmental change, they act without evaluating
environmental evolution—and are inevitably buffeted by external events. In sharp contrast
to this stable scenario, China has been growing at double-digit rates for many years, as have
most industries in China. This rising tide of economic prosperity initially tended to “raise
all ships.” But, just as different boats are needed for shallow rivers than for deep rivers, and
for gentle streams than for rapidly moving waterways, so too are different business models
needed as an economy transitions from slow to rapid growth.

Now let us turn to the focal company in the case: Worldwide Resins & Chemicals
(WWRC) Shanghai, a distributor of special chemicals imported to China. WWRC began
in 1992 as a two-person company taking orders for a handful of chemical products; it then
placed the orders with overseas suppliers; finally, it arranged product delivery. Its revenues

* The “marketing mix” refers to the tools that are under managerial control; the primary tools are price, product, place,
promotion, and personnel—*the 5 Ps.”
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were a percentage of sales (i.e., a commission plan). By starting small, WWRC’s expenses
were minimal.’ Therefore, it did not need many orders to keep going—it could survive lean
months while enjoying the fruits of good months. Although it is not spelled out in the case, the
primary expenses in the early years were presumably salary, food, and travel costs for the two
people. What is unclear is the pature of product delivery. The chemicals may have been “drop-
shipped” from the supplier (i.e., sent directly to the client) or the chemicals may have been
shipped to WWRC for delivery. In the former case, cach sale would have translated directly
to the bottom line, while in the latter case WWRC would have incurred delivery expenses,
necessitating WWRC to set prices that were revised by the client in order to cover differential
transportation costs. Note that the key feature is not the hard work of the employees, but the
fact that clients were willing to wait up to two months for delivery of their order. For the
clients to be willing to wait for delivery means that their customers were also willing to wait
for the delivery of their finished products. Such tolerance is rare in developed economies but
is common in less-developing countries where what matters most is eventually getting the
product.

By 1995, the growth of the Chinese economy had reached such a high level that delayed
delivery became intolerable—clients expected to receive their orders within days. With an
overseas supply source, this necessitated maintaining inventory. Such a buffer stock entails
money tied up in the inventory owned by WWRC as well as holding costs in the form of
renting warehouse space. This indicates that in a growing economy, a company cannot survive
long enough to make a profit unless it has deep pockets. Undercapitalization is a major
cause of stagnant growth or bankruptcy. Indeed, WWRC’s early years were lean—it did not
register proﬂf for about five years. It also highlights that any company that holds inventory
needs a higher margin than one that does not maintain a stock of the merchandise on-hand for
immediate delivery. The success of this strategy can be seen by the fact that by 1997 it was
eking out a profit. Thereafter, sales and profit growth were substantial. '

WWRC’s tremendous success was driven by a careful reading of environmental
change. In particular, the growth of construction (therefore paint) and printing (therefore
ink) facilitated the demand for specialty chemicals. But it also imposed demands on the
distributors of those chemicals; construction firms are specialists in building, but they do
not hold large quantities of concrete, paint, or other raw materials. Similarly, printers are
specialists in producing newspapers, magazines, and brochures; they do not hold much
inventory of newsprint or printer’s ink. And, of course, peither industry comprises firms that
can afford to wait for two months for delivery. Successful distribution to the construction and
printing industries required WWRC to build three warehouses and stock two- to three-months’
supply of chemicals (note that the case is not designed to determine the optimal number of
warehouses nor their best locations). Another factor that has helped WWRC’s profitability is

3 Many MBA graduates who start their own business begin by renting office space, buying computers and furniture, and
hiring support staff. While this makes them feel good, even important, it also burdens them with high overhead expenses.
A downturn in orders quickly drives such businesses to bankruptcy.
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that the in(?ustries that it sells to are decentralized, that is, firms in each industry are inh \

lc?ca‘l, s‘ervmg spatially distinct markets. As a consequence, a few of them have mu herent d
v%s-a‘-ws WWRC (its largest customer accounts for only 3% of its sales). And beca CWI;;VI;“
dlstrl}.autes. products from second-tier chemical companies, WWRC h.as power 318 ; A-vi ‘C
suppliers; indeed, WWRC accounts for up to 50% of the sales of some of its supplie:a:l‘“:lsd:gs

all of this into consideration, it can be inferred that

. WWRS s Str-o?ii position in the upstream market gives it higher bargaining power.

* WWRC specializes in niche products, which means that its cli ice
D s clients are somewhat price

. WWRS has downstrf:am market power, which allows it to get high prices.
WWRC has a very high gross margin (because of the last two points mentioned above)

. ‘Financial data from Exhibit 8 confirms this: WWRC has a gross profit of al 19%;
this is almost one-third higher than that of its next competitor (Firm D) ’ most 1976
. r;:\/;RC alsf; has an excel.lent human rc_esource management policy (including high pay),
. ow' sta ‘Fumover. This means that it has some of the more knowledgeable empl
%n the chemical distribution business. Further, the more developed the econom thp more
important is sales force’s technical expertise—and the less important is its uanz:' "Fhmor'e
appears that WWRC has taken the necessary steps to ensure continuous succesi e
Of' course, one should not reach such a conclusion without assessing WWRC’
competitors, for they might be doing a better job. However, the financial data in Exhibit ;
reveals ‘that this is not the case. Augmenting its higher gross profit, WWRC spends 1 1t;1
1% of 1.ts revenue on general and administrative expenses—it I‘LlI;S a tight sII:i B . aI;
c;)mpansonf Fi.rm D’s G&A expenses are almost 7% of its revenue (note that Flljrm lg‘:;gngs
; Lrlll(iis;:ntehdre;el ?on:;fo?: ;izl;z\sre\r?\f‘iiifl;(l: fO]'l G&A exgenses, illustrating the phenomenon
; X airness, w if Fi ’
has MBA graduates). In combination, this gives WW;CC; Ezztﬂlt(hn; ;:';t;itFlm Vs management
Tl.lere. are, however, serious challenges facing WWRC. Economic. growth is leading t
consc?hdatlon in many industries, which means that it may become economically effici mtg fi 0
chemical co‘mpanies to serve them directly by setting up their own sales forces ngcs € ormous
proﬁt margin also signals to chemical companies that there is plenty of rr;one tob norglm'ls
Chlne'i by establishing captive distributors. Thus, one option that is availabie );o W\;E(aj ot
mentioned inl the case) is to consider positioning itself as a candidate for a friendly take o
The options that are mentioned are difficult to evaluate without additionalyinforr(r)lvf'r'
Certainly, some of the proffered options are problematic as they entail areas for ex ansio&l ::En.
do not ﬂow directly from WWRC'’s current success. Self-branding makes sense 11;1 conn .
goods industries, but generally requires substantial advertising (branding is not l'l(Slllmer
add much value to industrial paint or printer’s ink). Overall, solving theg“wh t d1 . y;‘)
next?” question entails putting oneself in the position of the cc:nsumer and the inttlerrr? ;V , 1 .
through whom one carries out distribution. For example, interior paint is a natural e:teilas?:rsl
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for WWRC (although it entails the expenses of branding), but WWRC is not set up to sell to
consumers. Therefore, it would have to cultivate retailers as distributors of its paint, which
will involve a larger sales force. Since retailers require margins on the merchandise they sell,
this must be factored into the business plan.

Finally, at the center of any analysis of business opportunities must be projections of the
evolution of the environment, including consumer desires. WWRC has shown a remarkable
ability to accurately read evolutionary trends over the past decade, but projecting trends is a
never-ending task that becomes more difficult with time as the number of competitors decline,

with only the best surviving.

COMMENTARY 2

Wang Huitao
Founder of WWRC Shanghai

Since 2005, T have been considering all the possibilities that WWRC Shanghai could adopt,
including starting a new business, creating another brand, devising new applications of
existing products, and developing new products. However, the writing of this case helped me
clarify my thoughts and narrow down the possibilities.

In the beginning of 2008, our company outlined a three-point agenda to pursue its growth
plans:

1. Explering new applications for current products—Since 2004, WWRC has been
trying to enter some new industries so as to enlarge its customer base without launching
new products.

2. Generating more revenue from each client by introducing new product suppliers

3. Establishing effective and efficient operational platforms—Better operations will
assure clients that a better value-added experience is offered by distributors than direct

suppliers.

The new strategy will be coupled with improvements in the organizational structure and

personnel policies.

1. The sales teams will be evaluated according to regions and suppliers. The current 6
divisions will be divided into 30, and suppliers will be classified into core suppliers,
stable suppliers, new suppliers, and big projects.

2. Client visit reports produced by salesmen will be classified according to regions and
suppliers before being analyzed. Afterward, monthly business information will be
reported to regional managers and suppliers for feedback. Analysis of the profitability
of each product will be reviewed from a financial perspective based on account items
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SUCI.’I E’lS inventory, receivables, payables, turnover, and gross profit. The sales teams and
logistic teams will be provided with sufficient financial data for each market segment
3. In order to evaluate the operations of each sub-region and each product, 60% of tI;e
operational expenditure (in import, storage, and transportation) will be allocated to 30
su.b-regions and 60 products, which will help quantify budgetary decision making
E.arher, operations used to be sales oriented. The sales staff enjoyed bonuses in adc;lition
to the_1r salary. Staff in the finance and purchasing function was paid only on the basis of
experience. However, now, sources of loss and profit need to be identified: for example
in Purchasing, transportation, and storage; price strategy; overall market expansion anci
shrl.nkage; and change in market share. Reward and punishment will be based on clearl
def.med criteria and performance evaluation. Those who act in line with the compan ’)s(
policies will be rewarded and those who do not, or act against the policies, will be punisth
Royalty to the company will also be taken into consideratio. The company will continue tc;
follow qualitative measures before introducing some quantitative ones.
WWRC will adopt differentiated sales modes for different suppliers. Each sales

representative 1s responsible for both regional sales and for a vendor. Therefore, coordination
among the entire sales team is crucial.

Distributi
Perccatage - istribution of Labor (100%)
upplier Focus
of Sales In Charge of | In Charge of
Suppliers Regional Sales
Above average
25 Core profit margin and 60 40
sustainable
Stable revenue
45 Stable and profit 40 60
margin
20 Big project Uncertainty 80 20
Input
10 New product overweighs 90 10
output

. In ordt*jr t.o generate higher profits for the company, its suppliers, and the clients, WWRC
alm.s to optimize the whole supply chain, which entails taking orders, keeping inventory, and
selling products. Operations based on quantitative analysis enable the staff to understand the

source of growth—whether it comes from the external market, or through better sales skills
and lower cost.
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Building an International Business

CASE STUDY
The “Fruitful” Journey of China Haisheng Juice

On August 15, 2006, shares of China Haisheng Juice slid to HKD 0.62 from HKD 1.22 just a
few months ago.! The falling share price compelled Gao Liang, the president and founder of
China Haisheng Juice,” to ponder over the company’s growth in the past decade. There were
several questions in his mind; “Was the expansion in danger and the strategy wrong? Did the
firm have the capability to continue for another 10 years?”

“We had the IPO idea for a long time. In recent years, we expanded more quickly and
invested substantially in building five plants; however, because of considerable loans, we did
not have too much capital.” A modest man in his mid-forties from northwest China, Gao was
quite forthright about the challenges facing his firm. He admitted that Goldman Sachs, which
held a 25% stake in Haisheng, had hinted at increasing its stake in the latter before the launch
of its IPO. However, although it was an exciting and lucrative proposition to win the trust of
this prominent investment bank, certain concerns loomed large.

Gao felt that:

If we inject more capital from Goldman Sachs, we might lose our position as the majority
shareholder; which we don't want.

After careful consideration, Goldman Sachs gave in to Haisheng’s concerns and
committed itself to initiating the IPO process. The bank reposed complete faith in the
concentrated juice industry and Haisheng’s seasoned management team.

Gao Liang’s Beginnings

Gao Liang graduated from Shaanxi University of Finance and Economics, following which
he took up a government Job in Xi’an, the capital of Shaanxi Province. However, he quit
his settled government job in 1988 to venture into the business world, which is marked by
independence. In the process, he committed Xia Hai, which traditionally meant leaving a

! On November 4, 2005, China Haisheng was listed on the Main Board of the Stock Exchange of Hong Kong, with an initial
offering of 30,555 shares among a total 122,220 shares,

A provider of concentrated apple juice in southern Shaanxi, an inland province of northwest China
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respectable occupation, such as a government job or teaching, and embracing a disdainful
one, such as a business or acting. For several years, he served as an agent for beverage giants,
such as Dynasty Wine, LuLu (a Chinese almond drink), Coca Cola, and Nestle. Working as a
beverage agent was a challenging job, but it offered Gao an opportunity to learn all the aspects
of the beverage industry—from operations and team management to marketing and sales.

When the former chairman of China’s Central Military Commission, Deng Xiaoping,
delivered a series of speeches during his 1992 southern tour, he urged his countrymen to
expedite reforms and open the country to the outside world with the famous quote, “Being
rich is glorious.” In order to explore profitable business opportunities, Gao and a few of his
colleagues left Shaanxi for Hainan, the southernmost island province of China, with Gao’s “first
bucket of gold.” Here, Gao forayed into the real estate business and gradually made a fortune.
Subsequently, Gao and his team moved to Xinjiang Uygur Autonomous Region to expand his
real estate ambitions and carry out trade with Russia. He continued with this business until
1995, when he realized that it could not fulfill his aim to become a successful entreprencur.

The period from 1988 to 1995 was one of learning. During these years, he accumulated
valuable experience in resolving problems and managing crises. It was during this time that
he also built strong business relationships and a loyal team. Once he had established himself,
Gao started looking forward to the “real performance.”

Launch of China Haisheng Juice

In 1995, Gao returned to Shaanxi and learned that there were good business prospects in the
concentrated apple juice industry. There was a strong demand for apple juice worldwide, and
Shaanxi Province was one of the major apple-producing areas in China. This was expected to
enable the purchase of raw materials at a relatively low price. For Gao, however, the lack of
start-up capital was a major constraint, though it did not remain a barrier for too long. Gao had
carlier visited the US with a few officials from the State Ministry of Trade and Commerce,
and knew that small enterprises could apply for long-term government loans from other
countries at a low rate of interest if the projects were suitable. Gao decided to discuss his
ideas with Tetra Pak. The management at Tetra Pak bad even better news for Gao. It informed
him that he did not even require a government loan; a long-term credit with an equipment
supplier would be enough. This encouraged Gao to enter into a new round of negotiations
with all the well-known juice production equipment manufacturers. These included Tetra Pak,
Unipektin, APV, and Bucher. Haisheng Juice was eventually established in 1996 with the
purchase of production facilities from Bucher, a leading player in the industry, headquartered
in Switzerland. )

Gao chose Bucher because of its stellar reputation, long-standing presence, and
considerable size. In fact, Bucher not only provided the necessary equipment, but also brought
in relevant production and management experience. Further, it was willing to send four
professionals to China for one year. Bucher would help set up the plant, install equipment, and
educate Gao’s employees on all aspects of the concentrated juice business, from production to

end sales.
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Contemplating his partnership with Bucher, Gao said:

F . X
Chine:;‘ 1]11;:}1{16:, ]13t W-ZS not too risky to support us. It wanted to increase its presence in the
et. Besides, we paid an extremely high price for th i
- paid ¢ first production Ii
relateC(: services. However, I still think that partnering with Bucher was thepright choice e
o 10 stronfgly believed tha‘t a supplier who could provide more than just equ.ipment
o lc:e:. anIaJ-OL asset. Relt;ectmg on the partnership, Gao concluded that if it had not been
> Haisheng would have been wiped out from the m '
her, . arket, like many other 1
companies in China. In the mid-1990s, there wer i , bin
, ¢ approximately 70 companies in Chi
that produced concentrated jui e sompetitin
Juice, but only about 17 of them survived. T iti
substandard equipment from Ital | inabili 1 e promer s
¥, and the inability to incor i
: porate pro
procedures were the major reasons for the collapse of most companies PR prosessing
ende'(Ii‘hle fJirst pres;lgngg season in the Qianxian factory started in late-September 1996 and
in January 7. The period, albeit short, was a criti i
‘ ,; \ ttical time for the emplovees of
iI:1:hc?ng a; they ne.:eded to get acquainted with the production lines and factory meilagement
sign of appreciation of Bucher’s state-of-the-art equi i .
' quipment and experienced m
Haisheng subsequently imported anoth ion li , i,
er 6 production lines, including 30 I i
from the company. By 2006, Haishen , o s
. , g had become Bucher’s largest customer. In i
‘ . Interesting]
;}210 b;mght the ﬁrs_t 10 metric ton production line from Bucher for about USD 4 OOOIIE)gOg’
g?a ;1111 lsleqll;ently paid onlz USD 5,000,000 for six similar production lines in 2003 ,Haisheng,,
ally became one of the leading names in the jui .
: global apple juice concent
because of its low costs and hi i Vetnan, St
gh quality. Four more plants were built—i i i
Province; Qingdao, Eastern Shandon i i o L ronine Presi
; \ g Province; Dalian, Northeastern Liaoni i
Yuncheng, Northern Shanxi Province. Th ’ o bl g
, : . These areas produced the maximum i i
and enabled Haisheng to procure the fruit at low cost, "pples In Chine
B _ . ) , ..
reaChez i};—i g(())(())f:l,l C£m:1 Haisheng’s apple and pear juice concentrate production capacity
, etric tons per pressing season, and by end-2005, th ity i '
205,000 metric tons. The com ’s si ucti § simaont e st
, . pany’s sizable production capacity and strin i
' s gent quality control
'standards helped it bag the prestigious “China Top Brand” Award. The USCI{D 2013:)00 0000
gvest{r)n]:nt from Golflman Sachs in 2005 and the USD 15,500,000 long-term facili’ty c;edit
om G'helped China Haisheng launch its IPO on the Main Board of the Hong Kong S
Exchange in 2005. # Hone Slock

Looking at the rapid development of Haisheng in hindsight, Gao said:

h f

ﬁIHYEJeg dU:[rini the jlnitial phase, Gao and his team had preferred not to expand until they
nderstood production and marketing mana ir fit iori

‘ : gement. Their first priority was to train
people, standardize the quality control system, and perfect the marketing and sales process

Howe i
‘ v:r, hounded by m.ore than 70 aggressive competitors, it seemed that the only way out
was to follow the expansion trend to reduce costs and gain economies of scale
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At the same time, the international demand for juice concentrates was increasing. When
Haisheng started operations, the global market demand for concentrates was approximately
600,000-700,000 metric tons.

The global annual increase averages 40% every year: If we hadn't expanded, we would have
lost a great opportunity.

In the final analysis, then, expansion was not only a means to keep competitors at bay,
but also a promising and lucrative strategy.

External and Internal Crises
The Pesticide Menace

A major crisis related to the excessive use of pesticides in apple cultivation erupted
during the company’s first year of operations (1996-1997). Along with other Chinese firms,
Haisheng suddenly found itself blacklisted by the US Food and Drug Administration. Products
worth more than RMB 4 million were rendered useless. The company almost went bankrupt.

it was neither because of our products or the production technique, nor because of our
management. We were in the same boat with others, and the problem had to be resolved,

The original Bucher production facility was designed for European quality apples’ juice
production; yet it was unexpectedly at the center of a critical situation: In China, apples were
relatively cheap, but not of as high a quality as those available in Europe. Consequently, the
sophisticated Bucher system was not prepared for the additional washing processes required,
as most Chinese apple growers at that time used pesticides quite liberally.

We adjusted our production lines and strengthened the washing process to cater for the
quality of our apples. In the middle of the crisis, we could only face it and try to address
it. Of late, the Chinese government has been urging farmers to reduce the use of pesticides,
which has also helped us a great deal.

The Anti-Dumping Crisis

On November 10, 1998, the US Apple Association’s anti-dumping taskforce recommended
that an anti-dumping petition be filed against foreign suppliers of low-cost apple juice
concentrate. The recommendation followed reports of concentrate dumping by several
countries (mainty China) in the US market. Findings showed that imports of apple juice
concentrate from China had increased 953% over the past three years, while the price of
Chinese concentrate had fallen 12.5%—from USD 4 per gallon to about USD 3.50 per gallon.
Therefore, the government set the new floor price at USD 700 per metric ton for low-acid
concentrates from China (about USD 4.50 a gallon by the time it reached the US market) and
USD 730 per metric ton (approximately USD 4.75 a gallon) for high-acid concentrate from
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jche South Asian country. According to the US trade law, domestic producers could seek relief
if they could prove that foreign suppliers were “dumping” products, i
a price lower than the cost price. If dumping was proven to be harmful to domestic producers
the US government would impose a tariff on the incoming product to level the playing field ’
. In 1998-1999, China was not considered a market economy; thus, US petitionérs
%dentiﬁed India as a reference country for calculating the fair cost and the ;elling rice. The
Initial verdict was a 12.03% duty on Chinese fruit concentrates. o

Recalling the hard times, Zhu Fang, who worked for Gao f;
X g or more than 16
the CFO of China Haisheng, said: e andwas

that is, selling products at

It was an unfair comparison as India’s economic situation was quite different from China’s;
r

we defended ourselves by using data from another reference country, Turkey, whose situation
was similar to China's at that time.

- However, events soon took a turn for the better. In 2001, Chinese producers, including
Haisheng, won the lawsuit and regained the duty-free status for their exports ’to the US
Howe.ver, that was not the end of their struggle. Chinese producers appealed against anti-
dumping laws in general, and sought permanent exemption from them. According to Zhu:

Fc?r us, the anti-dumping verdict was not the final judgment, and this time it was “we” who
did not want to concede. With a substantial amount of evidence, we appealed that Chinese

producers should be permanently removed from the anti-dumping list, and at last, in 2004
we won. }

Upon being asked the reasons for succeedi I j
ing, Vice President Wang Xue-mej sai
careful consideration: , : e seidaftr

First, bec'ause of the strong team spirit of the Chinese concentrated Juice producers, under the
leadership of the China Chamber of Commerce Jor Import and Export of Foodstuffs, Native
Produce and Animal By-products and with support from the government. Second and more

importantly, because of the courage to cﬁmctly face the crisis, openly speak about it, and
resolve it in a constructive manner:

This was also a reflection of Gao’s personality and leadership qualities. In his own words

One sh01:11d e.ither try to find a solution or give up while admitting failure. We did not have
many choices if we wanted to move ahead.”

Integrating the “Old” with the “New”

In spite of Gao’s able leadership and prudent decision making

H M . .
other start-up, aisheng China, like any

continued to face all types of challenges, not the least of which included talent
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management.

Haisheng’s Xi’an subsidiary had 64 employees in marketing and sales, and support
functions, such as administration, finance, and HR. During production months, the number
of full-time workers at the five plants totaled about 1,200; however, many of them became
redundant after the peak production season.

“The scenario had completely changed from the first year of operations, when we
had only about 20 people in Xi’an,” recollected Wang Xue-mei, who had been working at
Haisheng for more than a decade. “The company was like a family. We spent more time with
colleagues than with our families. We worked together as well as went out together, relaxing
with seniors,” he added.

Wang cherished the opportunity to communicate directly with the top managers. The
interactions not only helped her perfect her job but also proved to be a strong influence on her
development. |

As the firm grew, however, things did change. After the establishment of new factories,
an increasing number of professional production managers were “stolen” by Haisheng from
its competitors and other beverage companies. While these additions helped enrich Haisheng’s culture,
they also ushered in an era of conflicts and “interruptions.” These professionals brought their
old habits and mindsets, which was seen to dilute the values that Haisheng stood for. Another
problem, which was reflected by a Hewitt survey conducted at Haisheng, a professional HR
consulting company, was that a few newly recruited members who had usually ranked high
in terms of performance in earlier roles performed poorly at Haisheng. This was a matter of
concern and therefore needed to be investigated thoroughly. Two possibilities existed: They
either knew little about Haisheng’s culture and values, or they were dissatisfied and unhappy
with Haisleng’s way of doing things.

Wang pointed out that the employee turnover rate was as high as 300% at the Qianxian
plant, the oldest plant of the Haisheng Group. She was worried that Haisheng’s corporate
culture was not being properly communicated by the managers to the line operators, and that
the lack of a comprehensive HR management system, including an attractive payment system
and a sound retention policy, would pose several problems. The workers at the plants were
paid according to their positions, not on the basis of performance.

Wang added:

However; these so-called parachuters didn't really affect the company staff since they were
moving along cﬁfférent career paths. We have two goups of employees: One, managing
production, and the other, handling general management, such as markeﬁng and sales.

Integrating the “original staff’ with new recruits was an enormous challenge for Wang.
She began her tenure at Haisheng as a junior staff member who was responsible for fund
raising, and had been recently appointed the vice president in charge of HR management
and administration. By “original staff,” Wang and Gao implied employees who had joined
Haisheng in its nascent stage. Most of the team members who went to Hainan and Xinjiang
had followed Gao, and seven of them were now working as senior managers at Haisheng,.
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These members were good at marketing and sales, but did not have much knowledge
about international trading and production management. Some of them believed they had
made significant contribution to the company, and now wished to reap the benefits. They were
considerably respected and were urged to enhance their knowledge on international business
and production management. If they agreed to increase their skill sets and showed progress,
Haisheng would entrust them with more responsibilities. However, if they were unwilling to

do so, Haisheng would arrange for another person in the particular department to gradually
take over major responsibilitics.

Worldwide Industry Developments

By 2006, China’s share in the world market had grown from 3% to more than 50%, if trade
with the EU was excluded. According to the US Department of Agriculture, the global apple
juice trade grew 116.3% from 506,349 metric tons in 1999-2000 to 1,095,090 metric tons in
2003-2004.

Although Chinese producers had benefited from this growth, it had also necessitated the
consolidation of several small producers with capacity less than 10 ,000 metric tons, leaving

50% of the domestic market to Zhonglu, North Andree Juice, and Haisheng Juice—all with a
relatively similar size.

Exhibit 1 depicts the world’s major apple juice concentrate producing countries. The US
was expected to remain the major net importer as its demand for apple juice continued to tread
upward. Apple juice imports in the US in 2005-2006 were forecasted to increase 4% over
the year-ago period to about 313,000 metric tons. Germarny was also a major importer as its
domestic production was low.

In the years spanning 1999-2000 through 20032004, the major apple juice exporting
countries were China, Poland, Germany, Argentina, Italy, and Chile. However, in 2001-2002,
China surpassed Poland to become the world’s largest exporter of apple juice (Exhibit 1).

China’s main competitive advantage over other apple-juice-exporting countries stemmed
from the low cost of apples and labor, which enabled it to supply apple juice at relatively low

prices. Export prices for apple juice concentrate varied from USD 0.65/kg in China to USD
1.00/kg in Chile.

However, China’s apple production in 2005-2006 declined 15% from the last year’s bumper
crop to 20.4 million metric tons. Low temperatures in late spring seemed to have had
adversely affected the northern apple-producing region. Major apple-producing provinces,
such as Shandong, Hebei, Henan, and Shaanxi, witnessed a 1-20% decline in apple
production. China’s concentrated apple juice production in 2005-2006 was suggested to
plunge about 10% from the last year to 585,000 metric tons.

To manage the shortage, apple juice production gradually shifted to the western regions
of the country, primarily to Shaanxi Province. Traditionally, Shandong Province had been the
center of apple juice production in China, accounting for about half of the country’s annual
output. However, several farmers in Shandong had started switching to cultivating other fruits
that offered better returns. Fruit juice plants in Shaanxi continued to introduce advanced
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processing equipment and expand their investments. Thus, Shaanxi was fast emerging as the
largest apple~juice-producing province, followed by Shandong. ,

Juice production in Germany declined about 40% from the high levels of 2004-2005, and
higher juice imports was forecasted to offset the shortage.

Apple juice production in the US declined to 109,000 metric tons in 2005-2006 (the
lowest in the past 10 years), and many US farmers encountered difficulty in even recruiting
apple pickers. The decreased domestic US supplies led to an increased demand for imports of
low-priced apple juice.

China produced a limited amount of high-acid apple juice; it primarily exported low-acid
apple juice concentrate. By contrast, Poland shipped mostly medium- and high-acid apple
Juice concentrate to the Japanese and European markets.

In 2004-2005, Poland was the world’s second-largest apple Juice concentrate producer,
as virtually all the production was aimed for export. Retail prices of fruits and processed fruit
products in Poland were much lower than in other European countries. They were, however,
higher than the prices in China. However, China’s exports of apple juice concentrate continued
to face tariff barriers in Japan (19-25%), the EU (30-35%), Australia (5%), and Canada (8.5%).
In addition, non-tariff barriers, such as certification and inspections, played a significant role
in market access.

Argentina was ranked fourth in terms of production. Increased apple production bolstered
the country’s exports in 2005. Chile’s production primarily reflected international demand;
interestingly, although production declined 5% in 2005, exports declined just 3%. Further,
although Chilean exports increased to Japan and Mexico, the Latin American country’s market
in the US declined about 8%, according to the Global Trade Atlas.

Intense Competition

China in general and Haisheng Juice in particular faced fierce international competition in the
apple juice concentrate market. Poland, Germany, ltaly, and Argentina were the other major
apple juice concentrate exporters. Within China, several apple juice concentrate producers
were located in Shaanxi, Liaoning, and Shandong provinces. The largest of these companies
were SDIC Zhonglu Fruit Juice Co., Ltd. and Yantai North Andre Juice Co., Ltd., whose apple
juice concentrate’s quality and production costs were comparable to Haisheng’s. A comparison
of the three main Chinese competitors is shown in Exhibit 2. Zhonglu and Andre accounted
for a major share of the Japanese market, which demanded high quality at low price. A note on
SDIC Zhonghu Fruit Juice Co., Ltd., Yantai North Andre Juice Co., Ltd., and China Haisheng
Juice can be found in the CEIBS Case Note on Competitors in the Chinese Juice Concentrate
Industry.
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China Haisheng’s Competitive Strategy
China Haisheng stated its competitive strategy on its website.>

It involved:
Customized Products
China Haisheng produces clear apple juice concentrates with varying acidity levels on a large
scale to meet its customers’ requirements. Its products include clear apple juice concentrate
and deionized apple juice concentrate, as well as an apple juice concentrate product—Apple
Aroma. Since August 2004, the group has also been engaged in the production and distribution
of a pear juice concentrate product, Clear Pear Juice Concentrate.

Diversified Coverage

China Haisheng has established a diversified market network. Its products are exported to the
US, Canada, Germany, France, Australia, Russia, and Japan, thereby hedging the risk inherent
in a single market.

Strict Quality Control Standards

China Haisheng places strong emphasis on the quality of its fruit juice concentrate products,
and imposes stringent quality standards across its raw material procurement, production, and
delivery processes.

Sizable Production Capacity

By the end of 2005, the total production capacity of China Haisheng reached 205,000 metric
tons per pressing season. According to data from the PRC Customs Information Center, the
export volume of the group touched approximately 85,000 metric tons in 2004, ranking first
among apple juice concentrate producers in China,

Advanced Production Equipment
China Haisheng deploys state-of-the art production facilities at each of its production

plants and a majority of the equipment deployed for production is imported from the most
technologically advanced overseas suppliers.

Strategic Location of Production Plants .

The company’s five production plants are located in Shandong, Shaanxi, Liaoning, and Shanxi
provinces, and they produce the maximum volume of apple juice in China. Strategic locations
enable China Haisheng to procure apples at low cost.

3 http://www.chinahaisheng.com
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Strong Research and Development Capabilities
China Haisheng’s research and development department has collaborated with and
commissioned third-party research institutes to develop new products and improve production

know-how.
When this comprehensive strategy was discussed with Haisheng’s marketing team,

| a few members voiced concerns about the future, though they were confident about their

competitiveness:

In the past, our products could not meet some of the requirements of customers, especially
Japanese customers, who usually have higher standards and demand greater variety. Further,
apple production is not uniform and we face some risks in terms of pricing* In the Asian
market, we lost market share to Zhonglu and Andbe. Besides, we have a policy of limited
brand promotion and thus have minimal presence by way of advertisements and trade fairs.

To make matters more difficult, even substantial production levels could not support the
considerable international demand. One of the marketing managers who had recently returned
from South Africa said that though a number of customers had shown interest in Haisheng’s
products, the company did not have any products in its warehouse to supply.

Haisheng’s Future Plans
Speaking of the future, Gao was optimistic, yet cautious:

| believe that we have a host of opportunities before us, but in the next 1-2 years, we will try
to reorganize internal management, including our financial system, markeﬁng efforts, supply
chain management, and HR development.

Hewitt helped Haisheng establish a new set of HR performance and retention systems to
find qualified professionals for different functions and chart the career paths of its employees.
The company was also in talks with IBM to discuss the design of a more efficient internal

enterprise management system.

| We also need to learn how to coordinate with our main investors after the recently launched
! IPO; our efforts will continue to focus on business development and maintaining the best
quality. We need to better understand investors’ ambitions and risk tolerance capabilities,

and devise a strategy for rewarding them.

1 4 Half the products of Haisheng were sold on fixed contracts before the start of the picking season. The remaining products

’\‘ were sold at spot prices.
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Efforts in these directions were expected to lay a solid foundation for the development
of the company in the next 10 years. Besides internal revamping, Gao and his team were also
looking at the world market for lucrative M&A opportunities.

M&As are the best way to expand in a short time, and will definitely usher in good results.
We are tmc/zing fémgn competitors and analyzing their growth stories, but if we need to
carry out M&As, we mtght Just start with domestic competitors.

Most juice concentrate producers in other countries were small in scale. For example,
two large-scale plants in Chile collectively produced 60,000 tons of concentrate every year,
whereas a plant of a single Chinese competitor in Shandong or Shaanxi produced 100,000—
120,000 tons of concentrate every year. Thus, acquiring a Chinese competitor implied
doubling the production capacity.

In addition to expanding its size and capacity, Haisheng sought to explore new
opportunities and introduce new varieties of fruit products, such as orange juice, pear juice,
grape juice, and tomato jam.

Currently, Haisheng has no plans to construct more factories to add to its existing
facilities. Instead, its leaders are considering other options to reduce the risks arising from
varying apple production and price fluctuations.

According to Zhu, “In the future, we hope to be self-sufficient in catering for at least 30%
of our apple stock, which would guarantee a stable supply.”

The emphasis on “self-sufficiency” highlights Haisheng’s plans to develop or acquire
apple farms, with the assent of the government and farmers. This is expected to not only cut
do?zvn costs related to purchasing apples, but also make the company a vertically integrated
unit.

Exhibit 1: World’s Major Apple Juice Concentrate Producing Countries

Volume Production
1,800,000 Ton 96% of Major Producers
1,600,000 Al
1,400,000 91% m payy
1,200,000 86% O Germany
1,000,000 B Chi
800,000 81% *
600,000 7RG O Argentina
400,000 O China
200,000 % m Poland
0 66% O United States
céD Q;\ @ A O° 0."(0 03(\ P & & Q(o % of World Total
\CD ’\?’ "‘9 \q ‘\?" '\9 \0_5 \?’ ‘LQ) ‘LQ’ Q,Q Pmdud?on{R:S)

Source: US Department of Agriculture, 2006; CICC Research, 2006
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. . manager who has embraced contemporary management conce ts, yet retained the old iron-
| Exhibit 2: Export Volume of Apple Juice (metric tons) 8 poray s P, ¥ d iron

bowl mentality. The case later highlights Gao’s background and his early management
. ] experience as obvious obstacles to the growth of China Haishen Juice. This is a good
Export Volume of Apple Juice (mefric tons) exapmple for the case users to debate on t%le leadership styles emplfyed during the diffgrent
stages of the company’s growth. The case has then rightly provided ample details for analysis.
Country Marketing Year It is particularly worth noting that to sustain users’ interest in the analysis, the case raises a
1998-2000 2000-200 2001-2002 2002-2003 2003-2004 number of controversial issues relating to the external environment of managing a firm in
China. Both the often-taken-for-granted pesticide residue problems in China and the anti-
China 70,710 177,147 264,855 370,128 485,699 dumping crisis are likely to ignite fervent discussion in the classroom and accurately portray
Poland 84,000 183.000 187,000 197,600 201,500 the growing pain of a Chinese firm.
88,819 118,000 130,823 132,102 Another interesting point discussed in the case is “cultural” conflict. This has become
Germany 76,048 : : counterintuitive by not assuming the geographical or the national culture. Cultural conflict,
Argentina 37,574 69,449 14,590 63,600 60,000 as described in the case, refers to a mentality arising from different stages of national
Italy 100,000 102,000 92,000 85,000 70,000 development within China. It is essential to understand that China embraces different stages
. 56.800 58,600 of development concurrently, with the coastal provinces being the most advanced. Apart
Chile 35,307 53,743 42525 : from this, the case also hints at a serious problem of effective cultural/value infusion within a
Chinese enterprise. One may say that this is inevitable, considering the fast growth of China
Haisheng Juice, as value infusion takes a long time to achieve, and Chinese firms seldom have
the luxury of simultaneously pursuing growth and establishing a concrete value system.
TARIES Competition cannot be ignored while discussing growth strategy. Competition brought
CASE COMMEN with it a thorough internal analysis of China Haisheng Juice and its associated competitive
) edges. This prompts readers to develop strategic options to counter China Haisheng Juice’s
COMMENTARY 1

Dr. Terence Tsai
Associate Professor of Management, CEIBS, Shanghai, China

This case is a much welcome addition to the collection on Chinese business. It is unusual
in that it depicts the growth dynamics and management decision making sty.le of a small-
or medium-size enterprise in China. Such cases are rare in any of the mainstream case
distribution networks. ‘

China is a dynamic country, with one of the highest growth rates in the.a world.
Nonetheless, the actual working of Chinese enterprises is poorly understood, anq this can 'be
considered as a pitiful void in global business education. The case on China Halsheng -Juulze
attracts readers’ immediate attention by quoting the stock price of China Haisheng Juice in
Hong Kong and introduces the involvement of a blue-chip investment l_Jank., Goldman Sac_hs.
This creates an excellent platform for subsequent discussion, considering the sens?tmn
surrounding the booming stock market in China at the time when the case was written.
The case then narrates the success of Haisheng by suggesting its key success factors, and
meticulously describes the pathway to the 10-year-20-percent market shar‘e mir-acle. o

The case also puts China Haisheng Juice’s prominent leader Gao Liang in the 11mej11ght
while delivering an interesting management story. Gao is a typical example of a Chinese
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international and domestic competition. This exercise is particularly logical and meaningful in
light of the earlier discussion on leadership, crisis management, growth stages, and cultural or
people management.

The case on China Haisheng Juice embodies vital elements of leadership, growth strategy,
and entrepreneurship within the context of the dynamic Chinese market. Further, it provides
the reader with several discussion points and presents a realistic picture of growing Chinese
enterprises. It is a “must use” case on any course with a China management orientation.

COMMENTARY 2

Commentary by the FounderzTwo years after Haisheng was listed on the Hong Kong stock

market, Gao, the founder and CEO, was pleased to see his company reaching a new production scale
and development stage.

At the end of 2005, China Haisheng’s total production capacity was 205,000 tons per pressing
season; in the past two years, the figure reached 300,000 tons. The current annual global
production volume is approximately 1,600,000 tons. Haisheng is the largest producer of apple
juice in the world market, with about 20% market share. The company’s sales revenue for
2006-2007 was over USD 200 million and is expected to exceed USD 300 million in 2008.
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As far as I can foresee, the global demand for apple juice will continue to grow. In order
to maintain leadership in the industry, Haisheng is preparing for further volume growth.
Besides enhancing competitiveness in apple juice and apple essence segments, Haisheng is
actively developing other juice products. We are one of the leading producers of pear juice and

’ essence, and are introducing new juice varieties, such as orange juice, grape juice, and tomato
\ juice, in some parts of China.
] In the past two years, Haisheng has expanded its production facilities and has established
B two more plants. Moreover, a new department has been set up to deal with increasing land
* acquisition and leasing activities, in order to stabilize production. We are also looking for
_ opportunities to set up production bases in other countries, such as Chile, Argentina, Brazil,
f India, South Africa, Poland, and Ukraine.
! The most positive outcome of the initial public offering (IPO) was an increase in
incentives and motivation to innovate for better performance within the holding company. C ONCLU S
The new management mechanism known as “horse-racing,” which was initiated in 2005 and . I ON
- formally implementéd in 2007, yielded excellent results. The seven plants of the company are
8 now competing with one another in terms of quality, volume, cost, profit margin, and staff
1 royalty, which helps managers evaluate performance, set clear goals, and improve efficiency.
1 I think the competition within the seven plants is more intense than that in the industry. By
] introducing competition within the holding group, we have transferred the pressure from the
stock market to each of the centers. They are now becoming the profit centers of Haisheng, . S e
competing for higher efficiency, lower cost, and better ROA. o

Haisheng could have grown bigger without the TPO as well, but the IPO facilitated
the process.-After the IPO, the company has been constantly in public view. Our financial
performance is compared not only with that of our peers in this industry but also with players
in other industries. In fact, exposure to the media, industry analysts, and fund managers
compels Haisheng to perform to its fullest potential.

One of the biggest hindrances to Haisheng’s high-growth plans is HR and talent
management. This became a major problem when the employee turnover at our oldest plant
reached as high as 300%. In recent years, we have raised our staff recruitment requirements—
proficiency in English, a master’s degree, and technical qualifications are the three major
parameters on which candidates are judged. The sustainable learning ability of postgraduates

| is what we value the most. These three criteria will help prepare Haisheng’s future managers.
| The new set of standards was implemented in 2007 and is expected to make a difference
‘ within 3-5 years.

\ I strongly belicve that the growth of an organization should precede the growth of
|

|

the business. Haisheng has sent all its top managers to the top business schools, including
Cheung Kong Graduate School of Business, China Europe International Business School,
Peking University, and Columbia University in the US. We are also planning to open a new
department to manage strategy formulation and execution.




China’s Evolving Entrepreneurship
from a Global Perspective

Entrepreneurship is not new to the Chinese, but it is a relatively young phenomenon in the
China of today. The Global Entrepreneurship Monitor Survey' reveals that countries all over
the world show different levels of entrepreneurial activity. Countries with similar per capita
GDP tend to exhibit similar levels of entreprencurial activity. Early-stage entrepreneurial
activity is generally higher in countries with lower levels of GDP, though there are exceptions.
There is also variation across countries in terms of motives for setting up new businesses.
Generally, necessity-driven entrepreneurship is relatively more common in middle-income
countries than in high-income ones.

China’s Competitiveness

According to the International Monetary Fund’s 2007 projections, China, for the first time,
has dislodged the United States from its top position as the main engine of global economic
growth; the Chinese economy grew by more than 11%, eclipsing the 2% growth in the US
economy.” Chinese entrepreneurs are aggressively tapping the emerging opportunities in the
country’s booming economy. Success stories of Chinese entrepreneurs are reaching far and
wide in the business world. In China, early-stage entrepreneurial activity was 16.2% (that is,
among 100 persons, 16.2 were involved in early-stage entrepreneurial activity) in 2006, a 3.9%
increase over 2002, ranking sixth worldwide. The proportion between opportunity-driven and
necessity-driven carly-stage entrepreneurship is gradually shifting in China—from 40% and
60%, respectively, in 2002 to 59.2% and 38.7%, respectively, in 2006. Chinese entrepreneurs
increasingly view entrepreneurial activities as a good way to exploit a perceived business
opportunity rather than a forced option when all other options for work are either absent or
unsatisfactory. People in the age group of 25-44 years are the most active when it comes to
taking up entrepreneurial activities. Those in the age group of 18 24 years constituted 18.34%
of the total number of entrepreneurs in 2006, indicative of the younger generation’s growing
interest in starting up their own businesses.> Most of the Chinese entrepreneurs have been
middle-school and high-school graduates; however, increasing participation of university

Global Entrepreneurship Monitor, China Report, 2006,
Patnce—HLII ‘China Powering World Economy,” Washington Post, July 26, 2007.
3 Global Entreprencurship Monitor, China Report, 2006.
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graduates has raised the average level of educational qualification among entrepreneurs.
Growing enrollment in Chinese universities has heightened the competition in the graduate
job market. Even the country’s exceedingly high growth rate has not been able to absorb the
graduates. Of approximately 5 million graduates in June 2007, about 1.45 million were still
unemployed in the fall of that year, according to a study published by the Chinese Academy of
Social Sciences.* Now, the government is encouraging university graduates to work in remote
and economically backward areas or start their own businesses.

As Organizations Grow

In the early 1970s, Professor Larry Greiner developed a framework that identifics a series of
developmental phases through which companies tend to pass as they grow.5 He drew from the
legacics of European psychologists who argue that the behavior of individuals is determined
primarily by past events and experience, rather than by what lies ahead. Extending that theory
to problems of organizational development, he identified five phases through which companies
tend to pass as they grow. The model takes into consideration five key parameters—an
organization’s age and size, the stages of its evolution and “revolution” (crisis situations), and
the growth rate of its industry. The life span is the most obvious dimension of any model of
development. The size of an organization, including its headcount and sales volume, is another
determinant of its development. Along with organizational growth, evolution and revolution
are the two parameters used to describe the developmental phases: evolutional periods are the
years of continuous growth without a major economic setback, when only modest adjustments
are necessary for maintaining growth. Between smoother periods of evolution are periods of
revolution or substantial turbulence. The speed at which an organization experiences phases
of evolution and revolution is related to the market environment in which it operates. The
following figure (see Exhibit 1) depicts the “The Five Phases of Growth” together with the
major management challenges associated with the different phases Exhibit 1 The Five Phases

of Growth.

4 Degree no job guarantee in China, Los Angeles Times, February 18, 2008.

5 Larry Greiner, “Evolution and Revolution as Organizations Grow,” Harvard Business Review, July—August 1972.
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Adapted from Greiner, “Evolution and Revolution as Organizations Grow,” Harvard Business Review, July-August 1972

The young Chinese economy displays a spectrum of entrepreneurial activities—from
the nasc'ent stage to the mature stage—even more lively and diversified than the matured
economies. The collection of case studies presented in this volume helps lend support to
the framv-awork of issues and crises described in Professor Larry Greiner’s conceptualization
of organizational development. For example, the Wanbo company (seethe tables 1-4 in the
Ch_apter 2 ), the computer component distributor enjoyed an exceedingly high growth rate
(with the annual sales increasing from RMB 10 million to 105 million, and the expansion of
employees from 20 to 50 persons) in the first five years. It targeted the right market (small-
anc'! medium-level cities), constantly adapted to its customers’ needs, and observed good work
ethics. Such high growth rate and profit margin were often found among start-up companies
where decisions and motivation were highly sensitive to marketplace feedback. When thei
company’s operations expanded to more cities, Wanbo increasingly found its functional
struc_ture deficient, especially in financial reporting and HR performance. The company was
moving to the second growth phase, calling for an improved accounting system for inventory
and purchasing, as well as for adoption of proper incentives, budgets, and work standards

In the case of Fugima Washing Machine Corporation (see Exhibits 2-3 in the Chapte-r 7)
the two founders maintained tight control over business operations, and the sales departmen’;
could not make decisions even on issues related to small advertising expenditures. Lack of
empowen'nent within the organization became a major obstacle when the market situation and
the organization became increasingly complex. The company enjoyed tremendous growth in
the second phase, but a crisis of autonomy cventually occurred when most of the responsibility
was assumed by the top management.

. Ahua (see Exhibit 1 in the Chapter 6 ), a mother-baby care industry pioneer, was losing
its control over the service level of its franchisees. The franchising system en,abled Ahua
to develop 101 outlets all over China with the least input of resources. After years of rapid
growth, the company was facing a critical problem as some of its franchisees did not abide
by tl?e rules and were jeopardizing the brand image. Each franchisee enjoyed great authority
and incentives, rapidly tapping the new markets in China. The problem was that the parent
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company’s contro] over a highly diversified ficld operation was fading, creating a crisis of
control.

Larry Greiner’s work provides an intriguing framework for viewing the general growth
pattern of an organization. The business world has undergone great changes since the time the
article was published; however, major development phases highlighted in Greiner’s theory are
still observed in the lifecycle of a growing company. The growth of many Chinese firms will,
to a large extent, follow Greiner’s pattern. Wanbo, Fuqima, and Ahua have been through the
revolutionary period, struggling to solve the dominant management problems before setting
out on a growth trajectory. Their ability to address the issues will define their future.

Cultural and Political Contexts

The Chinese entrepreneurial pattern is shaped not only by economic development but also by
cultural values and institutional environment. What role does Chinese culture play in shaping
the entrepreneurial culture in the country? David Kirby and Fan Ying conducted a study
i1 the mid-1990s to examine whether Chinese culture was conducive to entrepreneurship.
They identified that some basic tenets of traditional Chinese culture, such as persistence,
diligence, intelligence, and harmony, encouraged entrepreneurship. However, various other
entrepreneurial attributes, such as a positive view toward change, initiative, and profit-
orientation, appeared to be in conflict with Chinese values. Moreover, the most important
entrepreneurial values—creativity, innovation, and flexibility—were lacking in the Chinese
set of valués.® However, with accelerating reform and increased exposure to the West, Chinese
cultural values are changing constantly. As the perception of entrepreneurs is improving, the
Chinese society is now better prepared to foster entrepreneurial spirits.

If personal attributes explain the internal impetus for entreprencurial activities, the
institutional environment is the external driving force for creating an entrepreneurial
generation. Before the reforms and introduction of the opening-up policy, when the Chinese
society was dominated by communist ideology, private and individual business activities
were deemed as the root of evil. The change in the government’s stance initiated two periods
of boom for the private sector. The Third Plenum of the Chinese Communist Party’s 11th
Central Committee in 1978 emphasized economic development and individual incentives,
which gave impetus to the revival of private business. But the private sector continued to
play a marginal role in the national economy as a supplement to the state and collective
sectors. Deng Xiaopeng’s “South Touring Talk” in 1992 unveiled the second important period.
Deng’s theory propagated that governments at both central and local levels should start
implementing expansionary policies for encouraging private business activities. The number
of employees serving in state-owned units declined from 112,610,000 in 1995 to 85,720,000
in 1999. In contrast, the number of managerial staff and workers employed in private
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enterprises increased from 4,850,000 in 1995 to 10,530,000 in 1999. Tsinghua Uni i

once c?nducted a survey with 2,854 respondents from 20 cities in Chir;a' to aisess th lYersny
f’f tl:le 1.nstitut1'onal environment on the private sector. The study strongly supports the lnipaCt
Tnstltutlonal environment, including protection of private property and contf:ct enf o,
In entrepreneurship decision making. For example, the surveyed respondents were m(;rrzeﬁfrit’
to bec_ome entrepreneurs after the grant of legal status for private enterprises, which t ei
place 1-n -1988. In early 2000, Zeng Peiyan, the minister of the state developm’ent lannci)0

comn?lssmn, announced, “We will eliminate all restrictive and discriminatory re ulau‘ionsp that o
not friendly toward private investment and private economic development in taxes, c‘Iima’ ust, businjsr:

sfart-ups,' c?nd import and export. In the area of stock listings, private enterprises should enjoy the same
opportunities that were enjoyed by the state-owned enterprises.”’

The pa‘st 30 years have seen the emergence of different types of entrepreneurs. Bef
the economic reform and in the early 1980s, entrepreneurship took the form of ve - olrle
scale, “s.elf-employed” businesses, normally involved in services, such as streetry Szla -
and. retail. The underprivileged section of the society-—due to 1’)001' education :ilcll frs,
soma'l status—and most of the self-employed people took the initiative to explo tohW
unclalmedl business opportunities. In the late 1980s and early 1990s, there emer Ed ll;e hle
eduf:ated individuals, who quit their secure jobs in the public sector’ and startedgthe' pind
businesses. ¥11 the beginning of the twenty-first century, foreign-educated people tci)l?wn
entrepreneurial activities in the country. Regional diversity also has an important irl)lﬂuenc on
Fhe deY.elopment of the private sector. In southeastern coastal China (Wenzhou and Taizzon
in Zhejiang Province and Shunde and Dongguan in Guangdong Province), a market ec oy
had_ developed to some extent before the economic reforms were rolled o’ut ¢ People 'Olzﬁmy
regions were keener to adapt to a market economy. They knew how to.makepmolflleyebsi

operating their own businesses. As a result i : .
sector. , these regions took the lead in shaping the private

Challenges Ahead

Entrepr(?neurship takes different forms in different countries. The Chinese entrepreneurial
pattern is shaped by economic development, political ideology, institutional envlzronm nt
and cultural values. At the policy level, the private sector has bee; recognized by the Chinisej
govemr_nent as an integral element of economic development. Although China ranks 83rd
in ?he list of 178 countries in terms of the business environment for the private sector, the
Chinese government has shown strong determination to gradually eliminate the instituti,onal
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barriers to the growth of the sector. At a microeconomic level, entrepreneurs continue to face
challenges. The nine cases selected in this book are an attempt to touch upon the current jssues
and challenges faced by the Chinese firms. Lessons revealed in each case are the snapshots of
widespread entrepreneurial activities and help outline the complete picture.

Given the context of a thriving Chinese economy, many companies are enjoying
phenomenal top line growth and profitability but remain unaware of the underlying flaws that
could impact their businesses in the long run. Some successful business owners, allured by
new business opportunities, are likely to fall into the trap by investing hastily in new business
sectors outside their domain of expertise. Other entrepreneurs are so engrossed in the day-
to-day business management that they fail to foresee and address fundamental issues such as
non-standardized products and a flawed financial system, when the company outgrows its
capacity. So far, most Chinese firms are still operating within China. By global standards, the
country’s outward investment is still insignificant. China’s economic growth has been mostly
attributed to its trade and export dominance, as well as foreign direct investments (FDI). In
2006, FDI inflow into the Chinese market hit a historic peak of USD 1.23 trillion, while FDI
outilow totaled only USD 16.1 billion, which was merely 1.3% of the inflow.® But the year-
on-year growth of China’s outward direct investment has been remarkable in the view of a
flurry of high-profile acquisition deals initiated by Chinese firms in the international market.
By moving operations beyond domestic borders, Chinese companies can overcome trade
and tariff barriers in other economies and seize opportunities in new markets. In a survey
conducted by Roland Berger and the business magazine Global Entrepreneur, in 2007, more
than two-thirds of the top 50 Chinese companies with global competitiveness were from
the private sector. Among these top 50 companies, 15 had made efforts to build plants in
foreign countries, 30 had already set up subsidiaries abroad, and 14 made attempts at overseas
acquisitions.!® Overseas expansion poses new challenges for Chinese firms that are used to
managing local teams in a domestic setting.

A report on the Development of Private Sector in China, released in 2006, estimated that
by the end of 2005, privately owned businesses invested in by Mainland Chinese accounted
for 50% of China’s GDP. The number has been rising ever since. In 2007, China’s economic
growth hit a 13-year high of 11.4%, while registered capital in the private sector totaled RMB
10.1 trillion, an increase of 22.7% year-on-year.!" Entreprencurial activities will continue to
speed up innovation and economic¢ advancement in China. This book provides an overview
of the nationwide entrepreneurial activities in China, with an aim to pave the way for future
studies.

? 2007 Report on Chinese Companies with Giobal Competitiveness, Global Entrepreneur, June 2007

19 2007 Repoit on Chinese Companies with Global Competitiveness, Global Entrepreneur, June 2007
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