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PREFACE BY THE FOUNDATIONS BEHIND SUITABLE FOR GROWTH
The Suitable for Growth (SfG) project is a joint effort
by The Danish Industry Foundation and The Kata
Foundation.
The starting point of the SfG project is that the
real growth in China and other emerging markets is
not in the premium segment, where Danish industrial companies operate by default. The mid-market
defined by affordable prices and acceptable quality is
where you will often find the booming market. By understanding how to tap into this high growth segment
through increased competiveness, Danish companies
should be able to find new ways of creating value and
employment both abroad and in Denmark.
The inspiration for this initiative comes from the
local companies in emerging markets, who manage
to achieve very high growth rates by an innovative
approach to the mid-market segments in China and
other emerging markets. Their strategy is to develop
affordable products based on in-depth insights into
the context, wishes and needs of the local customers.
This specific approach, which we have coined “Suitable”, has been the inspiration for developing the
Suitable for Growth project.

During almost three years, the SfG project has
followed, inspired and studied six medium-sized
Danish B2B companies as they tried to expand into
the Chinese mid-market. Based on the insights from
observing these companies and other successful
companies operating in China, the project has developed a strategic framework and related cases, tools
and guidelines to support Danish companies wishing
to enter the Chinese mid-market. The results are
described in seven publications: one overall handbook
and a series of six practical guidebooks, covering
specific challenges and solutions to succeeding in the
Chinese mid-market.
The primary target group for these publications
is the medium-sized Danish B2B companies, who are
operating in the Chinese market.
It is the ambition and hope of the Danish Industry
Foundation and The Kata Foundation that the insights
and practical knowledge described in these books can
help Danish companies consider and successfully target
Chinese mid-market customers, thereby increasing
the competitiveness of Danish industry.

Mads Lebech
CEO
The Danish Industry Foundation

Peter Skat-Rørdam
President
The Kata Foundation
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PREFACE
This book is part of a series on how Danish companies
can grow their business in the Chinese market. The
books focus primarily on medium-sized B2B companies
that are already established in China and want to
target the Chinese mid-market further. However, other
kinds of companies in different situations may also
find inspiration in the books.
The books contain the key findings from the
Suitable for Growth (SfG) project, which intensely
supported and closely followed six medium-sized
Danish companies over a period of almost three years
while they tried to penetrate the Chinese mid-market.
(For more information on the SfG project, visit
www.suitableforgrowth.dk.) A range of other Danish
companies in the Chinese mid-market have also been
investigated. The books are based on in-depth understanding of all these companies and provide real and
detailed examples (in some cases made anonymous
due to confidentiality concerns).
One handbook targets top management and provides a strategic overview of the barriers to success and
factors that enable success in the Chinese mid-market.
Another six guidebooks target general managers and
business developers and provide operational guidelines
and practical tools to support these six imperatives:

suitableforgrowth.dk

 everage your core
L
Empower your organization
L
 ower your costs
K
 now your customers
Adapt your solution
Scale your distribution
The hand- and guidebooks are not meant to be
exhaustive on these topics but rather to supplement
other sources with a unique focus on the special working
conditions for medium-sized companies and the
specific nature of the Chinese mid-market. The books
can be read independently and in any order according
to the specific interest of the reader. However, the
books should be treated as a whole, since they constitute
a complete set of elements to be considered when
entering the Chinese mid-market.
The content of this book has been prepared with
the best effort of the authors and developed to the
best of their knowledge. However, the authors cannot
provide any kind of warranty and thus cannot be held
responsible for the results of any particular application
of the provided content.
The project team at Kata Foundation wishes to
express gratitude to The Danish Industry Foundation

for financial support to the SfG program and to all the
companies that have opened their doors to our curious
minds. A special thank-you goes to the following
persons, who have been very helpful in reviewing the
books:
J ens Skovrup, former Senior GM, Nilfisk-Advance
Cleaning Equipment (Shanghai)
Esben Dissing-Immerkjær, Vice President Global
Sales, GN Otometrics A/S
Peer Juel Rasmussen, Consultant, Rascon
Christian Overgaard, former President, Danfoss
China
Rikard Hesslevik, Site Manager, FOSS (former
GM in China)
Peter Nørregaard Rasmussen, founder and owner,
Asia Base Research
We wish you an insightful experience!
Peter Skat-Rørdam, president
Peter Jyde Andreassen, SfG program director
Thomas Aakjær Jensen, senior innovation specialist
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shouldered to come up with a radical new offering.
This guidebook suggests meeting the challenge by
breaking it down into smaller pieces instead:
Understand the cost challenge for the company
	
and define the end goal in terms of a target cost.
Establish manufacturing in China to be close to
	
the market and to readily exploit lower-cost
opportunities there.
Give up feeling superior to Chinese low-cost com	
petitors and instead consider them as a source of
inspiration. At best, start to act like the Chinese.
Embrace the duality of Denmark and China, and
	
gain a competitive edge by bringing strengths
from Denmark into the Chinese market.

Margin

Margin
Cost
Cost

Price on Chinese mid-market

high. Claus feels like he is selling Stratocaster guitars
in a world of Chenders. He also knows he can never
beat the Chinese on their own playing field and has to
bring something unique to the market like the Fender
company does. The only option for Claus to succeed
in China is to lower his costs to get the prices down to
a level affordable to mid-market customers while still
maintaining the quality of the product.
Prices in the Chinese mid-market are typically
50 percent lower than in the high-end market.
Consequently, companies positioned in the high-end
market, where most medium-sized Danish companies
initially establish themselves in China, need to
adapt their pricing if they want to enter the Chinese
mid-market. Accepting a lower margin can, of course,
bring the price down, especially considering the
potentially higher sales volume in that market. But
this solution will rarely be sufficient if the aim is a
50-percent reduction, especially since many other
aspects of the offering are also in play when adapting
it to the mid-market (see the “Adapt your solution”
guidebook). Thus, companies coming from a high-end
position must radically lower their costs, the topic of
this guidebook, to create a sustainable business in the
mid-market. Even companies that occupy a mid-market
position in other markets have to lower their costs if
they are going to get an acceptable margin and offer
the prices sought by Chinese mid-market customers.
The challenge of lowering costs is compounded by the
fact that the same customers will not accept lower
quality.
This cost-reduction challenge is too big for most
medium-sized companies to take on all at once, given
the resources required and the risk that must be

Price on Chinese high-end market

In his teen years, Claus started to play the
guitar. He aspired to owning an original Fender
Stratocaster like his idol Jimi Hendrix, but he
wasn’t able to afford it. Lots of Asian companies
had seized this opportunity and were luring
customers with lower-priced copies. So Claus
considered buying a “Chender”—the nickname
for these Chinese fake Fenders—priced at 10
percent of what he would have paid for a Fender.
He wondered if the Fender company would simply
ignore this competition and remain out of reach for
him, or if they would introduce affordable guitars to
meet the competition from Asia. If so, would they
dare to make a copy of the legendary Stratocaster,
or would they differentiate to avoid cannibalization?
As the years passed, at first Fender did nothing, and
then they introduced the lower-priced Lead Guitar
series with inspiration from the Stratocaster. Finally
in 1965 they acquired the V. C. Squier Company,
moved manufacturing to China, and introduced the Squier by Fender brand with
a lower-priced copy of the Stratocaster.
This was a defining moment for Claus,
because the sound quality of the Squier
was good enough for his musical skills
and the price level was just right, so
he bought one of these “good enough”
guitars. Now, thirty years later, as
export director for a Danish company,
Claus has upgraded to an original
Stratocaster. At the same time,
his company is having difficulties
getting its products into the Chinese
market because they are priced too

Figure 1. Radically lower the cost and accept lower
margins to reach a 50% price reduction
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UNDERSTAND THE COST CHALLENGE

IN BRIEF
Although accepting smaller margins may
reduce the price some of the way, no other
path than radically lowering costs will get you
into the Chinese mid-market. How can you
prepare to meet this challenge?
Follow a top-down cost cutting approach
	
to minimize risk when lowering costs.
Recognize the forces driving down prices
	
in China, including lower household
income, demand for the same quality at a
lower price, and fierce local competition.
Follow a market-oriented pricing strategy
	
with customer involvement to get the
price level right for the Chinese mid-market.
Expect price levels at approximately 50
percent of the high-end market.
Pay attention to internal barriers in
	
Denmark, like cultural clash and a misfit
of competencies, that must also be
overcome.

The cost challenge originates from a combination of Chinese mid-market customers being
very price conscious and Danish companies
typically entering China in the high-end market
with premium prices. A gap exists between what
mid-market customers want and what Danish
companies offer. To reach the lower price level
demanded by customers while still keeping a
margin for your business, you must radically
lower your costs. But before setting out with concrete initiatives, your company must first prepare
itself and get the strategy right by understanding
the aspects of the cost challenge discussed in
this chapter.

DEFINITION

price = cost + margin
price: what the customer is willing to pay on the market
cost: what the company must spend to bring an offering
to the market
margin: difference between price and cost (also termed
gross margin or profit margin)

suitableforgrowth.dk

CONSIDER RELEVANT
STRATEGIES TO LOWER
THE COST
There are many strategies for lowering costs. You
can identify the best strategy for your company to
pursue by first answering four questions:
What is our starting point in lowering costs?
How do we approach lower costs?
What resources can we tap into to lower costs?
	
How do we organize to lower costs?
You can start out from two different points in
lowering costs:
You can start with existing offerings in the
	
high-end market that have high costs. This
will lead to a top-down approach that can
also be termed inside-out, since it is based
on first having an inside perspective on the
company’s current offerings and then later
considering how to adapt them to the market.
You can develop new offerings from
	
scratch—or by improving offerings from
the low end or mid-market—in a bottom-up
approach. This approach can also be termed
outside-in, since it starts with a market
perspective and then develops new offerings
(at least new to the company) targeted
specifically to this market.
Depending on your time frame, you can either
take many small steps with incremental adaptations or take a single large step with a radical new
development. This could also be termed
evolution versus revolution.
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The resources you tap into to lower costs can be either
existing resources within the company or external
resources that are hired, acquired, or in other ways
exploited by the company. Outsourcing manufacturing
to a local Chinese company is a well-known approach
to lowering costs. Acquiring or entering a partnership
with a Chinese company is another approach.
Finally, assuming your company already has a
position in the high-end market, the value chain leading
to the second position in the mid-market can be
organized as either an integrated or a differentiated
part of the existing supply chain.
These four questions and the answers you give
will determine which strategy is best for your company.
In Figure 2, one of the many potential strategies is
marked. Here are just a couple of examples of other
potential strategies:

For instance, the factors leading to the strategy
marked in Figure 2 would be a big price gap that
quickly must be closed by a company that currently is
not capable of doing this alone but has sufficient
resources to make a risky investment. These factors
may seem to describe the typical situation of a mediumsized Danish company that is well established in the

QUESTION

ANSWERS

STARTING POINT

TOP-DOWN

Develop a radical new offering for the Chinese
	
mid-market and outsource.
Form a joint venture with a Chinese company and
	
combine the best from your existing offerings.

APPROACH

INCREMENTAL

RESOURCES

EXISTING

The choice of strategy depends on a number of external
and internal factors, among others:

ORGANIZATION

	How big is the price gap between the new and
existing offerings?
How fast must the new offerings get to the market?
	
How capable is the current organization of bringing
	
new offerings to the market?
What kind of risks is the company willing to
	
take? - and what kind of resources is it willing to
invest?

suitableforgrowth.dk

INTEGRATED

Chinese high-end market and wants to grow into the
dynamic mid-market. Furthermore, in theory it can
be argued that a price reduction on the order of 50
percent can only be achieved by radically rethinking
the offerings to the mid-market from scratch. Minor
adaptations based on an existing offering simply
cannot take a price reduction this far—and this fast.

BOTTOM-UP
RADICAL
HIRE

ACQUIRE

PARTNER

DIFFERENTIATED

Figure 2. Deciding on a strategy
for lowering costs based on
answers to the four questions
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However, based on our experiences with the companies
in the SfG project, a medium-sized firm typically has
neither the resources required to develop a completely
new offering for a specific market nor the willingness
to take a risk with a new offering in a new market.
Consequently, medium-sized companies tend to follow a
top-down cost cutting approach, although a few examples
do exist of the opposite. Therefore, the remainder of this
guidebook focuses on a top-down approach with small
steps as illustrated in Figure 3. This approach has three
ingredients: readily exploit opportunities in China, start
to act like the Chinese, and mix the best from Denmark
and China. The question of resources is also touched
upon in this guidebook, but further elaborated in the
“Empower your organization” guidebook.

Price level relative to
high-end market
100 %

suitableforgrowth.dk

Readily exploit
opportunities in China
Start to act like the Chinese

75 %

Mix the best from
Denmark and China
50 %

UNDERSTAND THE EXTERNAL
CIRCUMSTANCES IN THE
MID-MARKET
As argued in the previous section, the price gap
between an existing offering and a new lower-priced
offering suitable for the Chinese mid-market is a major
factor in the strategy your company chooses. Thus,
it is useful to understand the major forces driving
down prices in the Chinese mid-market, which can be
summarized as follows:
The disposable income of Chinese households is
	
much lower than that of Danish households.
Chinese mid-market customers want “same quality,
	
half price” compared to the high-end market.
Competition is fierce in China, particularly from
	
local low-cost companies.
These forces are simply the circumstances of doing
business in China. Even though there is nothing a Danish
company can do to influence these forces, they are still
worth keeping in mind as you set out to lower costs.

Top–down
from existing
solutions

25 %

Figure 3: A top-down approach to lowering costs
with several small steps, the focus of this guide-

0%

book, versus a bottom-up approach from scratch

Bottom–up
from scratch

Lower income

lower price

lower cost

During the last decade, all major consulting companies
have published reports and books on the rise of the
Chinese middle class and the resulting opportunities
for Western B2C companies in China. Although this

book series focuses on B2B companies, it still makes
sense to understand the economic situation of the end
consumer because every supply chain eventually leads
there.
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A lower income level in
China will persist for years
to come

30,000 CNY

Middle
Lower middle

20,000 CNY

Lower
10,000 CNY

Urban

Rural

According to the National Bureau of Statistics of China, the per
capita disposable income of urban households in 2013 was 26,955
CNY (roughly the same in DKK at the current exchange rate).
In comparison, according to Statistics Denmark, the per capita
disposable income in Denmark was 203,900 DKK in 2012, more
than seven times that of China. For rural households in China, the
factor is almost twenty-three times.
The 12th Five-Year Plan running from 2011 to 2015 stipulated
that local minimum wages in China are to rise by at least 13
percent on an annual basis. In comparison, according to Statistics
Denmark, the salary levels in Denmark have increased only 1 to 2
percent during the last couple of years. So although Chinese
consumers are catching up, they still have quite a ways to go
before their buying power will match that of Western consumers.

Upper middle

Figure 4. Per capita disposable income of rural and urban households in
China in 2013 (source: National Bureau of Statistics of China)
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Lesser consumer buying power in China naturally
drives down prices in the B2C markets, where
mid-market consumers can afford products such as
cars, white goods, and electronics only when the prices
are substantially lower than Western prices. This price
pressure affects sub-suppliers and eventually B2B
companies, which also must find ways to lower their
prices.

Quality

UNDERSTAND THE COST CHALLENGE

Same quality
Half price

Customer request for “same quality, half price”
One of the companies in the SfG project asked their
sales director to analyze customer expectations
regarding quality and price in the Chinese mid-market.
The result was very simple. The customers wanted
“same quality, half price.” If you think there is a linear
relationship between quality and price, as shown in
Figure 5, this may seem like a paradox. How can the
price be reduced by 50 percent without influencing
the quality?

Figure 5: The Chinese mid-market
request for “same quality, half price”
as it defies a linear relationship
between price and quality

Price

quality: how well a product fulfills a customer’s subjective needs
performance: how well a product meets an objective measure
Quality is often confused with performance in common language—for
example, thinking a product with a longer
lifetime is of higher quality. However, if a customer needs only ten
years of life from a product, a product with a
twenty-year lifetime is not of higher quality, since any performance
exceeding customer needs does not
contribute to the degree of fulfillment and thus not to the quality. In
fact, an offering with performance that is too
high on specific characteristics can actually become of lower quality
overall—for example, a product with ten
more years of life might weigh more than the customer prefers.

suitableforgrowth.dk

DEFINITION

13

UNDERSTAND THE COST CHALLENGE

The path through this paradox is to distinguish
between quality and performance. When mid-market
customers say they want “same quality,” they actually
mean they want their needs fulfilled to the same
degree as a high-end customer and not in the same
way, since a mid-market customer may have needs
different from those of a high-end customer. Thus,
when your company sets out to lower the price of a
mid-market offering, it’s logical to take an inward look
to lower the cost, but it’s equally important to take
an outward look to better understand how customer
needs differ from those of high-end market customers
and can be a source of cost reduction.
The additional cost to improve the performance
of an offering usually follows the law of diminishing
returns, where the first part of a performance improvement can be achieved at lesser cost than the last part,
as shown in Figure 6. Understanding the concept of
this relationship between performance and cost can
be a key to lowering costs for the mid-market, where
accepting slightly lower performance can lead to a
radical decrease in cost.

Performance
100 %

High-end
offering
80 %

Mid-market
offering

Cost
20 %

100 %

Figure 6: How a radically lower cost can be achieved by slightly lowering performance,
thanks to the law of diminishing returns

suitableforgrowth.dk
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Fierce lower-priced competition
While most international companies in China operate
in the high-end market, most of the local competitors
in China operate in the low-end market. When both
parties move into the mid-market, as shown in Figure
7, the local companies are most likely to end up in a
lower-price position.
Thus, as a rule of thumb in China: Whatever
you’re offering to the market, there will always be a
lower-priced alternative from a Chinese competitor.
And if there isn’t, your customer will try to force you—
or someone else—to make one, as exemplified by the
smuggling case. Your Chinese customers will go far
to get a lower price, and your competitors will follow
them all the way.

HIGH END

International company
moving down to mid-market

MID-MARKET

LOW END

Local company moving
up to mid-market

Figure 7: Local companies occupying a lower-priced
position in the mid-market due to their starting out from
the low-end market
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SET THE TARGET COST AT
THE RIGHT LEVEL
A company can follow a lot of different pricing
strategies when entering a new market. However, a
market-oriented pricing strategy is the obvious choice
when the challenge is to get from an established
high-end position to a new mid-market position where
price is one of the biggest considerations for customers.
Thus, when the price the customers are willing to
pay and the acceptable margin for the business are
known, the formula cost = price – margin gives the
target cost for the company.
Naturally the price differences between the high
end and the mid-market differ from industry to industry,
but based on the experiences of the companies
participating in the Suitable for Growth project, you
can expect prices in the mid-market to be on average
50 percent of the prices in the high-end market.
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CASE

Lowering the price substantially
to get into the mid-market
The companies participating in the SfG project priced their mid-market
offerings at anywhere from 25 percent to 80 percent of the price of their
high-end offerings.

Price level in
high-end market

100 %
75 %

Price level in
mid-market

50 %
25 %
0%
Anonymous

Kruuse

Gabriel

Desmi

Micro Matic
suitableforgrowth.dk

Getting the price level right for a specific offering is
too important to be left only to general considerations
on a macroeconomic level or simple guesswork based
on insufficient market insight. Instead, it’s necessary
to get a deeper understanding of the market by
interacting with potential mid-market customers.
The guidebook “Know your customers” suggests
several ways to interact with customers.
Of course, the key information to extract from
customers in the context of this guidebook is: What
are you willing to pay for a product like this? Customer
interactions on this pricing question should be both
concrete and investigative.
Concrete—Present a prototype or an actual
	
product to the customer to avoid an unreliable
response based on wrong assumptions or
guesswork.
Investigative—Inquire into the reasoning of the
	
customer who is evaluating a product. If the
customer is simply presented with a product and
asked about the ideal price, the answer will most
likely be a rough guess based on a comparison
with similar products on the market. But a simple
answer on price alone is not very useful in the
cost-reduction process where compromises must
be made to reach a lower cost level. Use a tool
like feature value analysis to investigate the
customer’s reasoning, and remember that Western
companies typically can charge a premium for
their reputation of delivering higher quality.
Even with the best of preparations, though, it’s possible
to not get the price level right on the first attempt, as
the company in the case learned. Remember that the
Chinese mid-market is very dynamic and prepare to
keep adjusting the price level.

17
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CASE

Adjusting to get to the
right price level
A Danish company acquired a Chinese company to get into
the Chinese mid-market with a lower-priced product series
than their own high-end products. With their current market
knowledge, they believed the products of the Chinese
company, which were priced approximately 25 to 50
percent lower than their own products, would fit right into
the Chinese mid-market. But it turned out the products were
priced for the highest end of the mid-market, so later the
company introduced a third brand for the lower midmarket.

HIGH END

UPPER MID-MARKET

LOWER MID-MARKET

BRAND
#1

BRAND
#2

BRAND
#3

LOW END

It’s not straightforward to figure
out driving in China - nor is
finding the right price level.
suitableforgrowth.dk
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Pricing a product that
doesn’t compare to
anything else
When Micro Matic planned to introduce the
FlexiDraft system to the Chinese draft beer
market, they initially asked customers (breweries)
and end users (owners of smaller restaurants and
bars) about the ideal price for the system.
However, it turned out that neither could give
any valuable feedback since the FlexiDraft
system is a new concept that doesn’t compare to
anything else for sale.
Micro Matic had to compare the value
proposition of the FlexiDraft system to that of
a conventional draft beer system and price it
according to projected cleaning cost. With the
FlexiDraft system, the beer line is replaced when a
new keg is opened, so the monthly cleaning cost
increases with the number of kegs consumed. With
the conventional system, the beer line is cleaned
at regular time intervals, so the cleaning cost is
independent of the number of kegs consumed.
Micro Matic wants a specific tipping point
between the two systems, as shown in the
figure, to make the FlexiDraft system attractive
to smaller outlets. However, since the labor cost
of cleaning a conventional draft beer system is
lower in China, the challenge for Micro Matic is
reducing the cost of the beer line for the
FlexiDraft by approximately 50 percent.

suitableforgrowth.dk

CASE

Monthly
cleaning
cost
FlexiDraft
system is
cheapest

Traditional
system is
cheapest

FlexiDraft
system

Conventional
draft beer
system

Consumption
in kegs
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How to analyze feature value
Use this tool to investigate a customer’s willingness to pay for various features.

Describe
features

Present
features to
customer

Rank features
in declining
order

Quantify
value of each
feature

Discuss cost
vs. price for
features

TOOL

Describe all the features of a given offering that are considered of value to the customer. A
feature can relate to a product or to services like training and maintenance. Also try to associate
a cost with each feature, although this can be difficult—especially for integrated features.

Present the offering and all of its features to the customer. Ideally this presentation should be as realistic as
possible, preferably in the setting of the intended use of the offering. Do not reveal the cost of each feature.
Let the customer add features of value that initially were not thought of.

Ask the customer to rank the features in declining order with respect to value. Use comparative questions like
“Is this feature more valuable than this feature?”

Ask the customer to quantify the value of each feature with questions like “How much more are you willing to pay
if this feature is included in the offering?” Beware this can be difficult to quantify.

Discuss with the customer any features for which there is a radical difference between the cost to include and the
willingness to pay a price.

You can use the customer’s responses to the feature value analysis to discuss these questions inside your company:
	Which features should/should not be included in the offering because they are of high/low value to the customer?
	Which features are easy/difficult to include in the offering because of a gap between the cost of providing the feature
and the willingness of the customer to pay for the feature?

suitableforgrowth.dk
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The final step toward getting the target cost right is
to determine the margin. Many Western companies
operate with a uniform margin in all their markets and
thus expect to operate with the same margin in China.
This may be possible in a high-end position with only
international competitors in China, but it is hardly
possible in a mid-market position, where local Chinese
competitors are operating with very thin margins.

CASE

Operating with
razor-thin margins
in China
maker,
third largest smartphone
Xiaomi, now the world’s
3. In
201
in
t margin in China
operated with a 1.8 percen
an
d
orte
mobile division rep
comparison, Samsung’s
d 28.7
orte
rep
percent and Apple
operating margin of 18.7
percent for 2013.

GUIDELINES

A market-oriented pricing
strategy to determine
target cost

28.7 %
18.7 %

1.8 %

1.	Determine the price customers are willing to pay for a

given offering.
2.	Accept a lower but sustainable margin for the China
business.
3.	Calculate the target cost by using the formula
cost = price – margin.

Source: Reuters
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BE AWARE OF INTERNAL
BARRIERS
We have argued that the cost-reduction challenge
originates from the demand by Chinese mid-market
customers for lower prices and is compounded by
competitive pressure from local Chinese companies
offering low-cost solutions. The unfamiliarity of
operating in China makes it even more troublesome
for a Danish company to take up this challenge. It’s
easy for Danes to consider the cost-reduction
challenge as something imposed upon them from
China, thus causing the company to focus all their
attention on external matters. But a set of internal
barriers further complicates the cost-reduction
challenge—so don’t turn your back on the situation in
Denmark. An obvious internal barrier is the cultural
clash between high-end and mid-market mindsets.
This barrier is treated in the “Empower your
organization” guidebook.

Employees possessing only high-end
competencies
Another barrier to lowering costs is the high-end
competencies of employees that cause them to make
everyday decisions more or less unconsciously that
favor quality considerations over cost considerations.
Although cost is always an issue in a company, cost
considerations will automatically take a back seat to
quality considerations in a company positioned at the
higher end of the market. In this company, employees

make decisions without considering cost since they
are accustomed to focusing only on quality. Low cost
is simply not on their minds.
Sometimes the competency barrier originates
from a lack of competencies, as when employees
simply don’t know how to lower costs since their
competencies are tuned in to the high-end market, as
exemplified in Table 1. Once identified, this barrier
can be overcome by either developing the competencies
of employees or acquiring new external competencies.
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EXAMPLES OF DIFFERENCES IN COMPETENCIES REQUIRED TO BRING
OFFERINGS TO THE HIGH-END MARKET VERSUS THE MID-MARKET
Table 1

FUNCTIONAL AREA

R&D

COMPETENCIES FOR HIGH-END MARKET

Develop new technologies at the leading edge
	
and create differentiated products

Manufacturing

Optimize processes to attain high surface
	

COMPETENCIES FOR MID-MARKET

Develop products based on mature
	
technologies or exploit open platforms

Outsource or offshore to China

qualities and tight tolerances

Sales

Sell with value propositions based on total cost
	
of ownership and such

suitableforgrowth.dk

Build relationships in a new market segment
	
Sell on the basis of value for money
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Finding a lower-cost manufacturing
method in China

CASE

Gabriel, the Danish furniture fabric company, has develo
ped a method of creating three-dimensional
patterns in fabric by using electronic welding equipm
ent to laminate the fabric together with a filling.
The fabric is targeted to customers buying large quanti
ties, typically in the high-end market, since the
investment in welding equipment ranges from 50,000
to 300,000 DKK per pattern. A Chinese customer
approached Gabriel in China to ask for a cheaper solutio
n, since he needed only 100 meters of fabric.
A textile developer in the Chinese subsidiary searched
and found an alternative manufacturing process
based on stitching, where the investment in equipment
is zero. The fabric manufactured by stitching
is much cheaper for the smaller quantities typically ordere
d
by mid-market customers, but it has a feel similar to the
fabric
manufactured by electronic welding. Maybe a Danish
developer
at HQ could have come up with the same solution, but
a Chinese
developer will always be more in tune with the market
needs and
lower-cost manufacturing opportunities in China.

suitableforgrowth.dk
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GUIDELINES

How to overcome a lack of competencies
A lack of competencies for bringing low-cost offerings to the market can be overcome in
four ways:

High
Low

Ability to lower costs

	Develop the competencies of existing employees.
	Hire new employees with the right competencies.
Outsource to a local Chinese company with the right competencies.
	Partner with or acquire a company with the right competencies.

Develop own
employees

Hire new
employees or
partner

Outsource

Partner/
acquire

Low

CASE

Acquiring mid-market
offerings locally in China
A Danish company tried to make a low-c
ost product for
the Chinese market and others, but they
didn’t succeed.
Their engineers at HQ, who normally deve
loped highend products, didn’t have the know-how
and mindset
to develop low-cost products. The Chine
se market was
strategically important for the company,
and it was critical
for them to get in quickly. So instead of
spending valuable
time developing the competencies withi
n the company,
they decided to acquire a local Chinese
company that
was already established in the mid-market
with suitable
offerings.

High

Gap between high-end and
mid-market costs

suitableforgrowth.dk
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Being a small company from far away
Another internal barrier to lowering costs is being a
medium-sized Danish company setting out to enter
the Chinese mid-market. Being small and entering a
market far away simply makes lowering costs more
difficult.
One of the most commonly used means of lowering
costs is exploiting economies of scale. Buying relatively
more units from a supplier will always result in a
lower price per unit. Although the Chinese mid-market
has the potential to become a larger market than the
existing high-end market over the long term,
initially it will be a smaller market for a newcomer
since, as argued in the “Scale your distribution”
guidebook, it’s not possible to penetrate the entire
Chinese mid-market all at once. This is true for companies of all sizes. However, medium-sized companies
generally have smaller market shares than larger
companies and fewer resources to scale upquickly, so
these smaller companies cannot exploit economies of
scale in the same manner.

Another means of lowering costs is partnering
with a local Chinese company. But a medium-sized
company is a less attractive partner than a larger
company since the medium-sized company typically
orders smaller batch sizes from their suppliers. At
the other end of the value chain, distributors also
prioritize companies with a broader product portfolio
and a larger sales volume, making it difficult for a
medium-sized company to get the same attention as a
larger company.
The geographical distance between Denmark and
China also constitutes a barrier to lowering costs. If
manufacturing takes place in Denmark, or any other
place far away from China, the distance incurs extra
costs. Furthermore, being far away from the customer
hinders dialogue and thus understanding of
opportunities to lower costs.
The barriers to lowering costs that we have
discussed can of course be eliminated by moving
manufacturing to China, which is treated in detail in

the next chapter. However, another set of barriers to
cost reduction will remain—the cost of foreignness.
Differences in regulations, governmental procedures,
culture, language, and the like incur extra costs, since
either intermediaries are needed to help Danish
companies with things that are done differently in
China, such as doing a market analysis or getting
product approvals, or a company must adapt to the
differences by acquiring competencies, as in hiring
Chinese employees with English language skills.
On the other hand, being a small company from
far away also has its benefits. For example, subsidiaries
of smaller companies typically have more freedom to
operate in China and pursue local opportunities to
lower costs. Larger companies tend to impose global
standards on their subsidiaries. Foreign companies
also have a reputation for being more trustworthy
when doing business, and they are more attractive as
partners given their higher level of technology.
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IN BRIEF
The challenge and the opportunity are
perfectly matched in China, but only if a
company is present in China and exploits all
the opportunities being offered.

Luckily, the challenge of lowering costs for the
Chinese mid-market is matched by the opportunities for lowering costs in China, as shown
in Figure 8. Establish manufacturing in China—

“Made in China for China”—is just the first step.
Adapting your business to take advantage of
further opportunities for lowering costs in China
is also necessary.

Establish manufacturing in China to
	

Chinese
margin

Price in Chinese
mid-market

Cost
reduction
to keep
margin

“Made for China”
Chinese mid-market
customers require
lower prices

Chinese
cost level

Price in
Western markets

Price
reduction
(up to 50%)

Cost
opportunity

Western
margin

Price
challenge

Western
cost level

eliminate the costs imposed by the geographical distance between Denmark and
China.
Don’t “copy and paste” when moving from
	
Denmark to China but consider all the
local opportunities to further lower costs.
Think in terms of using manual processes
	
with less automation to fully exploit the
lower cost of labor in China.
Be prepared for costly surprises that may
	
come up as you exploit opportunities in
China.

“Made in China”
China offers opportunities for
low-cost manufacturing

Figure 8: The match between the price challenge and the cost opportunity in China
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ESTABLISH MANUFACTURING
IN THE MARKET
Ever since China opened up to foreign investments in
the late 1970s, Western companies have been moving
manufacturing to China to lower costs, so plenty of
books and other resources are available to consult on
this topic. Initially, Western companies did manufacturing in China for export to global markets and
basically exploited the advantage of manufacturing
cheaply in one place and selling expensively in
another place. Lately, as the rapid economic growth of
China has created a home market, goods are being
manufactured in China for the Chinese market. Most
recently, where the rise in salary levels in China hasn’t
been matched with an increase in productivity, some
Western companies are moving manufacturing out of
China to other low-labor-cost countries or increasingly
automating their manufacturing in high-labor-cost
countries. And some Western companies are moving
their manufacturing out of China to be closer to their
primary non-Chinese markets.
Importing to China may still be a feasible setup
for a Danish company in the high-end market. But in
the Chinese mid-market, the pressure to lower prices
doesn’t leave much room for Danish companies to pay
the kinds of costs shown in Table 2 that are added
due to the geographical distance between Denmark
and China.
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EXTRA IMPORT COST ELEMENTS RELATED
TO MANUFACTURING OUTSIDE CHINA
Table 2

REASON FOR
EXTRA COST

Higher transportation cost

ELEMENTS OF EXTRA COST

	Direct cost of transportation
	Indirect cost of inventory being “stocked” during transportation,
thus reducing working capital

Longer delivery time

	Less flexibility to increase/decrease volume according to
market demands
	Need to stock more products close to the market

Import barriers to China

	Import duty
	Documentation and approval of products according to Chinese
regulations (also relevant for local manufacturing)
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CONSIDER LOCAL
OPPORTUNITIES
Establish manufacturing in China will eliminate the
cost elements related to physical distance and import
barriers. The next step must be to adapt the business to
the opportunities being offered in China. For instance,
your company may decide not to set up the new
factory along the same lines as an existing factory
in Denmark but instead to take the opportunity to
follow the Chinese way of building a factory. In China,
construction methods are different, different materials
are available, the workforce has a different skill set,
and so on. Be particularly aware of local opportunities
for lowering costs if your company has been manufacturing in China only for export because getting a high
price for exported goods may have distracted you from
continuously bringing the cost down to the local level.

Another opportunity is not to equip the factory
with hardware (machines, tools, instruments, and
such) and software (management information
systems, enterprise resource planning systems, and
the like) from Western companies but instead to buy
equipment from local Chinese manufacturers. The
equipment is cheaper, the workforce will be more
familiar with operating this equipment, and the
service level of a local supplier can be just as good
as, and sometimes even better than, the service
provided by a foreign equipment supplier. However,
a number of exceptions and considerations exist. In
some cases, a company may be closing down a factory
in Denmark or somewhere else to reopen it in China,
so they have surplus equipment that can be shipped
to China instead of buying new. If this is true, do the
business cases for all options. In other situations, the
existing manufacturing equipment is central to the

Giving in to the Chinese way
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their first factory in China in 1996
A Danish company established
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China for this company.
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CASE

business and cannot be replaced because it has been
built specifically for the manufacturing process, has a
level of performance that cannot be matched by local
equipment, is based on intellectual property that the
company dares not expose in China, or for some other
reason.
The alternative to offshoring—that setting up your
own factory in China with a green field investment—is
of course to outsource to, partner with, or acquire
a local Chinese company. Plenty of literature exists
on this topic, but, for the sake of lowering costs, remember this is not a one-time-only activity. Lowering
costs is a relentless effort to find better and cheaper
opportunities in the large web of Chinese suppliers
characterized by a long chain of intermediate subsuppliers. The manufacturing process of any company
usually depends on a number of suppliers—materials
and component suppliers as well as manufacturing
sub-suppliers. Some large companies like the major
automakers are in position of power and can force
their suppliers to follow them to China to further lower
costs. But a medium-sized company is rarely in such
a position and therefore has to consider how either
to build a new supplier base in China or import from
existing suppliers.
Yet another opportunity is to replace components
in the product with lower-cost components from local
Chinese suppliers. Sometimes components are so
standardized that they can readily be replaced in a
product—for example, a motor with a standardized
electrical and mechanical interface—without any
design changes required. At other times it takes
minor design changes to substitute components, but
given that the product is going to be adapted to the
mid-market, these design changes can be part of the
overall change.
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CASE

Testing in China if
“Made in China”
Gabriel has a global quality standard for
their furniture fabric that specifies
performance parameters such as colorfastness
when exposed to light. The quality of a fabric
is traditionally tested by HQ. However, when
the Chinese subsidiary developed a new
product for the mid-market, they decided
to use a local Chinese laboratory to do the
quality testing in order to avoid transportation
time to Denmark and thus substantially
reduce the development time.
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Choosing local Chinese component
suppliers to lower costs

CASE

A Japanese original equipment manufacturer (OEM) of compressors moved their manufacturing to
China. A critical and costly component in a large compressor is the oil pump that lubricates the gear box
and the impeller. At first the OEM imported oil pumps from their original Japanese supplier but then
shifted to a local Chinese supplier to lower costs.
The Chinese supplier happened to be Desmi, one of the companies in the SfG project, which was
fully established in China with development, manufacturing, and sales. The two main components in
an oil pump are the pump and the electrical motor driving the pump. Desmi lowered their costs by 30 to

40 percent by modifying an existing design from their Western markets so that, among other things, the
bearings in the motor also function as bearings for the pump. Desmi is considering using a local supplier
of electrical motors to further lower costs.
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THINK AUTOMATICALLY IN
MANUAL
Normally Western companies think of China as a
source of low-cost labor, and numerous macroeconomic analyses, just one of which is represented in
Figure 9, point to the labor cost in China as the main
competitive edge that Chinese companies have over
Western companies.
But if we zoom in to the company level, lower labor
cost alone does not always explain the lower total
cost. Chinese companies like BYD take advantage of
the lower labor cost to have more work done manually
instead of investing in automation, and in these cases
it’s actually the lower equipment cost that results in
the lower total cost. Although the scale at which BYD
operates is not comparable to that of a medium-sized
Danish company, the principle of shifting capitalintensive processes into labor-intensive processes is
still relevant. Be aware, however, that the balance will
shift as labor costs increase and the cost of automation
decreases. Other larger companies operating in China,
like Foxconn, are starting to report increased use of
robots that are decreasing in price. Again, do the
business case.
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Wages

39.41 %

Subsidies

16.71 %

Network clustering

16.02 %

Undervalued currency

11.44 %

Counterfeit and piracy

8.63 %

FDI

3.09 %

Health and safety

2.44 %

Environmental

2.26 %

Total

100 %

Figure 9: Relative contributions of the major economic drivers of the competitiveness of
Chinese companies compared to U.S. companies (source: Peter Navarro, The Economics of
the “China Price,” China Perspectives 68, 2006)
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CASE

Paying less for equipment
to keep costs low
BYD is mostly known as a Chinese car manufacturer, but they started
as a manufacturer of batteries. The inner parts of a battery must be
manufactured in a dust-free environment and traditionally were
made in large clean rooms with a high degree of automation and just
a few people working in special clothes. However, when BYD started
up manufacturing they couldn’t afford such an expensive setup.
Instead they built small glass boxes that the employees could put
their hands into to do the manual assembly work on the batteries.
Later on, when scaling up the business, BYD kept the principle
of intensive manual labor and low equipment cost, as shown in
Table 3. The key to a cost less than 20 percent that of a competitor is
not the direct labor cost, which is almost comparable, but rather the
smaller investment in equipment, which is twelve times less than
that of the Japanese company.

Try to think in minimum solutions
when establishing in China
- just like this "restaurant."

suitableforgrowth.dk
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COST ADVANTAGE OF BYD COMPARED TO JAPANESE COMPANY
Table 3

PRODUCTION
CAPACITY

BYD

JAPANESE COMPANY

100,000 units/day

100,000 units/day

2000
1,500 CNY

200
23,600 CNY

50 million CNY
10 million CNY

690 million CNY
138 million CNY

Similar
N.A.

Similar
N.A.

1 CNY

5-6 CNY

COST STRUCTURE
1. Salary
Number of employees
Monthly salary
2. Equipment
Investment
	Annual depreciation
(over five years)
3. Raw material
4. Overhead

ESTIMATED UNIT
COST OF ONE BATTERY

Source: Rongping Kang and Yinbin Ke, “BYD’s path of success and future potential risks,” in J.-F. Huchet and W. Wei, eds.,
Chinese Firms in the Era of Globalisation, China Development Press House, 2008
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Manual labor also brings increased flexibility in
manufacturing and assembly, where shifting between
batches to adapt to market needs will has a relatively
lower cost than with an automated system. This flexibility is a big advantage for a medium-sized company
operating in a dynamic environment like the Chinese
mid-market.

BE PREPARED FOR COSTLY
SURPRISES
Even though exploiting opportunities in China is
a necessary ingredient of lowering your costs, you
must also be prepared for surprises that can end up
costing more. For example, the downside to relying
on lower labor cost and less automation to lower costs
is that when your endeavors to get into the Chinese
mid-market finally take off, scaling up manufacturing
based on manual labor is not cost efficient, even if it’s
possible to duplicate a manual setup by hiring more
employees. Be sure to build this expectation into your
project plans.
Another costly surprise for Danish companies that
establish manufacturing in China is the effort required
to train the workers operating the manufacturing
equipment as well as the manual assembly workers.
The vocational education level of a Chinese worker is
much lower than that of a Danish worker, and even
worse, the employee turnover rate is so high that
training can be an endless effort. The only comfort
is that this is an equal burden for all employers in
China. The training cost can be reduced by employing
manufacturing processes that are less advanced,
assembly processes that are less complex, or jigs
to provide better guidance to the operations of the
workers.
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Manufacturing in China,
assembling in Sweden—
and then selling in China
A company moved manufacturing to China to lower costs
but then realized that sometimes the Chinese government
specified “not made in China” in their tenders, so the
company shipped components from China to Sweden,
assembled them there, and shipped them back to China
for sale. The additional cost of shipment was compensated by the extra business.

Yet another costly surprise arises from the lower
manufacturing quality in China. More products are
either scrapped or reworked before reaching the market.
Once in the market, products that malfunction or fail
also incur higher warranty costs. However, this can
partly be counterbalanced by having more low cost labor
fixing problems both before and after the products
reach the market. The Chinese are famous for their
endless recycling and are very creative in finding uses
for scrap material.
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IN BRIEF
The Chinese are masters at lowering costs.
Leave behind your prejudice that Chinese
companies are inferior to your own company
and start to learn from their ways of doing
things.
Recognize that for a Danish company
	
operating in China, the drivers of a
too-high costs are more often the indirect
costs that are more or less unconsciously
transferred to China rather than direct
labor and material costs.
Be particularly aware of overhead and
	
operate more like a Chinese company,
cutting out luxuries like heating and
cooling to save costs.
If you find a copy of your product on the
	
Chinese mid-market, consider the copy a
source of inspiration about how to lower
production costs.
Accept that a Danish company will always
	
have higher costs in China than a local
Chinese company, regardless of your
efforts to become as Chinese as possible.

When a Danish company gets established in China,
they more or less transfer ways of operating from
their setup in Denmark, even when acquiring or
partnering with a local Chinese company. Sometimes they do this consciously because it reduces
risk, and at other times it happens unconsciously
because alternatives are not even considered.

However, lowering costs should be deeply rooted
in the culture of any Danish company that sets
out to enter the Chinese mid-market. This chapter
draws attention to some aspects of operating like
the Danish where it might be better to act like
the Chinese, who are masters at lowering costs.
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LEAVE YOUR INDIRECT COST
AT HOME

Profit

The most obvious approach to learning how the Chinese
operate is to make a direct comparison of the cost of
making a product in China for a Chinese company and
for a Danish company. Although the comparison in Figure
10 uses cost figures from a larger Danish company, the
pattern is most likely generic. Surprisingly, the biggest
difference is in the indirect cost (including overhead)
and not in the direct labor and material cost, which is
almost comparable.
Even more surprising is to learn that in some
cases the direct cost can actually be larger for a
Chinese product than for a Danish product.

Overhead

Indirect production cost
Direct labor cost

Direct material cost

Chinese
company
in China

Danish
company
in China

Figure 10: Differences in cost breakdown between a Danish and a Chinese company
operating in China (source: Asia Base)
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Finding a higher
direct cost for a Chinese
product—but a lower
indirect cost
se
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the lower total cost of the Chinese product was
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possible not by a lower direct cost but rather by
indirect cost.
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Learning the secret
of lower costs of the
Chinese
When asked about the drivers of a lower cost, the head
of R&D of a local Chinese company listed these:
	lower development cost because they reengineer
existing products, work harder for lower salary,
document less, and don’t test their products
extensively
	lower overhead cost because they have very lean

operations without marketing
	lower manufacturing cost since they use
lower-quality components
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DON’T BRING YOUR
OVERHEAD TO CHINA
Part of the indirect cost is overhead, and this is another
area where Danish companies typically pay more than
Chinese companies. Danes are used to a comfortable
workplace, and they transfer this expectation to China
when setting up a factory. What Danish companies can
learn from the Chinese is that saving money on overhead
costs such as heating can be done in smart ways,
particularly in uninsulated Chinese factories.

The Chinese are not
ld
uncomfortable working in a co
t
factory in the winter. They jus
wear warm clothes.
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Heating critical work areas

CASE

C . C. Jensen designs and manufactures oil filtration systems for the wind power industry, among others.
When the large Western wind power manufacturers moved to China in the early 2000s, they more or less
forced their sub-suppliers to follow them. So C. C. Jensen opened an office in Beijing in 2008, and in 2009
they decided to open a factory.
The typical factories in China were too big for their needs, so to lower costs they decided to share a
factory with several other Danish companies. Unfortunately, the factory had only single-pane windows
and very little insulation, so during the winter the indoor temperature was too low for assembly of fine
mechanics. They got around this by heating just a small insulated area inside the building where the
assembly took place.
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Cooling with ice
cubes and fans
When Vikinor took over a factory in China,
they didn’t want to install a costly air condition
system, since the building was neither isolated
nor air tight. However, new working climate
regulations are now forcing Vikinor to find a
cooling solution for the warmest months of
the year. So far, they have chosen the simplest
possible installation: large ice cubes and fans to
spread the cold air.

tolerances.
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Chinese think it’s strange they have
to take their warm clothes off
when coming to work in a Western
company, because they also wear
this in their cold private homes.
CHINESE FACTORY OWNER

In fact, once you start consciously looking for Chinese
ways of operating, you will most likely start to notice
various overhead elements that add to the indirect
cost, such as production equipment imported from
Western companies, manufacturing processes based
on a high degree of automation, global standards for
IT systems dictated by HQ, fees contributed to HQ
for unspecified support, or an expensive location in a
tier-1 city.
The root cause of these overhead expenses can
always be traced to Denmark, either directly to HQ
imposing specific ways of operating in China or
indirectly to a Danish general manager bringing
non-Chinese ways of thinking to the subsidiary. A
former general manager, now back in Denmark and
replaced by a local Chinese general manager, said
it very precisely: “It is not possible with a Dane as
general manager to compete 100 percent in the
Chinese mid-market.” Just the expense of bringing a
Danish family to China and having children in international schools is several times what it would cost to
hire local Chinese employees. Still, as argued in the
“Empower your organization” guidebook, this can be
a necessary investment during the initial steps into
China.
suitableforgrowth.dk
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COPY FROM THE COPYCAT
Many Western companies fear losing intellectual
property to copycats when going into the Chinese
market, since local companies have the reputation of
being the best in the world at reverse engineering a
product and quickly bringing a low-cost copy to the
market. Try to look at this situation as an opportunity,
not just as a threat. A key principle in creativity is
to stay open to inspiration. Remember that Chinese
culture has a different perception of imitation. Some
even go so far as to argue that in China copying
something is a way of showing deep respect.

Imitation is the sin
cerest
form of flattery.
CHARLES CALEB
COLTON, 1824
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CASE

Asking a Chinese
company to copy a
product
A German company manufactured professional tools
for the premium market and wanted to outsource to
a local Chinese company to lower costs. However, the
German company was afraid to reveal technical details,
so they didn’t give the blueprints to the Chinese but just
requested a quote for replicating one of their products.
The result was surprising. The quality of the replication
differed only in minor ways from the Germany model,
and the speed of the reverse engineering process was
shocking. Finally, the quoted price for the product was at
the level of the cost of raw material in Germany.

The Stihl chainsaw company destroys
4,450 copies from China. Did they learn
how to lower costs before destroying?
suitableforgrowth.dk
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ACCEPT THAT A DANISH
COMPANY CAN NEVER BE
A CHINESE COMPANY
Taking the message of this chapter to the extreme
would point to buying or partnering with a local
Chinese company. However, even when a Danish
company tries to become as Chinese as possible, with
Chinese employees and suppliers, the cost will still be
higher than for a Chinese company because the relationship with HQ will always add a cost element—for
example, necessitating hiring Chinese employees with
English language skills. Additionally, local suppliers
will know a company is not Chinese and will behave
differently when negotiating prices. Fortunately, the
liability of foreignness has a mirrored benefit at the
other end of the value chain, where customers may be
willing to pay a premium to a non-Chinese company.
Thus, acting like the Chinese should only be done
purposefully to lower costs and should not be taken
to the extreme. Only the best ideas from China about
lowering costs, listed in the guidelines, should be
mixed with the best of Denmark, the topic of the next
chapter.

If service doesn’t
matter, save costs
with a less qualified
employee.

China has
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fiftieth the
approximately onest coin in
value of the smalle
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ence in thinking
er
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about cost savings?
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GUIDELINES

Some ways a Danish company can act more Chinese to lower costs
	
Keep salaries on a Chinese level. Danish companies in China tend to
pay their employees too much, especially at the management level.
Don’t ask other foreign companies about their salary level in China.
Ask the Chinese. Be critical of statistics from headhunters that may be
based on foreign companies.
	
Match an employee’s competencies precisely to the job position.
Danish companies tend to send their “best employees to China thus
guaranteeing that they will be overqualified". A Chinese employer,
on the other hand, tends to have underqualified employees who are
challenged on their competences while satisfied with their salary level.
Recruit to the management level from within the company. Develop
employees to become the future managers of the company instead of
spending money on expensive headhunting and attracting managers
from other companies.
Minimize the middle management layer. A Chinese company has
fewer employees at the middle management level and minimizes the
overlap between employees. It’s more common a superior, not a colleague, takes over temporarily when an employee leaves the company.
Let the workers work. Chinese employees are eager to make more
money and willing to work more hours to do it. They ask “How many
hours must I work to get this salary?” and not “What will my salary be if
I work this number of hours?”.
	
Keep negotiating for lower prices. Chinese companies are relentless
in their search for lowering costs, and their level of granularity is several
times smaller than that of a Danish company. They simply never stop
optimizing cost.

 ave on energy costs. Chinese companies use less energy on heating,
S
cooling, lighting and other energy-consuming tasks.
Reduce testing. Chinese companies will rather be fast to fix problems
if the occur, than invest a lot of effort to prevent problems to occur. A
lower price is of course part of the explanation why customers can
accept product that are more likely to fail, but Chinese companies are
also better in tune with acceptance level of the customers.
Reduce involvement from legal. Chinese companies use less
resource on legal issues when drafting and negotiating contracts, and,
like above, trust problems will be solved if the occur.
Integrate vertically. Chinese companies will seek to insource the
processes of a sub-supplier or a distributor in order to capture their
margins. As argued in the “Scale your distribution” guidebook, this is
the reason your Chinese distributor will always search for ways to take
over your business—and your supplier too.
Chinese companies can also be very creative, even at the border of the law,
about saving costs by “wining and dining” authorities to minimize taxation,
get cheap land for construction of factories, avoid paying social fees, and
so forth. A Danish company may have ethical guidelines preventing them
from taking these measures.
In conclusion, the path to lower costs in China consists not of a single
step but rather a multitude of steps in various directions relentlessly
searching for cost savings everywhere.

 educe scrap. Scrap materials are recycled in Chinese factories and
R
obsolete materials are used creatively elsewhere.

suitableforgrowth.dk
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IN BRIEF
Because Chinese companies are masters of
low cost, a Danish company can never
compete on cost by playing the Chinese game
in China but must bring something unique
from Denmark to gain a competitive edge.
Remember these points:
Economies of scale can better be exploited
	
by companies that are present in more
markets.
Western companies typically have
	
superior product and manufacturing
technologies.
China, unlike Japan, has not based its cost
	
competitiveness on advanced management
principles, and Western companies still
have superior principles for lowering
costs. Just be aware of the Chinese
context when transferring such principles
to China.
The majority of a product’s cost is com	
mitted during the design phase, so Danes
can prove that they are more creative
than the Chinese, by developing a radical
new product concept with a lower cost.
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The previous two chapters have argued that to
lower costs a Danish company has to establish
manufacturing in China, exploit local opportunities, and act like the Chinese by finding savings
everywhere. However, a Western company will
never be able to compete with local Chinese
companies on cost simply by trying to become
more like them. Low cost is the home turf of
Chinese companies, and a Western company
cannot win head-to-head on this battlefield.
Thus, Danish companies need to leverage
their authentic advantages in this battle to stand
a chance of outcompeting. The “Leverage your
core” guidebook argues for finding the core
competencies that in general can give a Danish
company a competitive edge in China. This
chapter supplements that guidebook by focusing
on the advantages Danish companies can exploit
to lower costs.

EXPLOIT THE DUALITY OF
BEING A DANISH COMPANY
IN CHINA
An obvious difference between a Danish company
in China and a local Chinese company is that
the Danish company stands on two legs, one in
Denmark and one in China, while the Chinese
company stands on only one leg—unless, of
course, they have also gone global.
From a market perspective, this duality can
lead to lower costs by allowing a company to
exploit economies of scale. Taking advantage of
economies of scale does require commonalities
between the offerings for different markets being
served by the company, and this might seem to
argue against adapting solutions to the Chinese
mid-market. But the commonalities between the
offerings don’t have to be in the physical product
but can be in components and modules used in
manufacturing or in technological know-how, as
elaborated in the next section.
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TRANSFER SUPERIOR
TECHNOLOGIES
Western companies are still ahead of China on
registering and exploiting superior technologies,
although more and more patents are being registered
by Chinese companies with Huawei Technologies being
one of the most prominent. Superior technologies can
contribute to lower costs in at least three ways.
First, the direct material cost can be lowered by
product technologies that optimize the use of materials,
so that the same level of performance is achieved with
fewer materials and components. Consider for
instance the manufacture of lightning equipment
using light-emitting diode (LED) technology. A company
that knows how to optimize this technology can get
more light from and a longer lifetime from a single
LED and thus can use a smaller set of components
in a product while still maintaining the same level of
performance.
Second, both the direct material cost and the
labor cost can be lowered by using manufacturing
technologies that reduce material usage and processing
time. For instance, the design of dies with material
inlets in the technology of plastic injection molding
influences both the amount of scrap material and the
cycle time of each casting.
Third, the product development cost can be
lowered by exploiting superior technologies across
markets. Once the cost of developing some technologies,
like software, has been incurred, the technology can
be duplicated in products without incurring additional
material or production costs compared to using an

inferior technology. Thus, a Western company, unlike
a local Chinese company, can use the same superior
technology in an offering for the Chinese mid-market
and recoup the cost of developing the technology
through sales in less price-sensitive markets.
A related advantage for Western companies in the
Chinese mid-market is that taking a superior technology
that it already possesses and purposely downgrading
its performance so it can be sold more cheaply on the
Chinese mid-market is less costly than developing a
new inferior technology, whether from scratch or by
copying. Again, this is an option for a Western company
that is not available to a local Chinese company.

IMPLEMENT WESTERN
LOW-COST PRINCIPLES
Historically, the competitiveness of Western companies has been challenged by companies from Asian
nations like Japan and South Korea—most famously
by the Japanese car industry, where superior manufacturing principles like just-in-time and kanban have
proven to be keys to their cost competitiveness. During the last decade, numerous Western researchers
and consultants have looked into Chinese companies
to find the secret of their low-cost competiveness.
Most notable are the numerous studies of the Haier
Group (a Chinese multinational consumer electronics
and home appliances company) that report a set of
unique organizational and management principles—
but none focused directly on lowering costs.
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Thus, so far concrete and unique principles for lowering
costs have not emerged from Chinese companies. On
the contrary, large Chinese companies are now implementing Western design and manufacturing principles,
like platform-based design and Design for Manufacture
and Assembly (DFMA), to become more cost efficient.
All in all, Western low-cost principles still seem to
be a superior source of competitiveness—although
implementing them in a Chinese context may involve
an adaptation to succeed. In the worst case, an inherent conflict between the Western principle and the
Chinese context can make it difficult or even impossible
to transfer the Western principle. Let’s look at two
examples.
Platform-based design works to reduce complexity
and thus cost by identifying similarities between
product variants and then developing a platform
of modules that can readily be configured into the
product variants most commonly requested by the
market. This principle is based on two assumptions
that may not resonate well in China. First, it assumes
the Chinese sales force is willing to direct a customer
to select from a given set of variants, but the reality is
that in order to make a sale, a Chinese sales person
will promise to adapt a solution to fulfill the precise
needs of a customer regardless of the additional
cost of the adaptation. Second, it assumes that the
Chinese market will remain stable long enough to pay
back the investment in building the platform, but the
Chinese market is in fact changing so quickly that it’s
risky to build a platform with a long payback period.

suitableforgrowth.dk

A second example is DFMA, which is based on
the idea of designing products for ease of manufacture and assembly. However, the manufacturing and
assembly technologies in China are heavily influenced
by the lower labor cost and thus tend to be less automated than in the West. Where a product designed for
advanced manufacturing and automated assembly in
the West will have few and very complex parts, a product
designed for simple manufacturing and manual
assembly in China will have many but simple parts.
Thus, be aware of the Chinese context when
transferring Western principles for lowering costs. The
core of the principle may be universal, but the implementation must take the differences of the Chinese
context into account.

THINK IN RADICAL NEW
CONCEPTS
It’s well known that most of the cost of a product is
predetermined during the product development phase
even though the actual expenses are incurred later
on during manufacturing. (Some call this the 80/20
rule of cost commitment in product development)
This implies that radically lowering the cost needs to
happen during product design. If Danes would like to
prove that they excel at creative thinking, this would
be a good place to do it. Channel your creativity into
developing a radical new product concept with a lower
cost.

GUIDELINES
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CASE

Sorting out the configure to order (CTO) versus engineer to order
(ETO) dilemma
A Danish company manufactures products that can be configured for
various applications by programming more than a hundred parameters in
the software. In Western markets this configuration is typically done for each
customer by the sales organization. But this approach didn’t succeed in the
Chinese market, partly because the sales organization wasn’t ready to do the
configuration and partly because the price was too high.
One of their Chinese low-cost competitors has a different approach. The
company offers a base product, and once the product is sold the sales organization contacts the engineering department, which adapts the hardware and
software for the customer’s specific application. How to service this myriad of
products is a concern left for the future, since at first it’s more important to get
the products sold.
Desmi is also in the midst of this CTO versus ETO dilemma. The Danish
HQ wants the company to sell more standard products in China, but they
often end up customizing products instead, well aware that it adds a hidden
cost. The reason is that this extra service to their customers gives them a
competitive edge over larger companies that only offer standard solutions.
The Chinese subsidiary of one of the other companies in the SfG project
also wanted to make customized solutions for their Chinese customers,
but HQ would not allow this because it would increase the number of SKUs
(stock keeping units).
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Cobham SATCOM (formerly Thrane & Thrane when they participated in
the SfG project) found other solutions to this dilemma. Normally an antenna
for satellite communications is tailored to a specific area, and it takes about
a week to install because it must be balanced and tested on-site. When they
developed the latest antenna, they instead made a one-fits-all antenna that is
balanced and tested in the factory and installed in only one day at the
customer. The new antenna is more costly to manufacture than the old
antenna, but the total package including installation is cheaper for the
customer. For some of their other equipment, they have fifteen to twenty
different versions. For the next generation they created a core hardware
module with 80 percent of the functionalities, and then they sold a component
for third-party integrators to develop versions for markets they didn’t want to
engage in.
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THE IMPORTANCE OF
OF LOWERING YOUR COSTS
The only way to succeed in the Chinese mid-market,
where prices are 50 percent lower than the prices
of your current offerings in the high end market,
is to radically lower your costs. A cost reduction of
this magnitude is rarely something a medium-sized
company can achieve in one step. This guidebook
suggests breaking this challenge down into a set of
smaller pieces instead of making a single
daunting jump into this market.
First of all, don’t jump blindfolded into this cost
challenge. It’s too big and you will stumble. Start by
considering what your company’s best strategy might
be for lowering costs. Think about how big the price
gap is, what your starting point is, how much time you
have, what resources are available, how you can organize
your value chain to lower costs, and how much risk you
are willing and able to take.
Focus on understanding the nature of the
challenge. Begin from the market side; at best visit
potential mid-market customers and observe the
external circumstances influencing the price level in

suitableforgrowth.dk
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your particular industry. From there determine the
target cost level and be ready to accept a lower margin.
Be aware that this challenge has two battlefields, one
in China and one in Denmark, and prepare to address
barriers in both places.
Now take off and start by establish manufacturing
in China to exploit all the opportunities to lower costs.
If you complacently “copy and paste” from Denmark
to China, you will bring a lot of unnecessary costs
with you, so instead consider local opportunities all
the way from the factory level to the equipment level.
On the product level, be aware that lower labor costs
in China can be exploited only if manufacturing and
assembly of the product benefits from a lower level of
automation.
Compare your own cost structure with that of a
Chinese competitor. You’ll most likely be surprised
and find the biggest potential for cost savings to be
in your indirect costs, in particular in your overhead.
Don’t be too proud of being a Western company;
instead start to act like the Chinese and look for
savings everywhere. Dare to have your products copied
by a Chinese company so you can learn from them
how to reduce costs.

Always keep in mind that local Chinese companies
are masters of low cost and you will never win a battle
on their own ground by playing their game.
Find comfort in the fact that the cost competitiveness of Chinese companies is not based on advanced
management principles. Bring superior technologies
and Western design and manufacturing principles to
China to control costs but be aware of the different
context when implementing them.
In short, lower your costs by adopting Chinese knowhow while keeping your Danish strengths. Good luck.

SUMMARY
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FURTHER READING
This guidebook isn’t meant to be a complete and exhaustive discussion of
lowering costs. We recommend that you also consult the following sources:

Several articles in the McKinsey Quarterly from

Kaufman, J. Jerry, and Yoshihiko Sato. 2005. Value

McKinsey & Company on the rise of the Chinese middle

analysis tear-down: A new process for product

class give lots of statistics on the economic development

development and innovation. South Norwalk, CT:

of China. See, for example, Mapping China’s middle class

Industrial Press Inc.

and Winning the battle for China’s new middle class in
the June 2013 issue. Similar articles are published by

This book presents a comprehensive set of tools for value

most larger consulting companies.

analysis based on tearing down products into smaller
parts and associating these with a cost to manufacture
as well as a value to the customer.

Ryans, Adrian. 2009. Beating Low Cost Competition:

Zeng, Ming and Peter J. Williamson, 2007. Dragons at

How Premium Brands can respond to Cut-Price Rivals.

Your Door: How Chinese Cost Innovation Is Disrupting

Wiley.

Global Competition. Harvard Business Review Press

This book presents three options for high-end end

This book goes in depth to analyze the competitive cost

companies being challenged by low cost competition:

advantage of Chinese companies and suggest three

Move into lower tiers of the market and challenge
low cost competitors directly (the option pursued
by the SfG project)
Distance business from low cost competitors by
increasing performance value
Distance business from low cost competitors by
increasing relational value
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possible response:
Use cost innovation to beat the Chinese at their own
	
game (the option presented in this guidebook)
Give a global mandate to the Chinese subsidiary
Partner with Chinese companies to strengthen
	
global competitiveness
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TOOL BOX
These tools and guidelines support you in lowering your costs:

PAGE 20

PAGE 25

How to analyze feature value

How to overcome a lack of
competencies

Ask the customer to rank the features in declining order with respect to value. Use comparative questions like

Rank features
in declining
order

Quantify
value of each
feature

Discuss cost
vs. price for
features

“Is this feature more valuable than this feature?”

Ask the customer to quantify the value of each feature with questions like “How much more are you willing to pay
if this feature is included in the offering?” Beware this can be difficult to quantify.

Discuss with the customer any features for which there is a radical difference between the cost to include and
the willingness to pay a price.

PAGE 21
A market-oriented pricing
strategy to determine target
cost

High

possible, preferably in the setting of the intended use of the offering. Do not reveal the cost of each feature.
Let the customer add features of value that initially were not thought of.

Low

Present the offering and all of its features to the customer. Ideally this presentation should be as realistic as

Present
features to
customer

Ability to lower costs

Describe
features

Describe all the features of a given offering that are considered of value to the customer. A
feature can relate to a product or to services like training and maintenance. Also try to associate
a cost with each feature, although this can be difficult—especially for integrated features.

Develop own
employees

Outsource
Low

Hire new
employees or
partner
Partner/
acquire
High

Gap between high-end and
mid-market costs

PAGE 42
A market-oriented pricing
strategy to determine
target cost
1.	Determine the price customers are willing to pay for a
given offering.
2.	Accept a lower but sustainable margin for the China
business.
3.	Calculate the target cost by using the formula cost

A Chinese look at your overhead

A Chinese look at your overhead
factory of a
your own overhead structure. Then visit the
Roughly identify the largest cost elements in
g
a direct competitor, as long as it has similar manufacturin
local Chinese company. It doesn’t have to be
ask about—differences in the identified cost elements.
processes. Be open-minded and look for—and
examples:
Some
of rent/depreciation?
Facilities: Rented or owned? What is the level
during the winter/summer?
Indoor climate: How is the factory heated/cooled
and the equipment cleaned and maintained?
Cleaning and maintenance: How are the factory
to protect individuals, equipment, and buildings?
Safety: What kind of safety measures are taken
for eating, smoking, parking, and such?
Employee benefits: What kinds of areas are provided
human resources, marketing, and so forth?
Administration: How many people work in accounting,
and buildings insured?
Insurance: How are individuals, equipment,
for
on operating globally that don’t leave much room
A Danish company may have ethical guidelines
Nonetheless, stay open to inspiration.
lowering costs in the areas of safety and environment.

= price – margin.
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The luck of being copied
to finding a copy of your
What is your first reaction
want to
market? Most likely you
product on the Chinese
an
from the market and bring
get the product removed
the Chinese manufacturer.
infringement lawsuit against
cuts into your business or
This makes sense if the copy
of this
However, in the context
damages the brand value.
that the copy may be a source
guidebook, consider also
lower costs. Suspend your
of inspiration on how to
your
to
inferior
ies are
prejudice that copycat compan
the
your mind to learning from
own company and open
.
best in the world at copying
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If you’re so unlucky that
and
your competitor is luckier
copied in China yet, maybe
ively, comparing an original
has been copied. Alternat
but still related product category
and a copy from another
also
on. Finally, you may
can also provide inspirati
a Chinese company to copy
mobilize the courage to ask
yourself for a surprise.
your product and prepare

PAGE 43
The luck of being copied

PAGE 50
Strengths to bring to China

Strengths to bring to China
Danish companies can draw
Chinese companies:
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radical
	creative thinking to develop

concepts

Some ways a Danish company can
act more Chinese to lower costs

Some ways a Danish company can
	
Keep salaries on a Chinese level.
Danish companies in China tend
to
pay their employees too much, especially
at the management level.
Don’t ask other foreign companies
about their salary level in China.
Ask the Chinese. Be critical of statistics
from headhunters that may be
based on foreign companies.
	
Match an employee’s competen
cies precisely to the job position.
Danish companies tend to send their
“best employees to China thus
guaranteeing that they will be overqualifi
ed". A Chinese employer,
on the other hand, tends to have underqual
ified employees who are
challenged on their competences
while satisfied with their salary level.
Recruit to the management level
from within the company. Develop
employees to become the future
managers of the company instead
of
spending money on expensive headhunti
ng and attracting managers
from other companies.
Minimize the middle managem
ent layer. A Chinese company has
fewer employees at the middle manageme
nt level and minimizes the
overlap between employees. A superior,
not a colleague, takes over
when an employee leaves the company.
Let the workers work. Chinese employees
are eager to make more
money and willing to work more
hours to do it. They ask “How many
hours must I work to get this salary?”
and not “What will my salary be if
I work this number of hours?”.
	
Keep negotiating for lower prices.
Chinese companies are relentless
in their search for lowering costs, and
their level of granularity is several
times smaller than that of a Danish
company. They simply never stop
optimizing cost.

act more Chinese to lower costs
Save on energy costs. Chinese companies
use less energy on heating,
cooling, lighting and other energy-con
suming tasks.
 educe testing. Chinese companies
R
will rather be fast to fix problems
if the occur, than invest a lot of effort
to prevent problems to occur. A
lower price is of course part of the
explanation why customers can
accept product that are more likely
to fail, but Chinese companies are
also better in tune with acceptanc
e level of the customers.
Reduce involvement from legal.
Chinese companies use less
resource on legal issues when drafting
and negotiating contracts, and,
like above, trust problems will be
solved if the occur.
Integrate vertically. Chinese companies
will seek to insource the
processes of a sub-supplier or a distributor
in order to capture their
margins. As argued in the “Scale your
distribution” guidebook, this is
the reason your Chinese distributor
will always search for ways to take
over your business—and your supplier
too.

Chinese companies can also be very
creative, even at the border of the
law,
about saving costs by “wining and
dining” authorities to minimize taxation,
get cheap land for construction of
factories, avoid paying social fees,
and
so forth. A Danish company may
have ethical guidelines preventing
them
from taking these measures.
In conclusion, the path to lower costs
in China consists not of a single
step but rather a multitude of steps
in various directions relentlessly
searching for cost savings everywher
e.

Reduce scrap. Scrap materials are
recycled in Chinese factories and
obsolete materials are used creatively
elsewhere.
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