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I. CHINA’S GENERAL ENVIRONMENT Economic, technological, human resources, political

China's economy is driven by its authoritarian government and has been deemed a “socialist market economy.”  The PRC’s transition to a free-market system has led to a decrease in state-owned enterprises (SOEs) as well as an increase in the number of multinational players (entry via joint ventures).  Although, China’s transition to a free-market levels the competitive playing field, it could also increase the degree of rivalry within the industry, as MNCs find it easier to enter the Chinese market.  This competition only becomes keener with government’s efforts to promote the software industry through Shanghai’s SEZ for software.
Additionally, China’s greatest asset is its 1.1 billion consumers and laborers who stand to benefit from one of the most rapidly growing economies in the world.  However, this growth is highly dependent on exports, which is fueled by a healthy world economy.  China’s economic viability (and hence the profitability of its market) is threatened if worldwide growth slows.  

China’s technological infrastructure (in terms of telecommunications and electricity) is highly developed throughout the Southern and coastal regions.  Not only is this an indicator of economic sophistication, but it is also a marker of the technological/competitive landscape.  Many PC hardware manufacturers such as Intel and Dell have already established production plants in the PRC.  The presence of these supporting industries will help drive demand for software in the Chinese market. 

There are currently two potential sources for human resources: the overseas and mainland Chinese.  The overseas Chinese are a huge asset to the industry as they possess both the educational and cultural background needed to conduct business in the People’s Republic of China.  They are well-connected to China’s political and business networks and have a long-term profit orientation which is consistent with both Microsoft’s outlook and government’s prerogatives.  Opportunities for success and favorable government policies have increased the supply of labor from this source.

Although the mainland Chinese represent a large source of low-cost, unskilled labor their role in the software industry is less pronounced.  The PRC has few quality MBA programs, while its current managers hail from a generation that is wary of change and unfamiliar with capitalism.  The lack of managerial talent erodes China’s cost advantages, since managers would either have to be imported or trained at the local level.  
China’s political and legal environments are the greatest risks to doing business in the PRC.  The PRC’s authoritarian administration can both be a threat and advantage for Microsoft, depending on the firm’s ability to manage its relationship with government.  However, although power is centralized at the federal level, de-facto independence in localities makes it difficult to enforce government initiatives (particularly relevant for software if the initiatives involve piracy).  Additionally, the situation with Taiwan becomes a geopolitical risk if Microsoft wants to use its Taiwanese headquarters to localize for the PRC.  The lack of a transparent legal system will impede Microsoft’s ability to protect itself from government seizure, contract breaches with partners, and piracy violations.    

In the absence of a transparent legal and political system, businesses must rely on what the Chinese refer to as guanxi, or relationship-based, politics; where trust carries more weight than any formal or legal contract.  Sixty percent of a business’ time is devoted to managing its various relationships with government agencies—a huge resource allocation.  Although China’s admission into the WTO will mark a departure from its guanxi-based politics to a more transparent, rule-based system, such a transition is neither expected to be smooth nor soon-in-coming.   

II. SIZE OF THE CHINESE SOFTWARE MARKET Consumer and commercial segments

The software industry is segmented into two markets: customer and commercial sales.   The size of Chinese consumer software market is dependent on three key points covering the economic, demographic, and sociocultural underpinnings of computer usage.  Although China is poised to grow at break-neck speed, development has been uneven (centralized in the South and along the coast), leading to a fragmented market with large disparities in purchasing power.   Many people do not have access to a computer, let alone software. Demographic shifts in the trend towards urbanization and the emergence of a middle class will lower the price sensitivity of customers while increasing demand for software as consumers become more technologically-savvy.   Of these urbanized populations, only a portion of the people will have grown up with technology and would be willing to embrace the technological revolution.  Although the consumer market is highly segmented, it is still a large opportunity as: 1) a proportion of China’s population of 1.1 billion people and 2) a long-term investment.
Commercial sales represent a medium share of Microsoft’s software market.  They are mainly made up of purchases from the government ministries, which oversee 420,000 state-owned enterprises (SOEs) and their subsidiaries—forty percent of which are already computerized.  Although SOEs dominate every major industry segment, their purchasing function is channeled through various ministries, whose software orders must often meet very detailed specifications.  This level of customization and support may not be within the scope of Microsoft’s competitive advantage and thus, might erode its ability to capture market share in the commercial segment.  However, as China continues to develop economically, there will be a surge in domestic businesses requiring computer automation.  
III. PIRACY Market and industry implications

The cultural underpinnings of piracy stem from China’s historical background.  Under the ideology of communism, the Chinese believe that knowledge should be shared and are thus unwilling to pay for intellectual property.  Additionally, as a primarily agricultural and manufacturing society, the Chinese people lack a sense of protection for intellectual property.  At the commercial level, corporations experiencing rapid growth often neglect to adopt licensed software.  An estimated $300 million is lost to piracy every year in the Chinese software industry.  Under such weak public awareness in China, the piracy would be a major threat to the industry for the foreseeable future.  Piracy has the ability to reduce both the consumer and commercial segments to small markets, which will reduce the industry’s profitability. 

IV. ANALYSIS OF THE CHINESE SOFTWARE MARKET Porter’s Five Forces

Although the potential for the Chinese software market may be large, it is wise, as with any industry, to do an analysis using Porter’s five forces in order to deem this industry as favorable or unfavorable for Microsoft’s entry.

Barriers to entry are the most important factors to consider given the general environment in China.  Initial capital, a differentiated product, and economies of scale are the vital basics that are needed for initial and long-term success.  To become established, a large initial investment is needed for land, equipment, labor, and most importantly, research and development for localization.  Because there are many other software products available in China, differentiation is essential for acquiring significant market share. Given the piracy situation, economies of scale will be needed so that Microsoft can provide a lower-priced product, which would encourage consumers to purchase licensed rather than pirated copies.   

The political environment makes it hard to even get started without government relations.  PRC businesses are highly subject to government involvement and control, which means that dealing with suppliers, buyers, and competitors will require a thorough understanding of the business-government relationship. 
The bargaining power of suppliers and buyers is unfavorable.  Suppliers to the Chinese software industry can be divided into two categories: local and foreign sources.  Local software vendors (SVs) have strong bargaining power because they are not readily substitutable.  They are few in number and are often associated with ministries and universities with substantial government involvement in daily operations.  Independent SVs are reluctant to enter the industry because distributing pirated software is easier than creating software that requires after-sales service and maintenance.  Foreign suppliers have less bargaining power because there are many possible sources for software development throughout Southeast Asia.  However, it is likely that additional costs will be incurred by working with foreign suppliers that are located in countries with poor technological, economic, or political infrastructures.
Buyers can be separated into two groups: personal users and large/commercial accounts.  Personal users do not have much bargaining power because they are large in number and unorganized.  Although they incur few costs in switching suppliers, they cannot take the function in-house.  Commercial users will be very powerful in bargaining because they are state-owned enterprises and ministries, both small in number and organized.  However, piracy will have a large impact in this category by giving both groups of buyers the option to choose a pirated version of the software rather than buying from Microsoft. 

Substitutes and competitors complete the industry analysis.  There are no substitutes in this market because no other product could perform the function of computer software—that is, no other product bridges the functional gap between a user and hardware.  Pirated software and small, regional software companies are the main competitors in this industry.  Local competitors are not a threat for Microsoft since it has a well-known brand that allows it to leverage its size and bargaining power.  Industry competition is intense due to the presence of piracy, which offers a low-cost, sometimes free, alternative that can be an identical product.

Overall, the Chinese software industry is neither overly favorable nor unfavorable for Microsoft’s entry.  There are key factors for Microsoft to address to ensure success in the PRC.  An important one will be to establish strong relations with the Chinese government.  Because the government will have influence in everything from the initial start-up to the bargaining power of buyers and suppliers, a close political relationship may mean success or failure in the long-run.  Almost equally important is the problem of piracy.  As Microsoft’s largest competitor in the PRC, piracy gives buyers and suppliers their bargaining power.  Limited in number and highly influenced by the government, both suppliers and large account buyers have the power to squeeze profits from the industry.  Because there is an equal chance of success and failure in entering the Chinese software industry, Microsoft will need to pay close attention to these specific factors to be successful.

V. MARKET ENTRY Key success factors for a “go” decision

 The strongest arguments in favor of Microsoft's entry revolve around a few key economic and market assumptions.  China's economic growth poises it to become one of the world's most lucrative markets for the 21st century.  In the long-run, becoming first-mover in China will allow Microsoft access to an installation base that could reach up to 1.1 billion people or one-fifth of the world's population.  By 2000, it is estimated that there will be at least 5.6 million PCs in the PRC, with each of them requiring an operating system and software applications.  

Given Microsoft’s internal position, entering the Chinese market represents its most viable option for growth. As a mature company, Microsoft is experiencing declining demand in its home (US) market.  By exporting its core competencies internationally, Microsoft can diversify its revenue stream as well as capture first-mover advantages in markets that have not yet been penetrated.  China represents the most economically-promising option and will allow Microsoft to pre-empt its competitors who are also looking at China as a growth vehicle.     

The caveat to China’s economic promise is the ability of piracy and politics to erode profits for the industry.  Although these two factors are the strongest deterrent to market entry, their proper management is also the key success factor for Microsoft.  In order for the company to see a return on its investment, it must demonstrate a long-term commitment to the Chinese market.  
There are three lessons to be taken away from Microsoft’s experience in Japan.  First, the importance of localization should not be understated as English products only account for 5% of Japanese software sales.  Secondly, the company must seek international copyright protection or risk losing a proportionately larger sum of $1.2 million (amount lost in Japan) to piracy.  Lastly, Microsoft can choose to bundle software with computer sales, which will allow it to strategically avoid the problem of piracy and its cultural underpinnings.
I. GENERAL ISSUES OF LOCALIZATION Pros and cons of international strategies

In terms of software, localization means changing software so it can work efficiently in different parts of the world.  In the context of the PRC, this means not only changing the language of the software to Chinese, but it also involves formatting it to support the existing hardware systems found in China.  Additionally, it is also important that the software applications are localized to the extent that cultural differences exist across markets—such as writing from right to left in Eastern cultures.  


A global strategy is not feasible for Microsoft since English-based software will not drive demand in China and may not work with the existing hardware systems.  Additionally, it will be harder for Microsoft to coordinate operations across its international divisions given the radical differences in China’s business environment.  Although distributing Microsoft’s existing product in China will not incur any additional research and development costs and will allow the company to move further down its experience curve, the software that was not localized in Japan was unsuccessful.  

Although a localized strategy represents a high fixed-cost investment, it coincides with Microsoft’s basic strategy of differentiation. By localizing its operating system and applications software, Microsoft is better able to convince the Chinese government of their commitment to the country, the industry, and to the needs of their customers.  This commitment reinforces Microsoft’s long-term orientation and will positively contribute to its relationship with government.  

Meeting these customer’s needs will come at a substantial financial and time cost.  Although Microsoft has the money to spend, its search for SVs to write the software will result in high coordination and training costs.  The development of the localized operating system and applications could be a long and involved process, which means Microsoft may not see any ROI for several years.   Even so, capturing first-mover advantage in the PRC’s software industry is a much smarter investment for long-run success than slightly altering existing software platforms (Lotus’ short-term solution).

II. WHERE TO LOCALIZE Beijing, Malaysia, India 
After deciding to localize its product for the Chinese market, Microsoft must choose a location where the software will be written.  Beijing, Malaysia, and India are all prospective areas, although each presents its own advantages and disadvantages.

As emphasized throughout, establishing a strong relationship with the Chinese government is crucial to Microsoft’s long-term success.  As the capital and second largest city in China, Beijing will give Microsoft a political advantage.  Not only will it allow the company to communicate regularly with the Chinese government, but it will also foster the necessary relationships crucial to Microsoft’s success.   Economically, however, local SVs in Beijing are more expensive to work with and will have bargaining power over Microsoft.  


The second location where Microsoft can write its software is Malaysia.  Strategically, Malaysia possesses one of the most technologically-advanced infrastructures in all of Asia.  Economically, Malays are an excellent source for programmers, whose labor is relatively cheap compared to others in Asia.  More importantly, Malay SVs do not have the same bargaining power over Microsoft that the Chinese SVs would.  Microsoft would have more wage-setting power and could use its bargaining power to dictate the terms the relationship.  
Politically, writing the software in Malaysia is a risk.  On the one hand, the Malaysian government is very encouraging of Western software and computer companies.  They are lenient with regulations, give incentives and tax breaks, and have even waived visas to foreigners from certain countries.  On the other hand, the Malaysian government is totalitarian and greatly influenced by religious groups.  Although there is the risk of political instability, the supply of highly-skilled, low-cost laborers make Malaysia a very attractive place for Microsoft to develop its software.    


Microsoft’s third option is India. Because it is a democracy, India maintains a rather stable government.  However, India has only recently entered a period of economic reform.  Prior to 1991, doing business in the country was a process bogged down in bureaucratic red tape and Raj licensing.  Although India has taken steps towards a market system, its transition may not be smooth.    Infrastructure is also generally undeveloped and would require Microsoft to make large investments into its own telecommunications lines.  In terms of economic advantages, India has a large pool of highly-educated, low-cost programmers who are English-speaking.  

The main drawback to localizing in Malaysia or India is that neither possesses the language skills or cultural background needed to localize a product for the Chinese market.  Also, localizing anywhere outside of China will not demonstrate a commitment the PRC government.  Additionally, although Microsoft can seek to form partnerships with its Malaysian and Indian developers, they will have to export their product into China, which could incur tariff or non-tariff barriers.  
III. STRUCTURING MICROSOFT’S ENTRY Pros and cons of international strategies

Since the training of SVs is a heavy time and financial investment, Microsoft should only seek one partner to help it localize software for the PRC.  Its past experience with large-scale software developers is evidence that it is harder to coordinate and control the operations of just one partner, let alone multiple SVs.  In order to gain the SV’s loyalty, Microsoft must dedicate its time and resources to form a strong, dependable relationship—a task that would be even more difficult if Microsoft worked with multiple partners. Strategically, working with just one large SV will allow Microsoft to bring its product to the market more quickly, since time is a sensitive issue if Microsoft wants to capture a first-mover advantage.  

Microsoft’s search for reliable SVs will depend on their two key success factors: politics and piracy. They must search for a local Chinese firm with good connections to the government in Beijing.  By leveraging the influence of its partner, Microsoft can then indirectly or directly lobby for government’s intervention on the piracy issue.   Although localization with a Chinese SV is not the most cost-effective solution (since Microsoft already has capable facilities in Taiwan), it is of critical strategic importance to the firm.  

In order to properly manage the relationship, Microsoft must understand the incentives and goals of each partner.  While SVs possess the necessary skills to develop software, they lack the marketing and sales resources to bring their products to market.  With Microsoft as a partner, the SV could increase its human capital through a transfer of managerial and technical knowledge.  While Microsoft has the ability to localize its product in Taiwan, local SVs have the advantage of being tied to government.  By joining forces, Microsoft will be able to gain a political understanding of how to manage the relationships. By localizing in the PRC, Microsoft is demonstrating its commitment to work with the Chinese people and its government for the long-run.  By working together, Microsoft and the SV will be able to bring a superior product to market that would allow both sides to achieve greater profits than if they worked independently. 

The main conflict between the two parties is that Microsoft is long-term oriented, while the SV’s are looking to turn a short-term profit.  Microsoft serves as both the distributor and manufacturer of its product, which means that it must provide post-sales service to its customers.  It needs a long-term relationship in order to provide technical support and periodic software updates.  SVs, on the other hand, want to move onto new projects, since they tend to be compensated on a per project basis.  They also prefer to diversify their revenues rather than work with only one partner (such as Microsoft) who may or may not be successful.  In order to engage the long-term commitment of the SV, Microsoft should seek to form of a joint venture, which would give the SV more of a stake in Microsoft’s success.


  Additionally, a joint venture coincides with Microsoft’s long-term orientation in the PRC.  Although the coordination costs of sharing control will be high, the SV possesses invaluable knowledge regarding China’s general and competitive environments.  JVs will also be instrumental to Microsoft’s political position, since government is more likely to trust a multinational who is engaged with a domestic firm.  In order to protect itself from losing its technological competencies, Microsoft should hold a majority stake.  

A smooth relationship will be contingent upon Microsoft’s selection of a partner with similar strategic goals and objectives.  The duration of the partnership should last for at least four years in order to allow Microsoft to establish trust and competence with the SV. It will take at least nine months for the SV’s to adopt Microsoft’s development methodology and project management structure.  
In order to establish trust at the outset, Microsoft and the SV should take on a small project that will allow them to gain a short-term win.  One possibility is for the JV to establish a non-profit organization that will seek to create awareness for software usage in the PRC.  Not only will this allow the companies to test their ability to cooperate on a smaller project, but it will also indirectly garner the attention of government, who will notice Microsoft’s charitable contribution to society.  With this achievement, the joint venture will be able to gain momentum in developing the localized software products.  This project will allow Microsoft and its partner to begin forming the foundation for its relationship.  Once both sides determine that they can work cooperatively and effectively together, the core products should then be developed.

I. SUMMARY


In conclusion, entering the Chinese market is Microsoft’s best long-term strategy for growth.  Its success will depend on its ability to use its relationship with government to battle the piracy issue.  At every level of its strategic formulation, Microsoft must remember that it needs to demonstrate a credible, long-term commitment.  Thus, it will need to localize its product using Chinese software vendors.  A joint-venture represents the best arrangement, given the long-term nature of the relationship and its political advantages.
II. LESSONS FROM THE CASE
· The process of going global has become particularly relevant for the 21st century.  The emerging importance of Asia has led to an increased awareness for Asian forms of business such as the Japanese keiretsu, Korean chaebol, and Chinese guanxi-politics.  It is essential for any firm looking to enter the Asian market to understand the cultural assumption behind each of these business networks in order to succeed.
· History matters.  In order to fully understand the mechanics of a country’s government, economics, and culture one need only to look to its history.  
· This case also demonstrates what has changed as well as what has remained the same in China over the past 12 years.  As a global competitor, you must be willing to be flexible and change and adapt to the constantly changing markets.
· Government has the ability to affect change at every level of an organization’s operations including market size and both competitive and general environments
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