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_COMPANY BACKGROUND =~ -

NES was founded in Germany in 1881 Over the following 100 years, by pursuing diver-
sification strategies, NES had grown from a pure tube manufacturer into one of the largest
industiial groups in Germany, with sales of US$14 billion in 1997 NES built plants and
heavy machinery, made automotive systems and components, manufactured hydraulic,
puneumatic and electrical drives and controls, offered telecommunications services and
produced steel tubes and pipes

NES was managed by a holding company — NES AG - that implemented value-
oriented portfolio management and directed its financial resources to the areas with the
greatest profit potentials. In 1997, NES AG owned NES’s 11 companies in four business
Segments: engineering, automotive, telecommunications and tubes, These companies
generally operated independently and largely at their own discretion, as NES AG was
interested in their profitability and not their day-to-day operations.

NES had always been commitied to move along the road of globalization and
internationalization. Headquartered in Germany, NES had businesses in more than 100
countries with over 120,000 employees. In the process of globalization and internation-
alization, NES established a business principle that demonstrated its responsibilities not
only to shareholders, employees and customers, but also to society and to the countries
where it operated. As an essential part of the company’s corporate culture, this principle
pervaded the decentralized subsidiaries worldwide and guided the decision-making and
conduct of both the company and its employees

NES’s business in China dated back to 1889, when it built the flood barrages for the
Canton River In 1908, NES supplied seamless steel tubes for the construction of a water-
works in Bejjing Through the centuiy, NES continued to broaden its presence. From
the mid-1950s to 1997, NES supplied China with an enormous 5.2 million metric tons
of steel tube and 1.6 million tons of rolled steel

Since China opened up to foreign trade and investment in the late 1970s, NES’s
presence had grown dramatically From 1977 to 1997, NES had completed more than
40 technology transfer and infraszucture projects It had also set up 20 representative
offices, six equity joint ventures and three wholly owned enterprises.

In developing business links with China, NES adhered to its business principle. Most
NES enterprises in China had highlighted this principle in their codes of conduct
in employment handbooks (see Exhibit 1). These codes required employees to pursue
the highest standards of business and personal ethics in dealing with government
officials and business custormers, and to avoid any activities that would lead (o the involve-
ment of the company in unlawful practices. Instead of tendering immediate favors or
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COMPETING WITH INTEGRITY IN GLOBAL BUSINESS

EXHIBIT 1 Excerpt from the Employment Handbook of One of the NES's Enterprises
in China

Article 3 Employment and Dufies

31 The Company employs the Employee and the Employee accepts such employment In accordance
with the terms and conditions of the Employment Coniract and this Employment Handbook

36 The Company expects each Employee to observe the highest standards of business and personal
ethics, and to be hanest and sincere in his/her dealings with government officials the public, firms,
or other corporations, enfities, or organizations with whom the Company fransacts, or is likely to
transact.

37 The Company does business without favoritism. Purchases of materials or services will be compet-
iively priced whenever possible. An Employee’s personal interest or refationship is not to influence
any transaction with a business organization that furnishes property, rights or services to the
Company. :

38 Employees are not fo solicit, accept, or agree to accept, at any time of the year, any gift of value
which directly or indirectly benefits them from a supplier or prospective supplier or his employees or -
agents, or any person with whom the Company does business in any aspect. L

3.9  The Company observes and complies with all laws, rules, and regulations of the People’s Repubhc
of China which affect the Company and its Employees. Employees are recuired to avoid any activit
ies which involve or would lead to the involvement of the Company in any untawful practices and i
disclose to the proper Company authorities any conduct that comes to their attention which vrolates
these rules and principles. Accordingly, each Employee should understand the legal standards and:
restrictions that apply to his/her duties.

3.10  All Employees are the Company’s representatives This is true whether the Employee iston duty:
or off duty All Employees are ercouraged to observe the highest standards of prcfe
personal conduct at all times.

Article 13 Discipiine

131 The Company insists on wtmost dissipline The Employee’s misconduct or unsatisfactory pé'rformahg
will be brought to the attention of the responsible Head of Department or Member of the M
ment when it occurs and will be documented in the Employee’s file

132 Some offences are grounds for immediate dismissal and disciplinary procedures WIH _a plyt of
offences

3.3 Offences which are’grounds for immediate dismissal include:
(i) Breach of the Company s rules of conduct
(J) Neglect of duties, favoritisms or other irregularities.

Source: Company files

Chinese academics to study in Germany. As a result, NES had bﬁﬂ_t_
in China for being a fair business partner and a good guest compan
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In 1977, NES was the first German company to open its representative office in Beijing.
Along with NES’s business growth, the Beijing Representative Office continued to expand
In 1997, it had 10 German expatriates and more than 40 local staff in nine business
units. One unit represented NES AG  This unit was responsible for administrative
co-ordination and office expense allocation The other eight units worked for the German
head offices of their respective NES companies in the engineering, automotive and nibe
segrnernts.

Chinese legal restrictions severely limited the activities of the Beijing Representative
Office. It was allowed only to engage in administrative activities, such as conducting
marketing research for the German head offices, passing on price and technical informa.
tion to Chinese customers, and arranging for meetings and trade visits Mox eovet, it could
not directly enter into employment contracts with its Chinese employees. Instead, it had
to go through a local labor service agency designated by the Chinese government and
consult with the agency on almost all personmel issues including recruitment, compen-
sation and dismissal. As a result, the German managers of the Beljing Representative
Office found it difficult to effectively manage their Chinese employees In the absence
of direct employment contracts, the managers had to rely on an internal 1eporting and
control system.

CURRENT SITUATION

In early 1997, NES AG had decided 1o establish a holding company in Beijing as soon
as possible after carefully weighing the advantages and disadvantages of this decision.
Establishing a China holding company was advantageous because, unlike a representat-
ive' office, a holding company had its own business licence and could therefore engage
in direct business activities. In addition to holding shares, a holding company could
co-ordinate many important functions for its enterprises, such as marketing, managing
government relations, and providing financial support, As a “country headquarters,” a
holding company could also unite the NES profile in China and strengthen the good
name of NES as a reliable business partner in the world’s most populous country. Moreover,
it could hire staff directly and thus retain full control over its own workforce. In light
of these advantages, NES AG expected substantial time and cost efficiencies from the
China holding company.

Several disadvantages, however, potentially outweighed the advantages of a China hold-
ing company. First, Chinese legal regulations still constrained some business activities.
For example, a Chinese holding company could not balance foreign exchange accounts
freely and consolidate the taxation of NES’s Chinese enterprises, although this might
be permitted in the future Second, the setup efforts and costs were high. To establish
a holding company, NES had to submit a project proposal, a feasibility study, articles
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NES AG authotized the following three individuals in the Beijing Representative Office
to take up the China holding ctompany application issie: S

Kai Mueller, 58 years old, had worked for NES in its China Operations since the 19705__"é_nd i
had experience in several big co-operative Projects in the steel and metallurgical industyis
He would be the president of the holding company.,

Jochen Steinmann, 30 years old, wa

on doing business in Chinas

China’s economnyy is far from rules-based; basically, it is stilt an economy b_él!se'd'
ships In the absence of an explicit and transparent legal framework, dirE_‘ft!_VCS..
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are open to interpretation by government officials who occupy positions of authority and
power. In such circumstances, businesspeople cultivate personal guanxi (interpersonal
connectons based implicitly on mutual interest and benefit) with officials to substitute for
an established code of law that businesspeople in the Western society take for granted.

In building and nurtaring guanxi with officials, gifts and personal favors have a special
place, not only because they are associated with tespect and friendship, but also because in
today’s China, people place so much emphasis on utilitarian gains In tetwn for accepting
gifts, officials piovide businesspeople with access to information about policy thinking
and the potentially advantageous interpretation of the policy, and facilitate administrative
procedures. Co-operation leads to mutual benefits.

Although an existing regulation forbids government officials to accept gifts of any kind,!
it remains pervasive for businesspeopie to provide officials with major household appliances,
electric equipment, “red envelopes” stuffed with cash, and overseas trips There is a com-
mon saying: “The bureaucrats would never punish a gift giver” F orbidding what the West
calls bribery in a guanuibased society where gift giving is the expected behavior can only
drive such under-the-table transactions further behind the curtain

While sharing benefits with officials is normal business conduct in China, it is interpreted
as unethical and abnormal in the West Faced with their home country’s ethical values and
business rules, Western companies in China cannot handle government relationships as their
Asian counterparts do. They often find themselves at a disadvantage This dilemma raises a -
queston for a mulidnational company: Should it impose the home country’s moral prin-
ciples wherever it operates o1 should it do what the Chinese do when in China, and, if 50,
to what extent?

When Chen started working in june 1997, Mueller was sick and had returned to
Germany for ueatment Steinmann and Dr Perrin told Chen that NES had submitted
the holding company application to the Local Department in April 1997 and that the
Local Department had transferred the documents to the Central Department at the
end of that month. But nothing- had happened since then. Chen felt that she had to
fall back to her former colleague, Mr Zhu, who had close personal guanxi with the Central
Department, to find out first who had the authority in the Central Department to push
the processing and what their general attitudes towards the application were
In July, Chen reported her findings to Steinmann and Dr Perrin:

The approval process at the Central Department is difficult Because holding companies
are a relatively new form of foreign investment in China, the officials are unsure whether
they are a good idea for China They have been very prudent to grant approval Hence, we
don’t have much negotiating leverage, although we are a big company and have products
and technologies that China needs. The officials say that they will consider a holding com-
pany’s application within 90 days of its subrission, They issue approval however, only when
the applicaton is deemed “complete and perfect” (in that all issues have been resolved to
the Central Department’s satisfaction) . The Central Department is under no real obligation
to approve any holding company application. They can always find some minor issues So
the approval procedure may be lengthy. The legal basis for establishing holding companies
is provided by the Holding Company Tentative Provisions, Supplementary Rules and some
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Knowing how critical it was to follow China’s customary business practices in |
such issues, Chen argued: o :

unpublished internal policies. This provisional and vague status allows the officials to be
flexible in authorizing a holding company. In such circumstances, maintaining close con-
nections with the responsible officials is absolutely critical.

Chen suggested:

The quickest and most effective way to build such connections is to invite the 1esponsible
officials to dinner and give gifts. It won't cost the company too much. But what the company
will gain in return — efficiency in obtaining approval and flexibility in the interpretation of
the wording within the scope permitted by law — is worth much more

Upon hearing Chen’s report and suggestion, Steinmann was shocked:

That would be bribery In Germany bribing an official is a criminal offence for which both
the biiber and the bribed are punished NES is a publicly iraded company with-a boazd of
directors that reports to shareholders and monitoring anthorities in Germany.
We have met the criteria for setting up the holding company. What we should do now i
organize a formal meeting with the officials and negotiate with them This is the way w
have done it in the past, and it has always worked Iam not aware that we ever had to 115
bribery NES does not have a history of wrongdoing

Yes, it is correct. NES did not have to give gifts of this kind in the past But (_:19h_’.t org
virtually all of NES’s projects or joint ventures in the past were appmvéd' by ‘age
responsible for specific industries or local governments that were very keen on ha
access to NES’s techriology As a 1esult, NES always has had considerable bar gamlng
It is different this time: we need to found a holding company, and we have to deal with
Central Department that we havé never contacted before Even Muellex does not_ha
tions in this department. Moreover, our contacts at the industiial and local le'
help much because they have very limited influence on the Cengral Depar trnent an
the holdmg company apphcaﬂon issue

mined pnces and no one forces us to pay. We give gl‘Ets just to estabhs'r
with officials We develop good Ielationsmps and favorable constderation of 1
comes naturally. According to Chinese law,? to give gifts to government ofﬁcmls nd:
them to take advantage of their position and power to conduct #/legal: actions, b
intent is to motivate officials to handle our application legally but wlthout
serious ethical problem.

In some ways it’s also hard to blame officials for feathering their nest-be
poorly pald Whethex they process our apphcauon quickly ox siowly has abso]utel

in return

Negotiation doesn’t help much. Unless we have close Ielauonshlps. i
always find some minor flaws in owr documents. After all, they have the au
preting the regulations. Therefore, we have to be open-mmded and ge
Chinese way of doing business :
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Chen hoped that Dr Perrin would support her, as she had a feeling that the French
were more flexible and less ethically sensitive than the Germans. Dr Perrin, however,

shared Steinmann’s view. Perrin said:

We should not give officials anything that has some value, with the exception of very
small objects (pens, key holders, calendars and the like) given mainly for marketing and
advertisement purposes. I also think that these officials should not accept any gifts. It’s
unethical and illegal. If we think it is unethical, we should combat it and refrain from jt

Nonetheless, Dr Perrin understood the importance of guanxi as an informal solution to
Chinese bureaucracies So he agreed that Chen could invite one of the two 1esponsible
officials to dinner through Mr Zhu and present a CD player to this official as an exptes-
sion of respect and goodwill, although he thought it went too far and was approaching
bribery.

On a Saturday evening in July, Chen met the official at one of the most expensive
restaurants in Beijing. At the dinner, the official promised to work overtime the next
day on NES’s documents and give feedback as soon as possible

Ihe following Monday, Chen got the government’s official preliminary opinion
demanding a revision of 16 clauses of the application documents Steinmann and
Dr Perrin found it difficult to understand this, NES had drafted the documents with
reference to those of another company, whose application had been approved by the
Central Department a few months ago. Why didn’t the Central Department accept
the similar wording this time? Chen again contacted her former colleague Zhu, who

told her:

You should never expect to get things done so quickly and easily. It takes time to strengthen
your relationships. I can ask them to speed up the procedure without changing too much
of the wording But you’d better offex them something generous to express your gratirude
since they would consider it a great favor. RMB3,000 (US$560) for each of the two will be
OK. Don’t make me lose face anyway.

Steinmann and Dr Perrin thought it was straightforward bribery even if gifis were given
through a third party. It they agreed to do so, they would 1un high personal risks by
violating the corporate business principle and professional ethics. As controller and lawyer,
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of NES AG led a delegation to visit China. Chen arranged
h a senior official of the Central Department. It turned
g and did not touch upon the details of the holding

n August 1997, the vice-president
a meeting for the delegation wit
out just to be a courtesy meetin
company approval issue

In November, Steinmann and Dr Perrin met the two tesponsible officials in hopes of
negotiating with them such that the officials would allow NES to leave some clauses
unchanged But the officials insisted on their original opinion without giving a detailed
explanation of the relevant legal basis. The negotiation lasted only half an hour, and
Steinmann and Dr Perrin felt that it accomplished nothing.

Because of the limited window of opportunity (that is, new imvestment projects
required an immediate capital injection), they felt that they had no choice but to
modify the documents according to the officials’ requirements Modifying the documents 3
was an administrative struggle with NES AG, because due to company-internal policies,'_;_"'_ .
e these modifications. The application was resub-":: -

the German headquarters had to approv
mitted at the end of November. When Chen inquired about the application’s status in

December, the officials, however, said that the case needed more consideration and ther
raised some new questions that they said they failed to mention last time This happened

once again three months later in February 1998,

WHAT NEXT?

In Apiil 1998, Steinmann, Dr Perrin and Chen submitted the newest revision ¢
application. As NES AG could not defer funding the new projects, it demanded that th
Beijing working team obtained approval within a month so that NES AG could ‘s
the China holding company’s registered capital of US$30 million. Otherwise, NES /
would have to re-evaluate the China holding company and might abandon it all togeth
In that case, Muelley, Steinmann and Dr Perrin would aiss opportunifi_es_ :
advancement. As for Chen, she was concerned about her job because “the
Representative Office would no longer need her position R
Being very anxious about the current situation, Mueller decided to co!
Beijing immediately Chen wanted to be able to suggest a practical approac!
would gain the co-operation of the bureaucrats while conforming to the Ge
standards Chen also contemplated some challenging questions. For exa
constituted bribery? When ethical values conflicted, which values should peop
How could these differences be resolved? To what extent should ‘a mul
company like NES adapt to local business practices? Should the future Ghina !
company develop special ethical codes to recognize the Chinese business
answers to these questions were very important to Chen, because she‘exp
similar ethically sensitive issues in the future.
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Notes

1

The China State Council Order No. 20 promulgated on 1988 12.01 Axticle 2 Any State admin-
istrative organization and its functionary shall not give and accept gifts in activities of domes-
tic public service. The China State Council Order No 133 promulgated on 1993.12.05. Article
7 Gifts accepted in activities of foreign public service shall be handled properly. Gifts above
the equivalent of RMB200 {about U5$24) according to the Chinese matket price shall be . .
handed over to the gift administrative department or acceptor’s work unit. Gifts of less than
RMB200 belong to the acceptor or to the acceptor’s work unit. P R. China Criminal Law (revised
edition) promulgated on 1997.03.14. Article 394 Any State functionary who, in his activities
of domestic public service or in his contacts with foreigners, accepts gifis and does not hand
them over to the State as is required by State regulations, if the amount involved is relatively
large, shall be convicted and punished in accordance with the provisions of Article 382 and
383 of this law. {Article 382 and 383 regulate the crime of embezzlement }

The China State Council Order No. 20 promulgated on 1988 12.01. Article 8 Any State admin-
istrative organization and its functionary who give, accept ar extort gifis for the purpose of
securing illegitimate benefits shall be punished in accordance with relevant state law and
regulations on suppression of bribery The P. R China Criminal Law (revised edition) pro-
mulgated on 1997.03 14. Article 385 Any State functionary who, by taking advantage of his
position, extorts money or property from another person, ox illegally accepts another person’s
money or propetty in return for securing benefits for the person shall be guilty of acceptance
of bribes Article 389 Whoever, for the purpose of securing illegitimate benefits, gives money
o1 property to a State functionary shall be guilty of offering bribes



