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American Developers Abroad: Prospects in China

by
Zhu Xiao Di

Submitted to the Department of Urban Studies and Planning
In Partial Fulfillment of the Requirements for the Degree of
Master in City Planning

ABSTRACT

In the past decade or two, the U.S. has witnessed a tremendous amount of
development. However, many of the forces driving this development boom are on
the wane or reversing direction. For many years to come, domestic demand will fail
to match supply. A gloomy domestic market reinforces the efforts in searching for
a global prospect.

Although currently not a “hot” spot, China prospect has its own significance.
This thesis first discusses, in brief, the passing of the construction boom in
America, highlighting the need to explore a global market, particularly looking at
prospects in China. It then introduces the traditional ways of getting things done
in China over past forty years in terms of project development. It carefully reviews
the most recent period of history when a lot of development projects have been
completed in China with foreign developers and investors playing an important role
there. It also includes four case studies, one big development project in Shanghai,
an early hotel project in Nanjing, another hotel complex under construction, and
a hotel renovation project in Warsaw, Poland, illustrating the difference in
development process between America and a different society such as China and
Poland.

It gives updated descriptions of the current business climate in China for
foreign investors, particularly for American developers, and raises the question of
whether China’s market potential should be readdressed, and then helps to redefine
the market in China for foreign developers, including Americans. It highlights the
different development skills needed in different societies. Simply transferring the
development skills of an American developer to a potential Chinese market will
never be a solution. A developer has to adapt and adjust himself in the new
environment and, most of all, must be willing to do so.

In short, it summarizes the past experience and assesses future prospects in
China for American developers, and may serve as an adaptive guide to those
willing to adjust to the unaccustomed setting.

Thesis Supervisor: Dr. David Birch

Title: Senior Researcher and Scientist
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Introduction

In the past decade or two, the U.S. has witnessed a tremendous amount of
development, particularly in primary office space and downtown shopping malls.
Along with this rapid expansion has come the establishment of sophisticated
development and construction capability on an unprecedentedly large scale.
However, by the end of the 1980’s, signs of overdevelopment appeared. What is
more, many of the forces driving this development boom are on the wane or
reversing direction. The present surplus of development capability will not be easily
absorbed. For many years to come, domestic demand will fail to match supply.

What will happen to this oversupply of development capability? Will it die
out or move elsewhere? Where will it move? Attention at the moment may be
attracted to some current “hot” spot such as Eastern Europe, but settings now less
in the limelight may offer better, especially long-term opportunities. I propose to
examine the potential in one such setting: the People’s Republic of China. Actually,
because of the similar social structure in socialist countries, the China case may
even provide useful guide for the prospective Eastern European market.

Whenever long-term planning for a potential international market is under
concern, it is easily justified to put China on the top of the list. The mere fact of
holding a quarter of the human population makes it an important prospect for
anyone seeking a large market. For more than a century Western businessmen,

including Americans, had their eyes on China and never lost a chance to try their



luck there. In the last decade, after thirty years of locking its door against the
West, China threw the door open, attracting visits from tens of thousands of
Western businessmen, American developers among them.

Since the early 80’s, American developers joined others in exploring and
sharing in a new China market. Yet, in just a few years, the developers experienced
much too dramatic a market change. Within a five-year span, most of those who
had done any projects in China were already in a most unfavorable situation.
There was too much oversupply. One domestically-built Beijing hotel even reported
an occupancy rate of 15% in December 1987.! The political setback of the Spring
of 1989 merely capped the trend; it did not begin it. On the other hand, many
foreign developers had spent a fair amount of time and money, yet had erected not
a brick.

Yet, it does not necessarily mean that all the opportunities are gone or that
foreign developers never made any money in China. For instance, in the mid-80’s,
the rent for a three-bedroom apartment in Beijing was in the range of $3,000 to
$6,000 a month, > even more profitable than a property in Manhattan. Today,
because the Chinese government is more desperate than ever in soliciting foreign
investment, the cost of land in many areas is merely 10% of what it was a couple

of years ago. In some cases land could rent for as little as $0.10 per square foot per

! Far Eastern Economic Review, March, 1988, p.54.

2 2) The China Business Review, July-August, 1985, p.36; b) The Real Estate
Finance Journal, Winter, 1990, p.46.




year.! New realities are generating new mystiques. It is worthwhile to explore this
realm or nation of mystiques.

To proceed, this thesis will first discuss, in brief, the passing of the
construction boom in America, highlighting the need to explore a global market,
particularly looking at prospects in China. It will introduce the traditional ways of
getting things done in China over past forty years in terms of project development.
Then it will carefully review the most recent period of history when a lot of
development projects have been completed in China with foreign developers and
investors playing an important role there. It will include four case studies, one big
development project in Shanghai, an early hotel project in Nanjing, another hotel
complex under construction, and a hotel renovation project in Warsaw, Poland,
illustrating the difference in development process between America and a different
society such as China and Poland.

The proposition to be explored then is this: despite the recent political
setbacks in China, China’s market potential should be readdressed. The basic
premise, however, is that different societies require different approaches to
assessing market potential. China’s 1.1 billion population, if taken alone, could be
a misleading indicator of market potential, particularly in real estate and especially
for foreign developers. Moreover, developers as team leaders in production need
quite different skills in different societies. Simply transferring some of the surplus

American development capability to a potential Chinese market will never be a

! Far Eastern Economic Review, June 28, 1990, p.69.
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solution. A developer has to adapt and adjust himself in the new environment and,

most of all, must be willing to do so.
It is hoped that this thesis will serve as an adaptive guide to those willing
to adjust to the unaccustomed setting. At the same time, the thesis is also aimed

at helping to redefine the China market potential for foreign real estate investors.



Part One

Boom Is Over In America,

And Global Market Shall Be Explored More Earnestly '

Section A: Boom Is Over

The bulk of the construction boom in America in the last decade or so was
office space. There were many forces driving this development boom. However,
several of those forces are on the wane or reversing direction now. Therefore, such
a boom not only is no longer sustainable, but also is not expected to appear again
in the near future. Because of this domestic market, incentives to explore market
abroad are expected to be even stronger now than ever before.

To illustrate this change in the driving forces of the past real estate boom
in America, let’s look at one of those factors, i.e. the demographics. A surge in the
workforce will understandably demand additional office space. But what happens
when that surge has passed? Unfortunately, many people seem to have ignored this
issue. So we built more office space than we needed.

When office space started to boom in the 1970s, the demographics were

“right” to support such a boom. At that time, the number of young people entering

! For detailed sources of the statistics used in this part of the thesis, see
America’s Future Office Space Needs: Preparing for the Year 2000, by David
Birch, Susan MacCracken Jain, William Parsons, and Zhu Xiao Di, National
Association of Industrial and Office Parks, 1990.
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the labor force was increasing rapidly. These new entrants were associated with
new jobs and demanding new space. Particularly between 1960 and 1975, the
percentage of new entrants in the total labor force was increasing. In other words,
the number of new entrants increased more rapidly than the labor force as a
whole. The driving force behind this increase was the Baby Boom or War Babies
phenomenon.

After the Second World War, many more babies were born per year in this
nation than before. In 1940, there were only 10.5 million U.S. children younger
than five years old. By 1950, that number had increased to 16 million. In 1960, it
was over 20 million. That is to say, the number of babies born between 1955 and
1960 was twice the number born between 1935 and 1940. This dramatic increase
has often been referred to as the Baby Boom or War Babies phenomenon, for all
of those babies were born after the Second World War.

As time passed, this “bulge” passed through different age groups much as
a watermelon might pass through a snake. By 1970, the boom was in the age
groups 15-19, and 20-24. The numbers of these two age groups jumped from 13
million and 11 million in 1960 to 19 million and 17 million in 1970. Because these
age groups were the source of most new entrants into the labor force, there was a
new entrants boom by 1970.

However, this baby boom phenomenon continued for only about one
generation. The number of children younger than five years old dropped from 20

million in 1960 to 17 million in 1970. This remarkable drop, often referred to as
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the baby bust, created a very similar trough following the bulge for each different
age group. As a result, in the past decade, the size of the age groups between 15
and 24 has noticeably dropped.

The reason behind this drop is a drastic drop in the fertility rate. Between
1960 and 1970 it dropped by more than fifty percent. Fewer mothers had babies,
or each mother had fewer babies; overall fewer were born. It is that simple. Many
people thought that members of the baby boom generation, when they reached
childbearing age, would in turn create another baby boom--an “echo effect”--
making the boom continue cyclically forever. But, that did not happen. The
potential cyclical effect of the baby boom was almost completely offset by the
decline in the fertility rate.

In 1990, there is supposed to be an “echo” boom in the youngest age group.
But this echo is only one-fifth the size of the original Baby Boom. The next “echo”
will be only one-fifth the size of this “echo”; at this rate the “echo effect” will soon
die out. The long-term consequence is a decline in population growth. The baby
boom phenomenon is only an accidental exception, occurring during the after-war
economic boom.

In conclusion, since the war, the baby boom effect increased the number
of new entrants into the labor force until it peaked in 1980. In the decade since
then, the baby bust effect has decreased the pool of new entrants into the labor
force. In the future, this “echo effect” may again increase the number of new

workers a little, from time to time, but never in as much magnitude. And this echo

11



effect will soon die out.

What is more, people began to retire earlier over the past three decades,
especially males. Thirty years ago, more than thirty percent of the men over 65
years old were still working. Today, only 15% of the men of this age are working.
In the next decade, less than 10% will still work. Even people in younger age
groups retire earlier. Thirty years ago, 85.2% of men between 55 and 64 were
working; today, the figure is only 65.5%. Meanwhile, more women retire before the
age of 65. In 1960, more than 10% of the women this age were still working. By
the year 2000, only 5.4% of women this age will be working. This dramatic decline
in the retirement age, together with the decrease in the number of new entrants
into the labor force, will constrain our workforce during the next decade. As a
result, not only have we built too much for the present, but we will not have a

large demand in the future.
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Section B: Search for a Global Market

A gloomy domestic market reinforces the efforts in searching for a global
prospect. For many developers, it is not a nicety, but a necessity, to move globally.
Some developers may even move in such an astonishing manner. For example, the
following day of the lift of Kuwait from Iraqi occupation, deals about redeveloping
the international airport at Kuwait City were already made. It is not our task in
this thesis to persuade American developers to move into a global market. Nor are
we advocating a China market for them. All we want to do and have to do is to
contribute to the existing, accelerating search for a global market, and therefore
contribute our knowledge to the growing global economy.

Although currently not a “hot” spot, China prospect has its own significance.
First, China with its huge population always seems appealing in terms of offering
long-term opportunities. Later in this thesis we will deal with the issue of
readdressing the China market in more details.

Second, China experience in the past decade may offer useful guide to future
development in other socialist countries or formerly socialist countries, including
Eastern Europe and the Soviet Union. Actually, comparing the Chinese experience
with an Eastern European case may be even more interesting and informative for
any Americans who think seriously about doing business in China or Eastern
Europe, or the Soviet Union. Later in this thesis we will use one such case in

Poland and compare it with Chinese cases.
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Third, although it may sound odd both ideologically and morally, the
current situation in China after the bloody event in Tiananmen in 1989, compared
with the chaos in a declining Soviet empire and the transition from a centrally-
planned economy to a market economy in Eastern Europe, may seem even more
appealing to the Western business world, especially to the developers. One of their
rules of thumb is that “among a developer’s best friends are clarity, predictability,
and stability in government policy, rules, and regulations.” As Fleissig and Kayden,
who taught a real estate seminar in China last summer, pointed out: “If they [the
Chinese] understand that certainty, stability, and predictability are a developer’s
best friends, then maybe they will increasingly appreciate the need for political
stability as a prerequisite for robust foreign investment.”' In that sense, the risks
of investment in China, compared with the risks of investment in other communist
or formerly communist countries, such as Eastern Europe or Soviet Union, are not
necessarily higher, if not lower. In terms of operating in China, Hilton comptroller
Alan Bredile once said: “We don't find it any more difficult than, say, getting along
with New York labor unions.”?

Fourth, in a most recent move, China announced a new tax law effective
from July 1, 1991. The law consolidates varying rules for different types of
ventures and sets a uniform basic tax rate of 30%, plus a 3% local tax, for all

foreign enterprises. (Existing lower-tax incentives in special economic zones (S EZs)

" Urban Land, September, 1990, p. 14.
2 Real Estate, March, 1986, p.128.
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and development zones are intact.) What is more, the law abolishes a 10%
withholding tax on dividends sent abroad. To Americans, this 30% tax rate is
below the U.S. federal corporate rate of 34%. This reassures U.S. companies that
they won't generate excess foreign tax credits that can’t be applied to U.S. taxes.!
According to Richard Hammer, a specialist in Chinese tax policy at Price
Waterhouse, “That’s very progressive and sets China apart from other countries.”?
Overall, on top of relative low labor costs and an improving infrastructure, as
Hammer says, the new tax law makes China very attractive to foreign investors.?

As China may become more attractive to foreign investors in general, it will
also generate more opportunities for foreign developers, including American ones.
Since most of them are still fairly ignorant about this vast, mysterious land, first
let’s look at how things got done in China in the past forty years or so, i.e. since

the foundation of The People’s Republic of China.

! The Wall Street Journal, April 24, 1991, Al.

2 Ibid.
3 1bid.
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Part Two

How Did Things Get Done in China?

Section A: A Centrally-Planned Economy and Society

China does not have “developers,” as far as the word has been understood
by Americans. Yet projects did get built in China in the past forty years. How did
things get built? It will be helpful for the American developers who want to build
anything in China to understand the “traditional” development process in China.
American developers may have quite a different role to play if they try to build
anything in China, as shown by the past ten years. But the traditional process in
the Chinese domestic development will likely to have some effect on the new
projects done by any foreign developers.

First of all, we have to understand how a centrally planned economy
functions. The following description helps illustrate the difference between a
centrally planned economy and the Western market economy:

Consumer goods flow from producers to consumers. Labor services

flow from consumers to producers. Material inputs and capital goods

flow from producers to producers. In a market economy all flows go

through markets. In a centrally planned economy all flows are

controlled by the planning authority. It orders the producers to
produce certain consumer goods and distribute them to the

consumers. It assigns labors to work in various production units. It
orders producers to produce material inputs and distribute them to

16



other producers. It also directs the production of capital goods and
the construction of investment projects.’

In China’s centrally planned economy, such serious concerns for a Western
capitalist economy as profits and efficiency were not major considerations.
Currently they may want to consider those issues earnestly, but the system
constrains the capability of doing that. That is why the reform taking place in
China since late 1970s has happened in the first place. The fundamental issue is
that, in a centrally-planned economy, products themselves are seen as goals, not
means to achieve profits.

What is more, in a shortage economy in which there is centralized control
and allocation, the key concern is the availability of necessary inputs, not their
price. The state’s central administrative organs fix prices for most important
consumer and producer goods. Local economic bureaucrats set the price and
control the supply of locally distributed products. Prices of food, clothing, housing
and other products have little to do with their actual cost or demand, and more to
do with what the government believes are “necessities” and what type of
consumption pattern it wants to encourage. The products from an inefficient
factory in which unit production cost are high will be priced the same as products
from a highly efficient factory.

For this reason, in a centrally planned economy, although prices

affect consumption patterns, they neither encourage nor discourage
production; for the objective of enterprises is not to make profits but

! China’s Unsolved Issues: Politics, Development, and Culture, by Suzanne
Ogden, Prentice Hall, Englewood Cliffs, New Jersey, 1988, p.262.
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to fulfil quotas. Managers do not make decisions based on price. If

an enterprise does make profits, the bulk of them are turned over to

the central planning authority. If the enterprise loses money, the state

authorities may blame the manager but will subsidize the loses. !

This system did not change much until October 1984 when the Party
Central Committee further decentralized control over state enterprises. Instead of
remitting profits to the state, they started to pay taxes on profits. However, that
did not change the essential vertical relationships in the social network or fabrics.

A centrally planned society is a hierarchical society, where everyone (i.e.
either an individual, or an organization, or an agency, or an institution) has its
status in the network of vertical relationships. Each one belongs to someone else,
except the highest authority. One’s status depends on to whom it belongs. For
example, all factories manufacturing chemical products would belong to a
government agency called Bureau of Chemistry. From central, provincial down to
city or county level, each level of government has its Bureau of Chemistry. The
status of any chemical factory depends on to what level’s Bureau of Chemistry it

belongs. To a large degree, this status decides how much priority it may have in

its accessibility to inputs distribution.

! »China’s Unsolved Issues: Politics, Development, and Culture”, p. 261,
Suzanne Ogden, Prentice Hall, Englewood Cliffs, New Jersey, 1988.
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Section B: Process and Procedure of Development '

In terms of property or project development, in a planning economy, any
higher level government or authority can order its subordinates to build any
project. On the other hand, those who want to initiate a project must apply for and
get approval from higher level authorities. The following is the regular procedure
of such a process.

All projects have to be approved by Economic Planning Committee of local
and/or the central government, depending on the size of the project. The applying
and approving process is called “establishing the project,” a standard technical term
used nationwide. The application should include: 1) reason--why it should be built,
2) land size, building area, and type of frameworks (e.g. steel, bricks, etc.), 3)
investment budget and resources, 4) social and economical effects and/or returns,
S) configuration, geologic and hydrologic data if necessary, and 6) date of
completion. The application should get approved first by the responsible local
governmental department (e.g. the Department of Education, if it is a school
project; or the Department of Culture, if the project is a cinema), and then by the
Economic Planning Committee of the same level of government. If the project is

large enough, it may require approval from the same types of agencies at a higher

! This part is based on correspondence with several Chinese who have been
working on project development for more than ten years in China.
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level authority. Once approved, the project is “established” and may go for the
process of design.

However, if the land on which the project is to be built is not under the
control of the “building unit” (i.e. the institute or organization or anyone who
initiated the process to build such a project as its eventual owner), an application
for controlling the land by eminent domain has to be filed and approved by the
Land Planning and Management Bureau of the local government. For more than
three decades in China, those who currently occupy the land had actual controls
over the land. In other words, they can fill in the undeveloped or underdeveloped
areas until no room is left. From then on they have to apply for control over new
land or site if they want to build anything more. If approved, the design process
may begin.

Design work is done by contracting with a designing institute. Most Chinese
cities have a designing institute. Each province also has one. A designing institute
is a state-owned institute with professional architects organized in doing team work
on project design. It will survey the topography and do the design according to the
requirements of the “building unit.” The range of design usually includes
framework, structure, water, electricity, ground foundation, lighting, etc.. Usually,
it takes two to three months to design a building of twenty to thirty thousand
square feet, and the design fee is about three to five percent of the total investment

or development cost.
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For a large scale project, a design program may be required. Principal
concerns in a design program are: 1) topography, 2) function--specifying different
functions for different areas, 3) facilities such as water, electricity, etc., 4)
diversifying design pattern, 5) focusing the center building, 6)traffic mitigation, and
7) landscape. A design program needs to be approved by the responsible
governmental department again. But before its approval, written opinions from
several ofher governmental agencies--Planning Bureau, Fire Department, Health
Care Bureau, Environment Bureau, etc.--are required. A design program may take
one to two years to complete and three to five years to implement.

After design drawings having been done by the contracted designing
institute, the “building unit” should apply for a construction permit from the
Planning Bureau of the local government. Once approved, the Planning Bureau
will draw redlines on the design drawings and set construction lines on the site. No
construction work can be done beyond the set lines. This process is generally
referred to as “setting redlines.”

With construction permit and approval from the local government, the
“building unit” can bid for a “construction unit,” a professional construction
company with a construction certificate. There used to be only state-owned
construction companies in China. But in recent years, construction sector grew fast
mostly due to the establishment of numerous collectively or privately owned
construction companies. The bidding process may or may not be open to the

public. The winner signs a contract with the “building unit.” The contract may or
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may not cover the building materials. If not, all the building materials are provided
by the “building unit;” otherwise the “construction unit” provides all the materials
while the “building unit” pays at the government-fixed price. Because of the various
prices of the building materials in recent years due to the reform, many “building
units” now choose to try to buy the materials cheep and then provide the materials
to the “construction unit.”

The final process of construction is inspection and certification. After the
construction done, the “building unit,” the Planning Bureau, Construction Bureau,
and the responsible governmental department will inspect and provide a certificate
for the completion of the construction of the project.

In summary, the main issues of any project development are the following:

a) How do you get money for the project? If you do not have the money,
can you borrow it? If not, the only thing you can do is to ask for grant from the
responsible governmental agency along with your application for the approval of
the development. That, obviously is going to complex if it does not jeopardize your
development plan altogether.

b) Similarly, you have to have access to building materials. Usually, cach
institution or “working unit,” as it is called in China, has a certain quota of
bui<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>