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Abstract

First Auto Works (FAW) has held the leading positin the Chinese automobile industry for
50 years since its establishment in 1953. Moreower2005, FAW’s passenger car output
propelled it to the first position in China. Butpme than 90% of the group’s profit was derived
from passenger car sales and 90% of the passeagprafits, from foreign brands such as VW,
Mazda and Toyota. The issues of this paper areolews. How did FAW innovate and
maintain its leading position in the Chinese autbibeoindustry when it shifted from plan
control to market competition in the external eamiment? Moreover, why did FAW'’s strategy

not result in the development of its own passergebrand?
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Development Strategy of Chinese Leading Automotivlanufacturer

Introduction

First Auto Works (FAW) has held the leading positio the Chinese automobile industry as ‘the
eldest son’ for 50 years since its establishmend9®3, excluding a few years during the late 1980s
when the total output of vehicles was exceededthgracompanies (Figure 1). Moreover, in 2005,
FAW'’s passenger car output propelled it to the fissition in China. In addition, the cover page of
the only Chinese automobile industry history bobks(ory of the Chinese Automobile Industry,
1996) published in China was the “signboard” of FAWuck factory, written by Mao Zedong, the
first Chairman, and the back cover was the “signtibaf FAW’s passenger car production base,
written by Jiang Zemin, former Chairman. Thus, d@ncbe stated that FAW is a representative
automobile manufacturer, which is closely assodiatih the central government and is an essential

factor when discussing the development of Chinesenaobile enterprises.

FIGURE 1 Production Volume of Leading Manufacturers n the Chinese Automobile Industry
(1978-2004)
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Figure 2 A Shift in the Ordinary Profit and Output of the FAW Group (1986-200%
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Resource: All annual editions of t@#ina Automobile Industry Yearbook, China Autonebil
Development Annual Repd001-2005), andutomobile Industry Planning Referend®92)

Note: The group pretax profit includes profit dexivfrom foreign brands such as Audi, Mazda, and
Toyota, and excluding FAW-VW.

However, FAW, which is considered to be successfuhe domestic market, has appeared
weak and problematic after China joined the WTO #mal market competition became intense.
More than 90% of the group profit in 2003 was dedifrom passenger car sales and 80-90% of the
passenger car profits, from FAW-VW, which involviiet sale of VW brand products (Figure 2).
Apart from the VW brands and few Red Flag cars @fdhe total passenger car production), FAW
largely produced foreign brands such as Mazda aydta (Table 1) The sales of the Red Flag car
in 2004 declined by more than 40% as compared ©3.28ubsequently, due to the abolition of the
import tariff on passenger cars and globalizatibthe automobile market, maintaining its leading

position in the future has been a major issue PoNMEwhich does not have its own brand.

1Tianjin Auto Works, which was integrated into FAW 2002, produced the Charade car that was develbped
Daihatsu; however, the production of Charade dedlomnsiderably due to the introduction of Toyotadeils.



Table 1 Production and Ordinary Profit of Each Manufacturer/Model of the FAW Group (2004)

Production: units

Ordinary Profit: RMB 10 thousand

Model Manufacturer Product Brand Production | Introducing Origin Ordinary Profit
(Units)
Red Flag 14,438 Audi  Technology
FAW Car Co. Introduction NA
Mazda 6 35,571 Mazda
Audi 59,109 Audi
FAW-VW Golf 17,008
Bora 61,993 VW 648,050
Jetta 149,007
Passenger Tianjin FAW Vios 33,545
Car Tgnyota Corolla 49,892 Toyota 144,037
A Charade 112,401 Daihatsu
T'e(‘:”r’]';‘raFdAgN Vitz 5,622 Toyora 35,278
Bella 12,483
Tianjin FAW Jiaxing and Terui 7,455 Daihatsu NA
Huali
Passenger Cars 613,672 NA
Total
Truck Jie Fang Large 29,172
Jie Fang Medium 41,797 3
FAW Group Jie Fang Small 130720 Self-developed NA
Jie Fang Mini 18,585
Bus FAW Group Jie Fang Big, 97,820 Self-developed NA
Medium, and
Small Mini Bus
Sichuan Toyota Land Cruiser 3,115 Toyota NA
Bus
FAW Group Total 993,554 1,258,241

Resource: This table was created by the author baséldeChina Automobile YearbodR005), pp. 52, 508,
516, and 521-526. The total production of passeoger and other models does not match the groapdoe

to the incomplete data for every model.

Based on the abovementioned present conditiondsshies of this paper are as follows. How
did FAW innovate and maintain its leading positionthe Chinese automobile industry when it
shifted from plan control to market competitiontive external environment? Moreover, why did
FAW'’s strategy not result in the development obiten passenger car brand?

FAW was established in the 1950s by gatheringeskilechnicians from around the country and,
for decades, faithfully adhered to the governmepigs irrespective of the market changes. After the
1980s, due to an environmental change of markat@uization and with the aim of utilizing its
position as a major state-owned enterprise, FAWipely changed its policy to accomplish beyond
the limited government investment. On the otherdh#me reaction to a change in market needs was
always slow. Besides maintaining its leading positiby accepting a large national investment and

technical resources, FAW'’s passenger car produttamhto rely on foreign technology in terms of



production. This was due to the slow accumulatibriechnology related to the development of
passenger cars in order to regain its superiaritgims of production.

The munitions factory in the north-eastern distriwhere FAW is currently located, was
established for developing a prototype resemblimg American truck of the late 1920s. Later,
during the Sino-Japanese War, it was used for thedustion of KD trucks by Japanese
manufacturers such as Isuzu and Nissan. Howeuer, #pan was defeated, most of the machines
and facilities in these factories were requisitiri®y the former Soviet Union forces and were
transported back to the mainland of the Soviet bnamnsequently, the development of FAW was
hindered. This paper will outline the process & #frategic formation of FAW in the development
of the Chinese automobile industry over four-yeariqus after the founding of the People's

Republic of China and its current achievementsissuks.

1 National Project and the Observance of the Govament Plan (from the early 1950s to the

latter half of the 1970s)

FAW was established as the national project in1880s by gathering many skilled technicians
from all over China and introducing facilities akdow-how related to mass production from the
former Soviet Union. FAW had followed a passive agement strategy, with its production
adhering to the government plan and without prim@pgrations such as product development and
profit management or any concerns for market chaufgemany years. FAW merely produced few
limousines for leading officials of the central gorment through manual labour, while producing

single products such as the medium-sized trucknfmy years.

1.1 Geographical Conditions and Introduction otfieology from the Former Soviet Union

In 1949, immediately after the establishment of Beople's Republic of China, the Sino-Soviet
Summit determined a project for the constructioa tdrge-sized automobile factory (later known as
FAW) by the Soviet Union, and, in March 1950, thénigtry of Heavy Industries of the central
government formalized an ‘Automobile Industry Editbment Group’ as an organization to aid in
the development of the automobile industry. Thaigroominated several municipal cities with auto
parts infrastructure, such as Beijing, Taiyuan, Afuland Xi'an, for the construction of the factory.
Finally, Changchun was selected based on the apufithe Soviet Union due to its proximity to the
railroad and the fact that it possesses infrasiractelated to the use of energy and iron and steel

industries. Moreover, its geographical proximitythe Soviet Union was believed to be one of the



most important factors.

In the 1930s, the Soviet Union introduced the Fordass production system and accomplished
independent production practically without the ex#t supply of parts and materials. In fact, it is
not surprising that in its development plan, Chemthe country in which the system was introduced,
focused on the convenience of the transportatianaxfhinery from the Soviet Union and proximity
to the railroad rather than considering its coniegral machinery infrastructure.

FAW established its 30 highly vertically integratdectories from casting/forging to
manufacturing and assembling by introducing Fondéss production system from the Soviet Union.
Only one construction base was largely scatteredinvChangchun. In addition, China introduced
one set including the factory design of FAW, pldatilities, vehicle model and production
technique from the Soviet Union, because it noy evished to produce a domestic vehicle in a short
period but was also challenged by the inabilityha Soviet Union to supply China with a finished

vehicle and parts in large quantities.

1.2 National Project and Gathering of Human Resesr

In 1953, the central government declared its imsimas—titled the ‘Whole of China is Supporting
FAW'— throughout the country. At the same time, the emovernment made a huge investment
towards the establishment of FAW. Later, skillechagement executive officers, technical workers
and construction workers were gathered from ardhoha, and they ultimately became the main
force of the construction and production of FAW. dddition, the construction materials were
allocated nationwide, and two or three hundredhgrarrived every day during the peak period.
Furthermore, the manufacturing factories in thentguexperimented and produced machinery
equipments for FAW. The construction of FAW wasrieal out as a national project in this manner,
and was completed as scheduled in 1956.

FAW, with an annual production of 30,000 mediunesdiztrucks, was not inferior in
comparison with Japanese truck manufacturers veiipect to the standard of technology at that
time. It is to be noted that until the 1970s, thetes no automobile factory of a similar scale in
Korea. Besides, the government gathered a largdbeuof skilled people such as engineers from
the automobile industry, experts, people with oassstudy experience and university students from
all over the country, and assigned them to the toaction of the new FAW factory. Moreover, in
1956, the Automobile Research Institution of thenistiry of the First Manufacturing Industry (as
the predecessor of the Changchun Automobile Resdastitute), which was the first national

automobile R&D institution with approximately 608chnicians, was transferred from Beijing to



Changchun.

From the 1950s, FAW was treated as a key natimrmapany by the central government, with a
close association with the central government amdparticular, with automobile-manufacturing
administrative municipalities. For example, mangders had originally worked in FAW—namely,
Jiang Zemin (the chairman of China, chief secretdrthe Communist Party of China), Li Langing
(the first deputy prime minister), Zou Jiahua (@uty prime minister), He Guangyuan (minister of
the manufacturing industry), Lu Fuyuan (minister @dmmerce, senior vice minister of the
manufacturing industry, chief of the Automobile Bau), Raobin (senior vice minister of the
manufacturing industry, chief chairman of the Ceméutomotive Industry General Corporation),
Chen Zutao (chief chairman of the Chinese Autonsotivdustry General Corporation); they were

later promoted to the posts of senior officialshef central government.

1.3 The Observance of Government Plans and thduatd&Expansion of Production

During the early stages of the founding of new @hithe Chinese government considered
introducing the Soviet management system for aubdle@roduction, which was based on the
system of planned economy. The automobile desigtitute and factory of the Soviet Union
assumed charge of the technical design and engigeprocesses of FAW; assisted in FAW’s
construction and production; trained its executifficers, engineers and workers; and disseminate
the automobile production technology and know-hdwhe plan management. Similar to the major
companies in the Soviet Union, FAW supervised nafsthe service sections such as nursery
schools, elementary schools, junior high schootgyarsities, hospitals, shops, dining halls and
lodgings as parts of the company.

Based on the plan system, FAW, which only functibrees a production factory, merely
accomplished its normal production targedsed on the production schedule and profit plathef
government, without undertaking primary operatisash as product development, sales, material
supply and profit management. As one of the mogiitant companies with a planned economy,
for a long period, FAW followed a passive managensgnategy that involved faithfully adhering to
the government policy and plan and receiving theegument'’s investment without being interested
in the market changes. This was done at the expgbasgctive decision-making of the company with
regard to investment and market competition.

Since its establishment to the first half of theBA® FAW always maintained its leading
position in terms of output in the Chinese autorebnarket; therefore, the executives and

employees were proud of belonging to the largesiufeturer. However, FAW’s 100% share in



1956 gradually declined to 83% in 1966 and 42%49i6Ldue to the diversification of demand and
the entry of local manufacturers. FAW attemptecexpand its production capacity in its normal
production line from 1958; however, it ultimatelgiled. In 1965, FAW expanded its production
capacity and in 1971, manufactured 60,000 unitsh vait large national investment, while its

production did not increase considerably for thessguent 10 years.

1.4 Formulation and Development of Products

Since the beginning, the product formulation of FAMds always undertaken according to the
industry policy of the government. Basically, thagée model of medium-sized trucks called Jie
Fang CA10 had been produced for around 30 yeailstimtend of 1980, as the establishment of the
factory and diversification and serialization obgucts could not be accomplished. From 1957, the
Red Flag, a limousine for leading officials and.& Roff-road vehicle for military use were trial-
produced. These vehicles were produced on a soaé,sand the single model formulation had not
led to any change. For example, medium-sized traokstituted 95% of the total output of 66,000
automobiles in 1980.

The Red Flag limousine imitated the modular aedtiire of the Sloan system in accordance
with Chairman Mao’s instruction in the 1950s (Ch&m®/Fujimoto [2005]), and its trial production
was undertaken on a small scale for a few leadifiigials using manual labour production.
Moreover, despite a deficit, production was corgohuwith the assistance of a government
investment. In addition, the products of FAW, irdihg their cars, were isolated from technological
exchanges with developed countries for many yeard,there was no change in the models due to
the absence of competition when they were launahéte market.

The Chinese government had initially decided t@td&h one or two companies, including
FAW, based on the oligopoly system. As a resule Butomobile Research Institution of the
Ministry of the First Manufacturing Industry, whiclvas engaged in automobile product
development by imitating foreign products accorditoy the central government’s plan, was
transferred close to FAW as early as possible. Uttt direct control of the central government,
this research institute was engaged in the devedapnof automobile products produced by
nationwide manufacturers such as FAW from all otrexr country. Moreover, it developed into

China’s largest automobile development instituti@fiore its integration into FAW.



2 Management Crisis and Policy Transformation to e Acquisition of Government
Investment (from the end of the 1970s to the middlef the 1980s)

FAW, when encountered with management crisis, esthiftom a passive position of waiting for the
investment plan to its current position for the w@sition of the government project investment and
application of the priority treatment policy. Hovesy FAW'’s attempt to adjust to the changes in
market needs was delayed because the policy chaagémplemented later than the change in the
market. On the other hand, a predominant positiothé market was established with respect to
commercial vehicles through the acquisition of R&Bsources from the country. However,
regarding passenger cars, due to the large gapéeetthe luxury model for extremely few leading
officials and the development ability of FAW, itchéo discontinue the independent development of

products.

2.1 Environmental Change and Crisis Evasion

Due to the relaxation of the Cold War and the raj@dline in the demand for military trucks, from
1978, Dongfeng shifted to the production of thalrproduct of FAW’s medium-sized truck Jie

Fang . As a result, the market leadership of FAVE thaeatened due to the steadily increasing
market share of the rival product. FAW then encertet slow sales of its medium-sized trucks for
the first time since its establishment. The safdsAW's products drastically declined, and its $toc

of finished vehicles during the peak period (1986jeased to more than 20,000 units, that is, one-
third of its annual production at the time. FAW obed its president in June 1985 and Geng Zhaojie
was appointed as the new president.

In addition, along with the increase in the numbieimported cars since the end of the 1970s,
the updated function of FAW’s Red Flag passengematicularly its bad mileage became apparent.
Since a full-scale energy crisis had initially oaed in China in the 1980s owing to the influenée o
the second oil crunch, an oil conservation regofatias implemented by the central government in
June 1981. As a result, the mileage of the Red Bagicularly became a problem, and its
production was cancelled. Later, local munitionshafacturers in Shanghai, Tianjin, Guangzhou
and Changan rapidly flourished by introducing pagse car technology until the middle of the
1990s, and the Red Flag was subsequently withdfeamthe market.

Since the beginning of the 1980s, many new compdmawe entered the automobile industry.
Dongfeng’s market share unexpectedly increasedhermther hand, FAW’s share rapidly declined
from 40% in the latter half of the 1970s to arol2@% in the middle of the 1980s. Moreover,

Dongfeng deviated from the customs of state-ownaterprises, such as adherence to the
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government plan and awaiting investments. Instéadgtively pursued the government’s prior
policy. Dongfeng established its own developmerth gar the company in accordance with its
reserved profit by introducing the company’s ‘resdion profit system’ from 1980 and ‘profit

increase responsibility system’ from 1983, whichnieed FAW to a great degree.

2.2 Change in the Model of Medium-sized TrucksTnadsfer of Management Policy

In May 1980, FAW began to execute its managemeliatypof ‘increasing production and income,
raising and allocating funds by itself and chandimg model of its trucks’ in order to resolve the
company'’s crisis. This crisis had resulted from tmallenge from Dongfeng when it decided to
change the model of its medium-sized truck Jie Farngch was financed for 30 years by reserved
profit and bank loan. FAW chose to raise and atevdands by itself because of the impossibility of
policy investment in FAW by the central governmeritis was due to the financial difficulty and
successful precedent set by Dongfeng through ftlization of its reserved profit.

Self-allocation of funds implies reserving a pantiaf the profit or depreciation expenses of the
company that are usually paid to the central gawemnt by enjoying a priority treatment policy from
the government. However, it appeared to be a seuddifficulty for FAW to allocate an enormous
fund of RMB 440 million towards the execution oktlchange in the model of its medium-sized
trucks. For example, there were no essential fmdspdating its manufacturing process due to the
sudden decline in sales in 1985. In February 1886 president Geng Zaojie proceeded to Beijing
himself and spent a fortnight persuading Zhao Zjyahe prime minister at that time, through
acquaintances of the central government, wherdbgraof RMB 80 million was finally acquired.

This difficult experience of fund allocation mad&W realize the importance of acquiring
government investment, which considerably influehite strategy performance later. In other words,
it was lesson for FAW, which had with a close agstn with the central government and enabled
FAW to identify an easier path to surpass otherpames. On the other hand, the projects of state-
owned enterprises were confronted with difficultieshe acquisition of government investment and
the application of national priority treatment pglior project. However, the plan formulation and
project execution of the government did not usualiit the market changes as FAW’s marketing

strategies to deal with these changes were proluidyed.

2.3 Affirmative Action in Accordance with Goverminolicies
When FAW encountered a crisis from the 1980s, galndts affirmative action for the acquisition of

the government project investment and applicatibrthe priority treatment policy instead of
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passively anticipating the former investment plginst, the development of a new Jie Fang, a 5t
medium-sized truck, was undertaken by the Chang&uiomobile Research Institute, which was
absorbed and merged while obtaining the policy stppf the central government. During October
1980 and July 1983, FAW completed its vehicle desagpd development; trial production and
testing of its unit and acquired national officiapproval in September 1983. Later, the
manufacturing, designing, production preparatiom&l aonstruction of a new factory were
completed in around September 1986, and the falesproduction of the new Jie Fang began in
January 1987.

In addition, FAW, which started the process of ®im the model of its medium-sized truck,
proposed the construction of a light truck produttbase with a total investment of RMB 1 billion
and an annual output of 60,000 units, in accordavittethe government’s diversification policy of
entering ‘down’ (light truck). This plan was formhahuthorized by the Government Plan Committee
in November 1984, and was included in the largéescanstruction project of thé"National Five-
year Plan (1986-1990). At the end of 1986, FAW &egua second factory area, a huge plot of land
used for a light truck factory, which was largeairttthe former factory group site and located next t
the main factory group.

Furthermore, in order to improve the performancthefRed Flag car and restore small-scale
production from 1985, FAW imported 1,000 units &g models 210 and 230—as 168 finished
vehicles and 832 CKD parts. Moreover, it begamndsearch according to the government. Later, the
assembling line of these Benz models was only fmeithe production of Audi from 1989. However,
FAW developed its performance according to the gowent policy and rarely considered the mass
production of passenger cars because the foctre afdustrial policy of the central government
during this period was the diversification of commial vehicles instead of the mass production of

passenger cars.

2.4 Acquisition and Limitation of Development Apil

Similar to FAW, the Changchun Automobile Researdiitute belonged to the Ministry of the First
Manufacturing Industry and operated in accordanite the plan of the Automobile Bureau of the
Ministry. Nevertheless, for many years, it functdnas an independent organization that differed
from FAW. According to the government plan, it wategrated with FAW and became its product
development section in 1980 in order to smoothlyelarate the process of change in the model of
Jie Fang medium-sized trucks. The technical intctida of the new Jie Fang under the integration,

fund limitation and, in particular, restriction ffreign currency was different from the case of the
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old Jie Fang. In the latter case, one set wasdotred from the Soviet Union and was later replaced
by a modular method by utilizing former and newbsigned parts (including technology
introduced by foreign countries).

The modular ability of FAW was the result of thdoefs of the Changchun Automobile
Institute and the development of medium-sized tsuélegarding the development of the light truck,
the license for the body was introduced from Jgpasan); the carburettor technology was imported
from Germany; the technology of the tire framejrpiand clutch were from Britain (AP); and the
license and production equipment of the engine wesen America (Chrysler). Therefore, by
acquiring China's largest automobile R&D organmatiFAW established its predominant position
in the protected domestic markets as compared her atompanies in the field of commercial
vehicles.

On the other hand, regarding the change in the hudd®ed Flag, which was cancelled in 1981,
the government considered a ‘collected’ methodlainid the one initially applied in the case of the
Jie Fang truck. However, the passenger car streictudeveloped countries had already evolved an
integral pattern, which was impossible to acconhplig the collected pattern in the 1950s. The Benz
was selected as a model for the luxury limousinefmaa few leading officials of the government;
however, the technological gap in the developmenell of FAW was too large, and the

development was finally discontinued.

3 Strategic Development Prior to Recapturing the kading Position in Production (from the
latter half of the 1980s to the middle of the 1990s

FAW, which maintained its leading position whileidge under the protection and influence of the
central government, was confronted with a managéersis that threatened its position. From the
middle of the 1980s, FAW’s most important purpos@&socompany development was to recapture
its lost leading position by increasing its prodoict Although FAW displayed a radical transition in
strategy in a short period and acquired the passeray project early, it failed to recapture itstlo
leading position in terms of the total volume ohigde production. Therefore, FAW concentrated its
fund allocation on the intensive expansion of comuia¢ vehicle production. However, it was both
unable to expand its production scale of passecger at the appropriate time and emphasize the

improvement of the development ability of passernges.

3.1 Strong Motivation to Recapture the LeadingifRmsand Strategic Adjustment
From the 1980s, the market share of FAW declinguidha and the leading position it had

13



maintained for 30 years was finally acquired by Bfeng in 1986. Furthermore, Beijing
Automobile captured the second position from 138W FAW had fallen to the third place for the
next five years. Therefore, from the middle of ##80s, FAW focused on capturing the leading
position by increasing production and considerésl ds the most important purpose of its company
development. ‘Regaining power and inspiring awerddeecame FAW’s slogan and the purpose of
the company.

In 1987, the central government proposed a pol@yptovide FAW with the project of
manufacturing luxury cars and Dongfeng with thejgubof the mass production of small passenger
cars. FAW, which carefully observed the policy apaof the central government, considered this as
an opportunity for its development and consideraajusted its strategy in order to avoid being
overtaken by its rival, Dongfeng. The light trudloject, ‘the guidance process’ of luxury limousine
cars and the mass production project of passeraysrweere collectively planned. FAW strongly
restricted its initial investment to the minimumdamsed every effort to persuade the government to
sanction the passenger car production projecttandviestment at the earliest.

FAW finalized the installation of the light truckngine, which was under negotiation with
foreign companies, into Chrysler's Dodge 600. Thigyine was also used in light commercial
vehicles and passenger cars; however, it was largattalled in passenger cars. The engine
production line was used for the annual productib®00,000 units, including 60,000 units of the
light truck. Further, it was planned to be usedgassenger car production. FAW also transferred its
light truck production to its associated local camigs and proposed a policy to convert a prepared

factory site for light trucks into one for passengars.

3.2 Change of Introducing Origin in Passenger Gachnology and Early Accomplishment of the
Project

After the introduction of the engine for Dodge 68@W intended to expand the production scale of
its Red Flag car to 30,000 units by introducing thanufacturing technique of Chrysler’'s luxury
Dodge car and formulated a construction plan oa@ory with a mass production capacity of
150,000 units. This was done by later introducimg manufacturing technique of the middle-class
car. However, Chrysler observed the strategic trehd~AW and confirmed that the factory
construction was only accomplished by the collecplan for both the light truck and passenger car,
and demanded an extremely high price from FAW liierlicense of the Dodge car. The negotiations
failed at the end of 1987 due to disagreementsemtiotation price.

At the same time, VW considered the possibilitytefhnical cooperation with FAW for the
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production of the Audi 100 car. FAW clarified ite-up with VW, including the experimental
installation of the Dodge 600 engine (Chinese némnehe CA488 engine) in Audi 100, and VW
fully consented. In this manner, FAW was able tatod the current expenditure through deferred
payment for used dies and technical cooperatiomth&mmore, VW aggressively promoted the
advantageous conditions such as the offer of ted asmponents of cheap cars for mass production
and expense exemption for technical cooperatidghemproduction of Audi in order to participate in
FAW'’s project for achieving an annual car outpul66,000 units.

In May 1988, FAW acquired permission from the gowveent to reserve the profit earned by the
future production of Audi within the company anditeest it in the project for the production of
150,000 cars. This was at the same time that FAJNesi the technical cooperation agreement with
VW's Audi. In order to overcome the insufficiency funds, particularly the shortage of foreign
currency, in 1989, FAW purchased VW's old Ameridaatory of Golf/Jetta with an annual output
of 300,000 units at 5% of the original factory doustion costs. Thus, it managed to surpass
Dongfeng by forming a joint venture with VW to aebhé an annual output of 150,000 cars in

November 1990.

3.3 Strategy Development with the Expansion adlTRiioduction as Top Priority

The CA488 engine, introduced by Chrysler, was igstt by VW’s brand patent and FAW was
restrained from installing it on Audi and Jettascarhe installation of the engine in the derivation
domestic car of Audi was hence postponed after 1986 CA488 engine, which was already being
manufactured at a volume of 150,000 units (witmgpl#o further increase production to 300,000
units), was not only used for the ‘60,000 Capa#itgject’ for light trucks but also manufactured
assuming their installation in the passenger ¢dmsvever, maintaining the sales unexpectedly arose
as a serious issue because the installation afrigmes in VW's cars was rendered impossible.

FAW began to establish the welding/painting/assgnplidnt of the derivation model of Audi
which was named as Small Red Flag through sel&ation of funds from 1989 in order to maintain
the market of the CA488 engine. Production was ss@p to begin from 1995 with the design
ability of 60,000 units. If this plan was accompksl, the production capacity of the cars
manufactured by FAW and installed with the CA488ira was expected to reach at least 90,000
units during the middle of 1990s, including 30,000ts manufactured with the advanced approach
of the ‘guidance process’ (AudiSmall Red Flag).

However, from the 1990s, FAW merged with over 2@npanies and subsidized them by

investing a large amount of funds and reorganizeelfias the manufacturer of parts or of light
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trucks installed with CA488 engines or part mantfesr in order to immediately recapture the
leading position. Such a series of mergers resuftedn increase in the productive capacity of
FAW’s light truck to 150,000 units. However, on tbther hand, FAW encountered a shortage of
funds due to a large investment and a rapid expanmmilicy. Therefore, the construction of the new
production factory to be used exclusively for SmRéd Flag, which was delayed, was finally

cancelled at the end of 1994.

3.4 Neglect of the Development Ability of Passetges

In the middle of the 1990s, the rising sales of FAWudi were hindered due to its high price. The
sales of Small Red Flag improved due to the loatibn of its engine and transmission and prior
adoption as the public transport vehicle for tlewegnment division. However, the production

expansion was impossible due to the cancellatioth@fconstruction of the factory that was to be
used for mass production. The localization of tleetg excluding the engine and transmission
became difficult due to the slow production expansif Small Red Flag; moreover, most parts had
to be acquired from the parts manufacturers nean@ai. This affected the regular cost control as
well as the performance of Small Red Flag.

Certainly, the absorption of car technology withmaich more integral structure and the
improvement became difficult issues for FAW. Si@@W could not intervene in the development
and improvement of Audi and Jetta cars due to es&iction of the brand patent, FAW lost a good
opportunity to increase its own development abifitsough the performance improvement of Small
Red Flag. As a result, only a small change was nmatlee body of the Small Red Flag and the fault
in its performance appeared to be insoluble wittpeet to the consistency between the engine
(Dodge) and the body (Audi).

On the other hand, FAW showed no interest in the development and production of
the modular mini vehicle and mini car, which had good sales in the market in the
middle of the 1990s, given the lack of government investment and less profit. Jilin
Light Vehicle Works, which used to be a nucleus maker of mini vehicles, switched to
the production of the light truck after it was merged with FAW in 1994, and the
production of the mini vehicle was cancelled. In addition, the mini car Sankoule (the
happiness of the family with three members) was developed in the early 1990s by the
engineers of the Changchun Automobile Research Institute. However, it did not
accomplish its mass production target and lost a good opportunity of accumulating

development ability.
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4 Reaction to the Intensification of Competition ad Reinforcement of Cooperation with
Foreign Companies (from the latter half of the 199§)

In 1996, FAW recaptured its leading position inrisrof the total volume of vehicle production by
expanding its commercial vehicle production. On dlleer hand, the profit of the entire company
declined due to the increasing competition in #agngent of commercial vehicles as well as the slow
production of passenger cars. Along with the glizbséibn of the market after the twenty-first
century, FAW’s management situation had improvedlifting the focus of its management policy
to production expansion and profit, particularlyparding its market base and seeking the
government's priority treatment policy. However thassenger car production had to rely mostly on

foreign technology due to its neglect of the acclation of development ability of passenger cars.

4.1 Management Aggravation and Change in President
After the cancellation of the construction of a faatory to be used exclusively for Small Red Flag,
FAW continued to spend a large amount of funds wrelpsing Shenyang Gold Cup in 1995 and
Yuannan Blue Arrow in 1997. This promoted its pplior the expansion of production primarily for
commercial vehicles. Along with the production oframercial vehicles, particularly the production
expansion of the light truck, FAW finally recaptdrehe leading position in terms of the total
volume of production in 1996; however, its passencgr production was exceeded by that of
Shanghai Auto Works and Tianjin Auto Works, and phefit of the whole company suffered due to
the intense competition in the commercial vehielgnsent. This occurred despite FAW owning the
largest national car production base (with 150,6@D,000 units) built with government investment.

In 1997, FAW regarded the expansion of car prodactis the most important purpose of its
company development after recognizing its slow tpraent in the car segment. However, when
FAW framed its construction plan for the small &atory with an annual output of 300,000 units
through a joint venture with Daewoo Automobile irantai, Shandong, GM purchased Daewoo
during the Asian financial crisis, and Shanghai Glt#ér acquired Yantai's factory. In addition, in
1997, FAW reorganized its production factory of $rRed Flag into an independent profit-making
company and resumed the construction of the neterfaby listing its stock on the Shenzhen Stock
Exchange and utilizing the accumulated funds. Hamethe sales began to decline due to the
apparent performance problems in Small Red Flag.

From the 1990s, FAW used a large amount of funds: feeries of mergers and acquisitions of
local companies in order to recapture its leadingitipn in terms of total vehicle production;

however, the expansion of car production did notehtihe desired results. As a result, the profit
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declined annually from the middle of the 199051898, the profit of the whole company from the
total sales amounting to RMB 37 billion declinedotdy RMB 125 million, which was lower than

its previous performance and almost resulted ireficitdl President Zhaojie Geng was diagnosed
with a disease and committed to long-term medietment in August 1998, and Yanfeng Zhu

assumed office as the new president at the ag® iof Bebruary 1999.

4.2 Strategic Transfer to Profit Priority and Eff@n the Downsizing of the Organization

After Yanfeng Zhu assumed office as the new presgida 1999, FAW proposed its new
management policy focussing on profit, which caesisf the downsizing and rationalization of the
organization as one of the most important techrigque 1999, FAW had 128,000 employees,
including its many public welfare staffs workinghiospitals, stores, schools, lodges and dining hall
FAW separated these public welfare sections frermiin body and encouraged them to introduce a
self-supporting system. In addition, FAW switcheahfi a strategy focusing on product development
to one focusing on increasing production from tlsseanble plan in consideration of the market
needs, and concentrated on staff relocation. Thift was based on the plan determined by the
government.

On the other hand, FAW had affiliation with manyrtpafactories, and most of them only
supplied their products to FAW. Therefore, FAW gregted four casting factories and established a
new company called FAW Four Rings. This new compaiigcated its funds independently,
supplied parts to other manufacturers besides FAW wegan to diversify into the production of
motorcycle parts. In addition, nine parts factoriesluding those involved in manufacturing air
conditioners, steering wheels and other parts vamalgamatednto a new company, which
promoted its independence. However, the processtafnalization did not proceed smoothly as
there was strong resistance from the employeelseofaporizer factory that was rationalized as the
first model factory.

Fortunately, approximately half (RMB 8.6 billionf) the RMB 14.4 billion bank debits of FAW
were converted into national stock, and its deta veas unexpectedly lowered from the end of 1999
to March 2000 by the application of a priority treant policy of the governmentBesides, FAW
withdrew its capital from Shenyang Gold Cup, thegdst local company (purchased in 2000), and
began to concentrate on the arrangement and rapagjan of its local production bases, including

Jilin Mini Vehicle Works. With the help of a suppgolicy of the government and its independent

% China ManagemenSeptember 21, 1999 afthina Engine Webwww.chinaengines.com), March 27, 2000
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effort, the total output of FAW increased from 2ZX@) units in 1998 to 410,000 units in 2000.
Further, the aggregate sales of the companiesasedefrom RMB 37 billion to RMB 56.4 hillion,
and the profit increased from RMB 125 million to BM2.2 billion®. At the same time, the

management situation also began to finally improve.

4.3 Adaptation to Globalization and Increasing @eration with Foreign Companies

From 2001, along with China’s decision to join W& O, FAW began to switch from its former
management policy emphasizing profit to a corposatategy focusing on the consumer. Meeting
the international standard in management philospptanagement level, formulization of cost and
capital and the adaptation to the market globatimabf technology, product and fund became
important issues for FAW. This change was in kegpiith the withdrawal of the protection policy
and the advance of market globalization. FAW fitsiosted its product diversification by
establishing associations with multinational entegs and implemented its strategy for expanding
production, particularly, by strengthening car @aler

The negotiations with Dongfeng in 2001 regardirghtécal cooperation for large and medium-
sized trucks, failed. Later, FAW started negotiasiovith Daimler Chrysler with regard to the
proposal of a plan to reform Jie Fang by introdgdime brand and manufacturing technique of Benz
for a large truck and the technology of Benz fanedium-sized truck. However, Daimler Chrysler
disapproved of the continuation of the Jie Fangnéyaand the negotiations were cancelled.
Regarding the production of light trucks, FAW desdo expand two major local production bases
in the south (Yunnan Province) and north (Jilinvitroe/Harbin) while seeking a new partner for
technical cooperation.

FAW began to concentrate on a new model such dsath8ora, a passenger car, while
expanding the production of VW’'s Audi and JettartRermore, FAW signed an agreement for
technical cooperation with Toyota in August 2002eramerging Tianjin Auto Works in June 2002
with the cooperation of Toyota, in order to obt#ie manufacturing technique of a small car. In
Tianjin, FAW began to produce the Toyota Vios cootgar from October 2002 and a light SUV of
Daihatsu from the middle of 2003. The luxury mod@bwn by Toyota was scheduled to be
produced in Tianjin in 2005, while the Toyota Priugbrid car was supposed to be produced by
FAW.

% Japan Economics News September 17, 2001 andChina Industry/Automobile  Weekly,

(http://www.autoweekly.com.on, March 22, 2002.
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4.4 Products Development and Reinforcement os3dbdity

FAW primarily emphasized investment on the R&D censecondly, in the network of purchasing

and sale and thirdly, on the three largest unitspdre. the engine, transmission and frame. It
developed a strategy to concentrate on the thiggebi processes—namely, painting, welding and
assembling. The three biggest unit parts and tbdyation, excluding the three biggest processes,
needed external order. Further, FAW developed thighcooperation of the Shanghai Baoshan Iron
& Steel Corporation due to the high price of theestment in Pries. In addition, FAW established

the FAW Toyota sale in a joint venture with ToyataOctober 2003 and continued to steadily

develop sales.

By merging Tianjin Auto Works, the sales volumeF#&W reached 902,000 units, with sales
up to RMB 110 billion and an increase in profitRMB 5 billion (China AutomobileMarch 16,
2004). FAW maintained its leading position in termfsannual total volume of production by
acquiring approximately a 20% share in the domesticmarket. The volume of car production in
particular was the second largest in the countrgl,the domestic share increased from 12% in 1995
to 26% in 2003. Moreover, the gap with Shanghai cAtYorks—the leading manufacturer
(50%—30%)—qgradually reduced. However, in 2004, the sfilpges were considerably inflated;
therefore, the profit declined considerably as careg to that of the previous year.

In addition, 80—-90% of the company profit was dedvirom the sale of passenger cars,
although from among the 120,000 employees, 70,0@€e vengaged in manufacturing trucks.
Moreover, the profit in the passenger car segmexst aerived from the sale of foreign brands such
as VW, Toyota and Mazda. Therefore, the importamtndin resources specialized in product
development, sales and administration managemeRAW moved to private companies. FAW
could not expand its brand products and left tleblem unresolved, although it owned the strongest

R&D institution in the country.

Conclusion
Based on the above discussions, the strategicractien and ability accumulation of FAW will be
summarized here and the future direction will ddeanalyzed.

FAW was established as the national project from1850s by gathering many skilled human
resources from across the nation and introduciegfdbilities and know-how for mass production
from the Soviet Union. FAW merely functioned asraduction factory without undertaking primary
operations such as sales and profit managemeihe/game time, it was closely associated with the

central government and was recognized as the gte@tonal enterprise in the automotive industry
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in the planned economy control period. FAW faithfldhered to the government plan of basically
implementing the monopoly model of the medium-sizeidks without being intensively interested
in market changes. Moreover, its passenger carse preduced in extremely small quantities based
on the demand of the government.

Due to the intense competition in the commercidlicle segment and a decline in its market
share, from the 1980s, FAW shifted from a passikeey of waiting for the investment plan to an
active strategy to acquire the government projaatstment and application of the priority treatment
policy; however, it was unable to do away withdependence on the government investment plan.
The change in FAW'’s policy considering the marketds was futile because the policy change was
implemented after the change in the market. Thepetition predominance in the commercial
vehicles segment was established by the acquisifidhe R&D resources of the country; however,
the formulation of the mass production system farscwas delayed, and FAW’s independent
development of the luxury limousine for leadingicils required by the government also failed.

Using the leading position in production as an ingoat point while negotiating with the
government, FAW intensively concentrated its fuidcation on the expansion of commercial
vehicle production; this was done to recapturéossleading position in terms of the total voluofe
vehicle production. However, FAW was neither alsl@tcomplish the production of its own brand
of cars in time nor emphasize improvements in #nebtbpment of passenger cars. As a result, FAW
only accomplished the production target of comnaneghicles, i.e. only the light truck, and merely
undertook a small change in the model of its owandrof car, without concentrating on the
development and production of a mini car.

Unexpectedly, passenger cars replaced commerdigtlge as mainstream products given the
rapid development of globalization from the middiethe 1990s, and in anticipation of China’s
membership in the WTO and the application of theéTframework on the Chinese automobile
market. FAW finally began to shift its managemealiqy by focusing on market orientation and
company profit; however, it was unable to develbp R&D ability of its own company car.
Therefore, the main profit, which should be derivesin the cars produced by the company, was
instead dependent on the sales of foreign brandduped according to the government's joint

venture policy (which states that the share ofi§prestocks should not exceed 50%).
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