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 ABSTRACT

The paper uses preliminary results from an ongoing survey of MNEs’ subsidiaries in China to evaluate their strategic motivation and role. This is then used to evaluate how these operations of MNEs relate to; firstly, the nature and sustainability of the strong growth of the Chinese economy; secondly, how Chinese growth (and MNEs’ participation in it) affect the rest of the global economy. The dominant motivation is market seeking (MS) in the form of supply to the local Chinese market. However, this MS seems to be strongly oriented to market development in the sense of building up new demand (e.g. through product adaptation and responsiveness to local tastes). Thus this local supply may not lead to significant diversion from MNEs’ production units elsewhere. Efficiency seeking (ES) production of established goods for MNEs’ existing global markets (which could significantly substitute for output elsewhere and cause intra-group tensions and resistance from labour unions and host governments) is of relatively limited relevance. The knowledge seeking (KS) development of products in China (creation of competitive capacity that can contribute to sustainable growth) is clearly emerging among MNEs’ operations in China, with the most notable form of this generating new goods for the local market.
Multinational Subsidiaries and the 

Growth of China in the Global Economy

INTRODUCTION
It is well documented that a strong inflow of foreign direct investment (FDI) has accompanied the recent exceptional growth performance of the Chinese economy. Here we review evidence on the motivations supporting multinational enterprises’ (MNEs’) investment in China as a contribution to addressing two important issues. Firstly, what are the prospects for, and the potential sources of, persistence and sustainability in Chinese growth and industrialisation? Secondly, what are the implications of China’s unique growth performance for the rest of the global economy?

Most analysis of MNEs’ investment in the early-stage industrialisation of developing countries (and more recently of emerging transition economies) has focused on the efficiency-seeking (ES) motivation. 1This sees MNEs using low-cost inputs, notably productive but low-wage labour, to boost cost efficiency (and therefore price competitiveness) of the international supply of their mature standardised mass-market products. The low cost Chinese labour supply, and the establishment of Special Economic Zones as an institutional arrangement targeting exporting, immediately points to the plausibility of ES as an MNE motivation on their entry into Chinese production. Here MNEs can operate as a key agent in drawing China into the supply-side of the global economy. Thus ES behaviour by MNEs should help secure internationally-competitive activation of China’s sources of static comparative advantage. 
However, the immense size of the Chinese market (like that of India and, perhaps, Brazil, but unlike any of the earlier ES examples of export-led industrialization) opens up, in a now quite unfamiliar manner, the alternative potential for market seeking (MS) in MNEs’ strategic entry to that economy. Thus MNE operations in China might be mainly oriented towards the supply of an extensive part of their established and successful product range to the host-country market. Though it would not target, or be likely to achieve, the productive efficiency of export-oriented ES, MS would provide Chinese consumers with better access to established international products and, more generally, to the well-honed marketing practices of experienced competitive enterprises. 

These ‘early-stage’ forms of ES and MS, based around supply of MNEs’ current standardised products, are, however, both likely to decline in viability as the Chinese economy grows and matures. Thus approaching full-employment of available resources will lead to higher input prices that may drive out ES operations (i.e. the accusation of MNEs’ innate ‘footloose’ behaviour) unless compensated by higher productivity and more substantial local value-added. Similarly, higher incomes and an increasing desire to individualise tastes and consumption patterns may lead Chinese consumers to a growing dissatisfaction with the familiar MNE goods offered in their MS supply.  To the contemporary MNE, however, operating globally as a ‘dynamic differentiated network’2, these challenges of the evolving Chinese environment can be the source of creative learning opportunities. Thus, within the wider needs of a knowledge seeking (KS) motivation, MNEs now actively pursue potentials for product development in dispersed parts of their ever-evolving global networks. 

A possible manifestation of such KS could be the cooption of emerging creative human capital in China (scientists, engineers, market researchers) to develop new goods that specifically target the increasingly precisely defined needs of Chinese customers and, thereby, respond to the limitations of the earlier MS approach as a means of securing sustained profitability from that market. Beyond this a really successful product development subsidiary in China could obtain a mandate to create and supply new goods for its MNE’s international market as part of a global innovation strategy. This would represent the emergence of exports that secure their external competitiveness on the basis of higher-value-added originality and can, therefore, help overcome emerging limitations in cost-based ES. Overall, if MNEs move towards KS motivation in their operations in China they can become an embedded part of the creative upgrading processes that provide a basis for sustainable economic progress. 
In this paper we provide some preliminary insights on these issues through an analysis of 54 replies to an ongoing survey analysis of MNEs’ subsidiaries in China. The next section provides results on the basic strategic motivations outlined above. Following that we review the markets supplied by the subsidiaries; the technologies they use; and a range of potential influences on the decision to set up the subsidiaries. The concluding section aims to interpret these results to suggest how MNEs’ approach to their operations in China relates to the wider development issues indicated earlier.                        
Motivation of subsidiaries 

In the survey respondents were asked to evaluate the relevance to their operations of two variants each of market seeking, efficiency seeking and knowledge seeking. They were asked to evaluate these as at the point of setting up the subsidiary; at the current time (2005/06) and predicted for 2010. This allows some sense of how subsidiary rates role may evolve and deepen with experience of operations in China. 3
Market Seeking

The survey included two variants on the market-seeking (MS) motivation, in the form of operations that specifically target the supply of an extensive part of the successful established product range of the MNE to the local Chinese market. Two factors can be seen to underpin this as a viable motivation and, indeed, as one that provides a plausible basis for the initial entry of MNEs’ operations into China. Firstly, it is based around sources of familiar firm-level competence (both product characteristics and production techniques) that are of proven competitiveness and which the firm feels secure in transferring to, and operationalizing in, a new and unfamiliar environment. Secondly, the sheer size of the Chinese market is likely to allow for the realization of economies of scale in supply of larger parts of the diverse product range than was normally expected in the more traditional contexts for MS operations.4
The first of these MS variants (MS1) was described as ‘to produce the MNE group’s established product range for the Chinese market’. Here the MNEs seek to establish a bridgehead in China by relying on the core competitive strengths of their mature technologies, and their experience in activating them effectively, to override any incompatibilities of the products with local consumer needs and tastes, or of production processes with available input characteristics. In terms of the current (2005/06) positioning of MNEs’ operations in China MS1 is clearly the dominant motivation, with an average response (AR) of 2.08(table1). This, however, does represent a decline in the dominance of this role as perceived at the initiation of the subsidiary’s operations, where the overall AR was 2.48 and higher for each of the four separately reported MNE origins than it would be in 2005/06. Interestingly, though, respondents prediction for the status of MS1 in 2010 suggests a minor resurgence(AR of 2.18), with only the subsidiaries of German MNEs expecting a continued fall in the role’s importance. 
The second variant of MS (MS2) does then allow for proactive adjustment to special aspects of the Chinese economic context, taking the form ‘to produce the MNE group’s established product range for the Chinese market, with adaptation of products or production processes to suit local demand and conditions’. The results provide support for the emergence of MS2 as an important component of MNEs’ evolutionary learning processes within their Chinese operations. Thus in terms of the ‘early stage’ evaluation MS2 falls well below MS1 as an initiating motivation, with an overall AR of 1.53 and similarly limited evaluations for each of the four MNE origins. This again confirms a preliminary preference by MNEs to mainly trust their unaltered proven sources of competitiveness as the basis of the process of building entry into the Chinese market. However, the results also point clearly to a willingness to quite promptly pursue the deepening of competitiveness in the Chinese market by product adaptation and/or process adjustment. Thus by 2005/06 the AR of MS2 had risen to 2.06, with this reflecting notable increases for each of the four origins (including usurping the leading role from MS1 in the case of US and Japanese subsidiaries). By 2010 the reporting subsidiaries expect MS2 to be, overall, marginally ahead of MS1, and to only remain behind for S. Korean respondents. 
Efficiency seeking

The essence of market seeking, as described in the previous section, can be seen as the leveraging of distinctive sources of firm-level competitive advantage, as a means of asserting a strong position in the Chinese market. This priority, we noted, was by no means negligent of the need for productive efficiency, this being supported by both the size of the Chinese market (i.e., the potential of realization of economies of scale) and the incorporation (in MS2) of some process adaptation. Nevertheless, the competitive intensity of the conditions under which MNEs now sell their core established products also suggests consideration of the need to pursue more precise efficiency-seeking motivations and potentials in their Chinese operations. This would be expected here to take the form of a narrowing of the product scope of a supply facility, so that it focuses on production of goods where process technologies make use of those inputs that are most cost-effectively available locally5.

The first variant of efficiency seeking (ES1) was defined for respondents as ‘to produce a specialized part of the MNE group’s established product range to supply Chinese and nearby Asian countries markets’. This differs from earlier formulations of the ES motivation by allocating the host-country market a specialized influence. Thus whereas ES operations are normally considered to be export-oriented (so as to secure a large enough market to allow achievement of economies of scale), here ES1 predominantly aims to secure maximized cost-efficiency in supply of the host Chinese market. This then allows for a further deviation from the traditional perception of ES operations. When ES involved export to wide external markets from a relatively small host-country economy there would be no logic to the ES facility undertaking any local-market responsive product adaptation. In our ES1 it is possible that whilst the product to be supplied still derives from the MNE group’s established (and externally created) range it might be, to some degree, adapted to Chinese tastes and income levels (perhaps in earlier or concurrent MS2 activities). Where this occurs it may then impart to these Chinese–variant products characteristics that make them more acceptable in other nearby Asian markets than the longer-established variants available from other parts of the MNE (mainly outside Asia). Therefore our definition of ES1 allows for such potential spillovers from cost-effective supply to the Chinese market into a selective regional export scope. 

Despite the plausibility of supply-side (input) potentials in China, and the obvious desirability of sharpening cost-competitiveness in supply of its market, ES1has not yet asserted a presence that matches the MS motivations. Thus, though ES1, with an AR of 1.48, did almost match MS2in the ‘early stage’ motivations, both fall well below MS1 as the dominant initiating role of subsidiaries. Then, whilst MS2 did assert a growing status in subsidiaries’ operations in China, ES1 only rose moderately in importance to an AR of 1.78 in current operations. Though seemingly unlikely to establish a position amongst the dominant motivations ES2 is predicted to rise to an AR of 1.94 by 2010, with this reflecting increased commitment by US and German subsidiaries. 
Whilst ES1 can be seen as interjecting productive efficiency into MNEs’ strategies for market development in China and other emerging Asian economies, ES2 is defined to reflect the more traditional view of efficiency seeking as a means of maximizing competitiveness in well-established markets. Thus ES2 is defined as ‘to produce a specialized part of the MNE group’s established product range, or component parts for assembly, as a part of the MNE group’s world-wide supply network’. Here the Chinese production facility would be expected to position itself, in reflection of access to local input price and productivity advantages, as a new and highly-competitive source of supply to the group’s existing network. In fact ES2 has proved to be amongst the least relevant motivations in MNEs’ Chinese operations, with the low ’early-stage’ AR of 1.20 virtually unchanged in the 2005/06 evaluation. One influence on this may be that the MNEs are not yet ready to commit part of their competitiveness in important highly-contested mature global markets to supplies from ‘infant’ facilities in a not-fully-proven input and institutional infrastructure. It may also be relevant that relocation of supply to ES2 factories in China would normally be at the expense of other more mature and experienced production facilities elsewhere, and the greater expertise in intra-group political bargaining of these established subsidiaries’ managements may, at least, slow down diversion of the network to new Chinese operations. However, the survey evidence does not suggest any imminent overcoming of these constraints, with the AR for ES2 only rising to 1.38 for 2010 and only US and Japanese MNEs showing any movement towards the motivation. 
Knowledge Seeking

In this part of the survey knowledge seeking is exemplified in terms of its output, in the form of two subsidiary-level motivations that aim to internalize local learning processes so as to achieve original product development6. The first of these (KS1) was defined as ‘to develop and produce products that are new for the Chinese market’. The potential for KS1 incorporates two important themes in terms of the evolving positioning of MNEs’ operations in China. Firstly, that securing and sustaining competitive leadership in the Chinese market needs to very quickly go beyond supply of the MNE’s established product range, however efficiently it might be produced or adapted to local taste conditions. Thus KS1 here seeks to individualize the subsidiary’s local-market-supply through additions to the MNE’s product range that fully respond to unique needs of Chinese customers, backed by greater scope to tailor production processes to make optimal use of available input conditions7. Secondly, that the Chinese national system of innovation has reached a level of development that can provide the scientific inputs (R&D and technology) and human capital (e.g. market research and creative engineering) that can facilitate a localized core to such definitive product evolution. In this respect the subsidiary-level capacity for KS1 may evolve from (or parallel and complement) the local-learning processes engendered by the responsive concerns of MS2.
To a perhaps surprising degree KS1 asserted itself very strongly among the initial aspirations of subsidiaries in China, with an early-stage AR of 1.70 and a quite consistent presence in operations from all MNE origins8.  Furthermore KS1 has become notably more prevalent (AR of 2.04) amongst current (2005/06) subsidiary motivations, with all except German MNE operations indicating significant increased commitment. Again the evolution of predict roles for 2010 asserts the strong aspiration to KS1 in MNEs’ subsidiaries in China. Overall this rises to an AR of 2.22, moving it ahead of MS2 as the second most important motivation (and as clearly the dominant aim for subsidiary evolution). By MNE origin it is US and German subsidiaries that expect the strongest movement into the KS1 role, with the motivation remaining relatively weak in Japanese operations and expecting some decline in South Korean. 

The second innovation-focused aspect of knowledge seeking (KS2) is defined as ‘to develop and produce new products that are expected to supply global markets’. Though success in the KS2 role could emerge serendipitously from KS1 (with products developed explicitly for Chinese consumers found to be exploitable elsewhere in MNEs’ markets) the articulation of KS2 as a separate motivation would place more emphasis on leveraging creative attributes available in China to play a direct role in these companies’ global innovation programmes. Though market research in China would be a major functional input into KS2-type innovation the resulting products would not particularly target the local market9. Thus KS2 would be expected to be very much an evolutionary (though logically very desirable) role, emerging when a subsidiary has accumulated the in-house creative perception to discern, and start to leverage, distinctive elements of Chinese knowledge scope (R&D), technology, market research, engineering) and also the intra-group confidence and influence to project and claim such an upgrading in value-added scope. As this would suggest KS2 was of minimal significance amongst the initiating (early stage) motivations for MNEs’ subsidiaries in China (an AR of 1.18) and has only claimed a minor positioning so far (2005/06 AR of 1.26). However, again in line with the subsidiary-development logic of KS2, some further movement into the role for 2010 is projected, with an overall AR of 1.50. KS2 seems, throughout the period, to be of most interest to S Korean subsidiaries (a predicted AR of 2.25 for 2010 making it then the equally strongest motivation) and (as with KS1) of least interest to Japanese MNEs.

Markets Supplied by MNE subsidiaries in China
Responding subsidiaries were asked to evaluate the importance in their operations of the Chinese market, other Asian markets (reflecting a regional supply responsibility) and markets outside Asia (indicating a position in global supply networks). In reflection of the strongly asserted position of the market seeking motivation, the results (table 2) showed that 23 subsidiaries (I.e. 42.6% of the sample) said that the Chinese market was their only one. Of the remainder 28 considered the host market to be a main market and only three rated it as no more than a secondary market, with none being exclusively exporting. 
Six of the subsidiaries rated other Asian markets as a main market, with half of these having provided the same status to the host Chinese market10. This, of course, logically reflects the sheer size of the Chinese market; so that subsidiaries set up with formally an Asian-market-supply responsibility in effect find the local market playing a particularly dominant (i.e. ‘main’) role11. Twenty-four respondents rated other Asia markets as of secondary importance, with all of these considering the host-country as the main market. 
The relatively limited use of Chinese facilities as a part of MNEs’ global supply networks, indicated by the low evaluation of ES2 in the previous section, is confirmed here. Whilst four respondents did rate markets outside Asia among their main ones all these also provided the same status to other Asian markets and/or the Chinese market. Whilst a further sixteen subsidiaries rated non-Asian markets as a secondary part of their supply responsibility this left 34 (63.0% of the sample) with no exports outside the region. 
US subsidiaries emerge as perhaps the most decisively focused on the Chinese market, with all of the twenty considering China to be its only or ‘main’ market. Japanese operations almost match this, with eight of eleven uniquely targeting only the host market. The other three, though, considered both other Asian and markets outside Asia to comprise parts of their markets. Ten of the twelve German operations had some exports, as did three of four S. Korean. Even with these sixteen cases, however, the Chinese market was still clearly the most important, only reduced to secondary status in one case.

Sources of technology used in MNEs’ subsidiaries in China

 The sources of the technologies that underpin a subsidiary’s operations are central to comprehension of its positioning and strategic potentials. Such technologies can be seen to not only help to secure a subsidiary’s initial competitive positioning in its host-country economy, but also to drive subsequent processes of subsidiary evolution and differentiation. To gain some understanding of how technologies relate to the current status and dynamic potentials of MNEs’ subsidiaries in China respondents to the survey were asked to evaluate the relative importance in their operations of six different sources of technology. 
The first source was described as ‘existing technology embedded in established MNE-group products that we produce’. This provided the logical impulsion for both MS and ES entry into Chinese operations, building initial supply (whether for its local or export markets) around very familiar and successful products whose competitiveness reflects their well-established core technologies. Furthermore, though the aim of KS product development is essentially to dilute the role of such mature group-level technologies by interjecting new locally-derived technology (and market) perspectives, this is often likely to be articulated around persisting understanding and evolved applications of these sources of proven core MNE knowledge. As table 3 confirms decisively, the initial positioning of MNEs’ operations in China was indeed based around the operationalisation of this type of mature and successful group-level technology. However, though none of the respondents rated this sources as less than a ‘main’ one only eleven felt it was their ‘only’ one, so that room has already emerged for some degree of differentiation around additional technology inputs. 
The first of the potential differentiating sources was defined as ‘established local Chinese technology’. This would envisage a MNE subsidiary acquiring access (through licensing or within a Joint Venture or other collaborative arrangement) to an already commercially-formulated piece of Chinese technology. This could then be particularly relevant to locally-responsive product adaptation (MS2) or product development (KS1) processes. Within the scope left by the dominating position of the MNEs’ own staple technologies, this source of Chinese technology has asserted a quite pervasive (if usually secondary or supportive) status. Thus only eleven of the 54 respondents considered that such local Chinese technology had no influence in their operations and thirteen rated it a ‘main’ source (suggesting a dynamic contribution to the subsidiary beyond merely better local application of established group technology)12.
As a now extensive and detailed literature (e.g. UNCTAD 2005, Pearce 1999, 2006) affirms one of the key strategic developments in MNEs in recent decades has been the growth of decentralized R&D operations. Amongst the roles discerned for such dispersed R&D units are to facilitate the transfer and assimilation of established technologies of MNEs into new contexts (here support of MS and ES subsidiaries) and to help draw host-country science and technology into subsidiary-level innovation processes (KS here). Thus respondents to the survey were asked to evaluate ‘the results of R&D carried out by our own laboratory’ as a source of technology for their operations. With eight respondents rating their own R&D as a ‘main’ source of technology and 32 more as a ‘secondary’ one, this has clearly asserted itself as pervasive, and often strongly influential, in subsidiaries in China. 
Another facet of the growth of dispersed R&D in MNEs has been the generation of network interdependencies, so that one laboratory may exercise its individualized (locally-derived) capabilities to provide inputs into creative programmes of (or solve production problems for) subsidiaries elsewhere in the group (Papanastassiou and Pearce, 1998). Therefore ‘the results of R&D carried out for us by other R&D laboratories of the group’ was included as a possible source of technology. This would envisage the Chinese subsidiary either seeking help with the localized assimilation of a piece of established group technology it is operationalising (i.e. MS or ES units) or requesting complementary R&D alongside its own unit’s work in product development (KS operations). Though four respondents rated this as a ‘main’ source of technology13 only 24 more considered it as a ‘secondary’ one, so that this form of learning interdependency has so far only selectively influenced MNE subsidiaries in China.
Another possible source of technology deriving from research interdependency took the form of ‘the results of R&D carried out in collaboration with (or entirely by) local firms’. Here local firms might be considered to have better means of operationalising Chinese research potentials and /or a more clearly defined view of how new (or existing) technologies can be most competitively applied to the local market. Such interactions do seem to play a quite significant role in developing the technological scope of MNEs’ Chinese subsidiaries, with five considering the results of such R&D to be an influential (i.e. ‘main’) source of technology and 21 more considering it a secondary source. 
Finally, respondents were asked to consider ’technology created for the subsidiary by local scientific institutions’ as a potential source. In the main this form of R&D subcontracting would be expected to target the types of new scientific knowledge that could derive from institutions operating at a distance from immediate commercial supply concerns, and intended rather more as input into quite radical innovation processes ( i.e. KS oriented subsidiaries). Thus of all the sources of technology indicated here this would be the most indicative of MNEs’ subsidiaries in China projecting forward towards a very distinctive basis in their own technology, reflecting very specific aspects of China’s national system of innovation and science base. It is, therefore, potentially significant that 24 respondents reported some presence of this source of technology in their operations, including three that considered it was already a ‘main’ source.

Influence on MNE entry and subsidiary roles in China

The MNE subsidiaries were asked to evaluate the perceived relevance to their operations of 17 factors that may have influenced the original entry to the Chinese economy and can help to determine the nature, and developmental potentials, of their positioning within the parent company’s global strategies. Four of these influences relate predominantly to the market-seeking motivation, which we have seen (table 1) is the currently dominant one. Of these the simple ‘size and growth potential of the Chinese market’ is decisively the most powerful, with an overall AR of 2.94 reflected in similar values for each source of MNE origin (table 4). Of course a strong market potential need not inevitably lead to localized production, since the possibility of supply through trade is available (especially to firms with already  well-developed cost-competitive supply to international networks).
Thus it is relevant to look at other factors that encourage local supply of the market14. A traditional driver of MS motivation has been ‘to avoid costs of trade’, especially in the form of protectionist barriers. Though this was of negligible influence on US and German subsidiaries, it did impinge somewhat more on Asian MNEs with an AR of 2.00 for S Korean and 1.91 for Japanese respondents. A more contemporary force for localized supply of a market is the potential to enhance the profitability of a mature product range by adapting it (or its production processes) to respond more competitively to local conditions. Despite the rising importance of MS2 as a strategic motivation (table1) ‘distinctive tastes and characteristics of the Chinese market’ seems to have limited influence on subsidiaries’ location in China, with an AR of only 1.74. Finally in this group the ‘average income level of the country’ asserts little influence (AR of 1.72) on decision making when seen in the dominating light of absolute market size. 

A second group of factors are expected to have their most direct influence on the cost-efficiency aims of efficiency seeking, but may also play important roles in support of market-seeking decisions to localize supply of the Chinese market (against the alternative of imports from established sources in a MNE network). The influence of ‘low labor costs’ asserts itself most decisively here, with an overall AR of 2.19 and a strong influence on MNEs from all origins. Bearing in mind the relatively limited presence of the ES motivations (table1) this does, indeed, suggest that MNEs’ decisions to create local-market supply facilities in China are often significantly influenced by cost-related aspects of the host economy15. Of course low labor costs need to be backed by reliability and productive efficiency. So the confident evaluation of ‘reliable and productive labor force’ (AR of 2.27 overall) as an influence suggests there is little concern by MNEs over the ability of low costs to result in competitively efficient production. Respondents also took a pervasive view (overall AR of 2.27) that ‘low energy costs’ were an aspect of the competitive environment that supported their Chinese operations16.  Finally, ‘availability of natural resources’ also emerges as an input factor of quite pervasive secondary influence (AR of 1.84).

The previous group of factors relates essentially to inputs where relatively standardized characteristics and capabilities can fit very competitively and routinely into the needs of MNEs’ predetermined production processes of proven efficiency (ES or MS motivations). We turn now to four factors whose influence would relate to a subsidiary’s knowledge-seeking aim of individualizing its status around distinctive capabilities accessed in China. The most influential of these learning processes relates to the aim ‘to access market knowledge’ (AR of 2.08), which can target the improved application of existing products to Chinese customers’ needs (MS2) or provide product ideas to more substantive innovations (either for the local market [KS1] or for wider application in MNE networks [KS2]). However, ‘access to highly capable marketing personnel’, through which the detection of new market perspectives could be pursued, was considered a relatively minor influence, with an AR of only 1.56. Similarly ’access to local R&D personnel and scientists’, as a potential source of technology inputs to local adaptation and innovation, was also not perceived as a significant factor (AR of 1.85). Finally, a more generalized perspective on human capital took the form of ‘a high quality specialized labour force’. Though such distinctively skilled workers could play important roles in the effective operationalisation of the established technologies of MS and ES subsidiaries, their availability might be most distinctively influential (alongside marketing or scientific personnel) in KS processes of product development. This type of labour has a quite significant influence (AR of 2.12), but clearly rates below the more routine (cost and reliability) aspects noted earlier.
Three aspects of the more broadly defined environment for business in China emerge as having had significant positive influence on MNEs’ investment decisions. Here the perception of a ‘favourable foreign investment policy’ is rated as very significant with an AR of 2.25, whilst the ‘competitive tax system’ also rates strongly with an AR of 2.18. Here US and South Korean MNEs seem most decisively responsive to these policy-defined aspects of the investment environment, with German MNEs apparently much less influenced by them, The presence of ‘good industry-supporting infrastructure’ is also widely (AR of 2.39) considered to be a positive facilitating factor, allowing MNEs to implement operations in China where other conditions point to clear competitive potentials.

How the investing MNEs see their competitive context being influenced by other firms provides the last two decision factors. Firstly, the ‘existence of competent local firms’ is considered of quite pervasive relevance (AR of 2.29), with such Chinese enterprises either providing a positive inducement as effective input subcontractors or perceived as stimulating challenges as competitive suppliers to the Chinese market. Secondly, the ‘presence of rival MNEs in the same sector’ also asserts considerable relevance (again AR of 2.36), especially for US and S.Korean MNEs. This would confirm that for many MNEs，China is clearly a distinctively important emerging component of the global economy, so that the risk of allowing one or more rivals to secure first-mover access to the types of competitive advantages defined earlier is not to be accepted. 
Conclusion
The preliminary survey data reported here clearly demonstrate the central importance of the Chinese market in the initial strategic positioning of MNEs’ operations there. The evidence, however, also indicates how contemporary MNEs’ Chinese MS operations differ from earlier forms of this motivation. In its traditional formulations MS subsidiaries were set up, as a second-best mode of behavior, to access host-country markets which would preferably have been supplied more cost-effectively from alternative external facilities, except for the presence of high-levels of trade restraints. Here we find that, even in relation to decisions mainly made before China’s entry to the WTO, avoidance of the costs of trade is only selectively of relevance as an influence on MNEs’ operations. Perhaps more significantly the variant of MS that encompasses adaptation of MNEs’ established products and processes to suit local taste patterns and supply conditions rises notably in importance as their commitment to Chinese operations deepens and gains in experience. This may suggest that, whereas traditional MS operations may have mainly represented the relocation of supply to an existing and relatively fixed host-country market, MNEs’ current MS subsidiaries in China are much more proactively involved in new market creation and development. 
It thus seems likely that supply of the Chinese market by MS subsidiaries will not often be seen as a diversion of production away from MNEs’ established units17, in a manner that might have caused resistance from those mature supply-bases and resulting tensions with their host-country trade unions and governments. From the point of view of the MNEs, therefore, their MS operations in China may represent a relatively uncontentious (intra-group) source of growth and enhanced profitability, as well as providing a potential extra demand for inputs and components supplied by their mature facilities. 

Furthermore this new MS supply may be achieved at a relatively high level of productive efficiency; again by comparison with the critique of earlier versions of the MS strategic positioning. The most direct reason for this is that the sheer size of the Chinese market (reported as the strongest influence on MNEs’ investment there) is likely to overcome problems in achieving economies of scale in a manner that was not feasible in the smaller host countries of earlier generations of MS strategy. Also the strong response to low labor and energy costs, as well as perception of a good industry-supporting infrastructure, suggests that favorable input conditions allow local supply of the Chinese market to be seen as an almost optimal location choice. (Reason why MS is not traditional)
These characteristics of MNEs’ MS strategy suggest that this mode of competitive behavior can provide positive contributions to the current stages of growth and industrialization in China. In a ‘gap filling’ approach (Pearce, 2001) the building-up of MS subsidiaries provides for the transfer to China of new product and process technologies, management practices and marketing styles and expertise. The activation of these provides new goods to Chinese consumers, expanded employment (often involving new skills), extra demand for local input suppliers and perhaps extra tax revenue (despite MNEs’ welcome for a competitive tax system).18 Two limitations could be suggested, however. Firstly, even when relatively efficient (as we argue), the MS strategy has no natural orientation to generating internationally-competitive areas of specialization in China’s industrial sectors.19 Secondly, MS, in the sense of expanding markets for MNEs’ existing products, does not, of itself, incorporate generation of the new sources of industrial competitiveness that are needed to secure sustainable development. 

In the present sample ES has emerged as of limited importance amongst the strategic motivations of MNEs’ subsidiaries in China. It is this mode of operation that would be expected to overcome the first limitation of MS, by narrowing the range of products supplied by a subsidiary, so that its output is specialized in goods whose technology makes most efficient use of the most cost-effectively available inputs. This would not only be expected to take efficiency of supply to the Chinese market a further step beyond that available in MS but, at the same time (and perhaps as the defining aim of the strategy), achieve international competitiveness that provides for export to other Asian markets or into the wider global supply networks of the MNEs. Here the respondents’ evaluation of the types of input, infrastructure and institutional (e.g. tax and foreign investment policy) factors that could support ES seems mainly favorable.  

However, ES may be less easy and more risky (then MS) to operationalise early in an MNE’s entry to a new economic environment. Thus whereas a certain degree of operational inefficiency can usually be tolerated in a local-market-supply subsidiary (especially when bringing new products to a new market such as China) this would not be so in an ES facility. A subsidiary set up at initiation as an ES supply-base would, firstly, need to be activated around the most appropriate subset of the MNE’s existing technologies (i.e. products to be manufactured) in terms of inputs available, a decision that might be difficult in unfamiliar economic conditions. Then, secondly, it would need to achieve its target levels of productive efficiency very promptly. This would reflect the fact that the ES subsidiary is expected to supply important parts of its parent group’s existing markets (i.e. exports) at least as competitively as they were supplied before and, usually, more efficiently. This could suggest that subsidiaries whose most logical and viable initiating role is MS could be expected to move towards ES supply with their greater familiarity with local conditions and build-up of in-house competences and confidence.

It would be through their relocation of ES operations to China that MNEs would be most likely to provide part of the mechanism through which Chinese growth and industrialization affects economic activity elsewhere. Thus the expectation would be that creation of new ES capacity in China would, to a significant degree, represent a restructuring of MNEs’ supply networks, lowering (perhaps closure) of output in more mature (now higher-cost) locations elsewhere. The fact that, in the results presented here, the strongest emergence of ES in China targets the Asian regional markets (including China itself) may, so far, be limiting this effect. In addition, of course, successful ES relocation will provide benefits throughout a MNE’s global operations; most directly to customers for the more price-competitive parts of their product range, and, thereby, to profitability. Indeed it is only the surprising emergence and sheer size (vast possible labor force) of China’s supply potential, that allows it to be perceived as providing challenges to international( and intra-MNE) adjustment mechanisms that differ from ones that have been addressed throughout the era of globalization. 

The second perceived limitation of the early emphasis on MS in China is that, in its pure form, this is entirely dependent on external sources of competitiveness and has no ability or motivation to generate the type of new and unique localized sources of competitive originality that would provide the dynamism of sustainable development. However, the understanding of subsidiary development and strategic evolution in contemporary MNEs does perceive the emergence of knowledge seeking and product development at the subsidiary level. This would operate symbiotically with the growth of a national system of innovation and internalize and operationalise elements of it. The survey results reported here already show clear signs of this emerging amongst MNEs’ subsidiaries in China. Both the variants of product developing KS behavior tested show clear signs of growth through the period investigated, and certainly the strongest predicted progress for the period up to 2010.

The more dominant of the KS processes is that of developing new products for the Chinese market, which is in fact predicted to become the most significant motivation by 2010. This, of course, again confirms the vital status of the Chinese market to MNEs and here sees this being taken to the level of specific product development.20 This persisting treatment of the Chinese market as somewhat independent of the rest of the MNE’s network would, in effect, mean that the market for other new products developed elsewhere would be diminished.  This effect would though be less visible than the relocation of existing supply to China that is implied by ES and, therefore, less likely to provoke international intra-group tensions or resistance. Much less strongly established, but nevertheless with its own impetus, is the variant of KS that uses Chinese creative inputs to develop products for the MNEs’ global markets.21 Indeed it is notable that by 2010 it is predicted that this variant of KS will be more prevalent in MNEs’ Chinese operations than the equivalent (global supply) ES motivation. This would imply these MNEs quite quickly seeing their exports from China being based more on created sources of dynamic comparative advantage than on the standardized inputs of static comparative advantage. 
NOTES
1 The typology of MNE motivations used here (market-seeking; efficiency-seeking and knowledge seeking) derives from the earlier formulations of Dunning (1993), Behrman (1984) and Manea and Pearce (2004).

2 The overall view of the MNE reflected in this analysis is compatible with the heterarchy (Hedlund, 1986), the transnational (Bartlett and Ghoshal, 1989), the horizontal organization (White and Poynter, 1990) or the metanational (Doz, Santos and Williamson, 2001).

3 Conceptual and empirical analysis of subsidiary development can be found in Hood, Young and Lal (1994), Birkinshaw and Hood (1997), Birkinshaw, Hood and Jonsson (1998), Taggart (1996), Papanastassiou and Pearce (1999).

4 These included the highly protected markets of the mature industrial economies, deriving from the depression policies of the 1930s and persisting at least until the 1960s, and the import-substitution industrialization strategies of developing countries initiated in the early post-world war II years (Pearce, 2001, 2006)
5 Whilst MS2 allows for adaptation of the production technologies for a range of products whose composition reflects Chinese demand pattern, ES reflects selection of products whose technologies match the input advantages of particular supply locations.
6 Elsewhere the survey investigates the presence, motivation and roles of R&D in the responding subsidiaries. In fact 33 of the 54 responding subsidiaries reported the inclusion of in-house R&D units and 9 more expected to set one up in the near future.
7 Where a subsidiary is very effective in KS1 it may thereby assert a greater competitive advantage over subsidiaries of other MNE in China than the rest of the MNE group currently possesses in wider international markets.

8 This may indicate that by the time of the articulation of their original entry into Chinese operations most MNEs were fully attuned to a range of strategic objectives that encompassed routine acceptance of needs and potential for localized (and therefore decentralized) innovation processes.

9 Through probably no less relevant there than in the wider international markets. 

10 The other three were those that had rated the Chinese market as only a secondary one. 

11 In fact two of these three had perhaps more of a global market responsibility, since they also graded markets outside Asia as also ‘main’ markets. 
12 Seven of the thirteen were US subsidiaries, contributing to the strong AR of 2.20 (table 3). Though this is not reflected in the current evaluation of MS2 or KS1 for US operations (table1) it is anticipated that KS1 would become these subsidiaries strongest role by 2010, with the use of such Chinese technology clearly a potential source of this.
13 Three of these four also rated the work of their own laboratory as a ‘main’ source of technology. This may indicate that the Chinese subsidiary’s lab is leading an innovation process, as a part of which it is requesting complementary R&D work from another laboratory of the MNE group. 

14 It is, of course, relevant to recall that the absolute size of the Chinese market may itself remove one of the frequent forces against MS localized production by allowing for achievement of economies of scale in many parts of the MNE’s product range.

15 The particularly high valuation by Japanese operations (AR of 2.45) is intriguing here. Thus analyses of pioneering first wave of Japanese FDI into other Asian economies (Kojima, 1978; Ozawa, 2005) had provided a decisive emphasis on an ES pursuit of low-cost labor. But here the ES motivations have not yet asserted themselves strongly (with the most export-oriented and networked ES2 role declining to a negligible influence), so that this emphasis on labor-supply factors appears most likely to supply implementation of a strong local-market position (especially through MS2) in China.
16 Since this low-cost energy probably involves a significant degree of government policy (rather than purely reflecting local availability) it could also have been discussed among the facilitating or inducement factors reviewed later.

17 As would have been the case when representing a reluctant response to an import-substitution industrialization policy of a host country.

18 By contrast with the foreign exchange saving aim of the import-substitution strategies generating the earlier MS, we would here not expect this benefit to be significant in the market-expanding aim of MNEs’ current MS in China. 

19 Ultimately what is manufactured in MS operations reflects patterns of host-country demand rather than host-country inputs availability; even if, as perhaps in the Chinese case, the inputs do not systematically compromise the efficiency of MS.

20 This would in some way represent a perhaps unexpected resurgence of Bartlett and Ghoshal’s (1989, 1990) ‘traditional’ local-for-local approach to innovation.

21 More in the fashion of Bartlett and Ghoshal’s ‘traditional’ locally-leveraged approach to innovation.
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TABLES

Table 1 Evaluation of strategic roles of MNEs’ subsidiaries in China
	Stage/ MNE origin
	Subsidiary role (average response)1

	
	A
	B
	C
	D
	E
	F

	Early stage2
	
	
	
	
	
	

	US
	2.50 
	1.40 
	1.45 
	1.20 
	1.55 
	1.00 

	Germany
	2.50 
	2.00 
	1.92 
	1.00 
	2.00 
	1.25 

	Japan 
	2.09 
	1.73 
	1.36 
	1.27 
	1.72 
	1.27 

	S. Korea
	2.50 
	1.50 
	1.25 
	1.50 
	1.75 
	1.50 

	total3
	2.48 
	1.53 
	1.48 
	1.20 
	1.70 
	1.18 

	2005/2006
	
	
	
	
	
	

	US
	1.95 
	2.05 
	1.90 
	1.30 
	2.05 
	1.10 

	Germany
	2.33 
	2.25 
	1.83 
	1.00 
	2.00 
	1.25 

	Japan 
	1.90 
	2.00 
	1.54 
	1.18 
	2.00 
	1.27 

	S. Korea
	2.25 
	2.00 
	2.00 
	1.50 
	2.25 
	2.00 

	total3
	2.08 
	2.06 
	1.78 
	1.24 
	2.04 
	1.26 

	2010 4
	
	
	
	
	
	

	US
	2.00 
	2.10 
	2.05 
	1.55 
	2.40 
	1.35 

	Germany
	2.25 
	2.25 
	2.00 
	1.00 
	2.33 
	1.58 

	Japan 
	2.00 
	2.18 
	1.55 
	1.36 
	1.91 
	1.27 

	S. Korea
	2.25 
	2.00 
	1.75 
	1.50 
	2.00 
	2.25 

	total3
	2.12 
	2.16 
	1.94 
	1.38 
	2.22 
	1.50 


Roles of subsidiaries:

A To produce the MNE group’s established product range for the Chinese market

B To produce the MNE group’s established product range for the Chinese market, with adaptation of products or production processes to suit local demand and conditions

C To produce a specialized part of the MNE group’s established product range to supply Chinese and nearby Asian countries market

D To produce a specialized part of the MNE group’s established product range, or component parts for assembly, as part of the MNE group’s world-wide supply network

E To develop and produce products that are new for Chinese market

F To develop and produce new products that are expected to supply global market

Notes
1 Respondents were asked to evaluate each role as (4) our only role. (3) our major role, (2) secondary role, (1) not a part of our role. 

The average response was calculated by allocating 'only' the value of 4, 'major' the value of 3, 'secondary' the value of 2 and 'not' the value of 1

2 Respondents were asked to evaluate the roles at the very beginning of the subsidiary's history

3 Includes subsidiaries of UK, French and Swiss MNEs
4 Evaluation of predicted roles for 2010
Table 2 Evaluation of markets supplied by MNEs’ subsidiaries in China
	MNE Origin
	Chinese Market (number)
	 Average1 response 

	
	only market
	main market
	secondary market
	not part of market
	

	US
	10.00 
	10.00 
	0.00 
	0.00 
	3.50 

	Germany
	2.00 
	9.00 
	1.00 
	0.00 
	3.08 

	Japan
	8.00 
	1.00 
	2.00 
	0.00 
	3.55 

	S.Korea
	1.00 
	3.00 
	0.00 
	0.00 
	3.25 

	total2
	23.00 
	28.00 
	3.00 
	0.00 
	3.37 

	 
	Other Asian markets (number)
	 

	 
	only market
	main market
	secondary market
	not part of market
	 

	US
	0.00 
	1.00 
	8.00 
	11.00 
	1.45 

	Germany
	0.00 
	2.00 
	8.00 
	2.00 
	2.00 

	Japan
	0.00 
	2.00 
	1.00 
	8.00 
	1.45 

	S.korea
	0.00 
	1.00 
	2.00 
	1.00 
	2.00 

	total2
	0.00 
	6.00 
	24.00 
	22.00 
	1.66 

	 
	Markets outside Asia (number)
	 

	 
	only market
	main market
	secondary market
	not part of market
	 

	US
	0.00 
	0.00 
	4.00 
	16.00 
	1.20 

	Germany
	0.00 
	1.00 
	7.00 
	4.00 
	1.75 

	Japan
	0.00 
	2.00 
	1.00 
	8.00 
	1.45 

	S.korea
	0.00 
	1.00 
	2.00 
	1.00 
	2.00 

	total2
	0.00 
	4.00 
	16.00 
	34.00 
	1.48 


Notes
1 Average response is calculated by allocating 'only' market the value of 4, 'main' market the value of 3, 'secondary' market the value of 2 and 'not' the value of 1.

2 Includes one subsidiary each from UK and French MNEs

Table 3 Evaluation of sources of technology used in MNEs’ subsidiaries operations in China 
	MNE origin
	Technology source (average responses)1

	
	A
	B
	C
	D
	E
	F

	US
	3.20 
	2.20 
	2.05 
	1.75 
	1.60 
	1.65 

	Germany
	3.25 
	1.83 
	2.00 
	1.58 
	1.58 
	1.33 

	Japan
	3.36 
	1.91 
	1.55 
	1.19 
	1.45 
	1.27 

	S.Korea
	3.00 
	1.75 
	2.25 
	2.25 
	1.75 
	1.75 

	total3
	3.22 
	2.04 
	1.92 
	1.60 
	1.58 
	1.50 


Source of technology:

a)       Existing technology embodied in established MNE group products that we produce

b)       Established local Chinese technology
c)        The results of R&D carried out by our own laboratory 

d)       The results of R&D carried out for us by other R&D laboratories of the group

e)       The results of R&D carried out in collaboration with (or entirely by) local firms

f)         Technology created for the subsidiary by scientific institutions 

Notes

1 respondents were asked to evaluate each source of technology as (4) the only source, (3) a major source, (2) a secondary source, (1) not a source. The average response was calculated by allocating ‘only’ the value of 4, ‘major’ the value of 3, ‘secondary’ the value of 2, ‘not’ the value of 1

2 Includes one subsidiary each from UK and French MNEs.

Table 4 Evaluation of Influences on the decision to have a subsidiary in China

	Influence
	MNE origin (average response)1

	
	US
	Germany
	Japan
	S.Korea
	total2

	a)  Size of Chinese market/ potential growth of the market
	3.00 
	2.92 
	2.82 
	3.00 
	2.94 

	b)  Average income level of the country
	1.90 
	1.75 
	1.73 
	1.50 
	1.72 

	c)  Distinctive tastes and characteristics
	1.80 
	1.75 
	1.64 
	1.75 
	1.74 

	d)  Avoid costs of trade
	1.60 
	1.33 
	1.91 
	2.00 
	1.71 

	e)  Low labour cost
	2.05 
	2.00 
	2.45 
	2.25 
	2.19 

	f)  Natural resources
	1.95 
	1.50 
	1.91 
	2.00 
	1.84 

	g)  Reliable and productive labour force
	2.15 
	2.08 
	2.36 
	2.50 
	2.27 

	h)  High quality specialised labour force
	2.30 
	1.92 
	2.27 
	2.00 
	2.12 

	i)   Good industry-supporting infrastructure
	2.20 
	2.17 
	2.45 
	2.75 
	2.39 

	j)  Low Energy costs
	2.05 
	1.83 
	2.45 
	2.75 
	2.27 

	k) Competitive tax system
	2.30 
	2.17 
	2.00 
	2.25 
	2.18 

	l)  Favourable foreign investment policy 
	2.40 
	1.75 
	2.36 
	2.50 
	2.25 

	m) Existence of competent local firms
	2.40 
	2.08 
	2.18 
	2.50 
	2.29 

	n)  Presence of rival MNE in the same sector
	2.60 
	1.92 
	2.18 
	2.75 
	2.36 

	o)  Access to local R&D personnel and scientists
	2.00 
	1.83 
	1.55 
	2.00 
	1.85 

	p)  Access to highly capable marketing personnel
	1.90 
	1.58 
	1.25 
	1.50 
	1.56 

	q)  Access market knowledge 
	2.15 
	2.17 
	2.00 
	2.00 
	2.08 


Notes

1 Respondents were asked to evaluate each influence as either (3) a major influence, (2) a minor influence, (1) not relevant. The average response was calculated by allocating ‘major’ the value 3, minor the value of 2 and not the value of 1

2 Includes one subsidiary each from UK and French MNEs.
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