Feature performance

detectives
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Protecting intellectual property is becoming big business for
domestic Chinese firms, as well as foreign investors.

art of any nation’s rite of

passage on joining the World

Trade Organization (WTO)

involves getting its intellectual
property (IP) protection up to scratch.
As one of the WTO’s younger members,
China has been working on this with
mixed results. On the plus side, the gen-
eral consensus is that China’s IP laws are
in good shape and close to the standards
set by the World Intellectual Property
Organization (WIPO). The problem is
enforcement. China’s huge black market
in pirated DVDs and brand name goods,
and the rampant copying of everything
from golf clubs to auto parts, has left
many seeing red. In October 2005,
against a backdrop of continuing trade
disputes, the United States government
turned to the WTO to help investigate
China’s IP practices.

“With China’s accession to the WTO
and with the expansion of the Chinese
economy, there’s an increase in all kinds
of commercial disputes — and there’s
often more and more money at stake,”
says Benny Kwok, a Hong Kong forensic
accountant and practising CPA. “Globali-
sation plays a part too, since IP rights are
vital when a company’s products are sold
all around the world.”

Multinational companies are most
often claimants in IP cases, but it’s
also a growing problem for domestic
companies. Many see it as an inevitable,

emerging trend, as the Chinese economy
« . .
grows. “As Chinese companies become
more sophisticated and develop more IB,
they are looking at how to protect their
technical or technological advantages,”
points out John Leary of law firm White
& Case.

Complex call
Patrick Ma, also of White & Case,
points out that Chinese businesses are
increasingly cognisant of trademark
issues. “They realise how difficult it
is to build a brand and they know
how important brand names are.” It’s
something Beijing Olympic officials are
coming to terms with, as both city and
national governments clamp down on
products and companies using the 2008
games’ Olympic symbols.

The fact that Chinese companies
are starting to experience their own
IP enforcement issues shows how the
nation’s industrial economy is maturing.
“There is a clear historical trend, as
the same thing happened in Japan and
Korea,” Leary explains. This catch-up

may, however, be coming sooner than
anticipated. Research house Gartner
predicts that research and development
spending in Beijing and Shanghai will
be around two percent of those cities’
GDP this year. That’s around the same
level as Europe and only marginally less
than the U.S.

Copyright is just a part of the IP
story, which also includes trade secrets,
trademarks and patents. According to
Leary, patents claims can be particularly
complex. “Chinese companies are learn-
ing the hard way about the complexities
of patent law;” he says, citing the example
of a new product being introduced to the
U.S. market. “There the company can
find itself being sued for infringement
because patents already exist for certain
aspects of the product and as such it
doesn’t have all the right documents.”

Many products are an IP minefield: A
cell phone may include several thousand
patents. Phone manufacturers and other
tech companies will often agree to pool
patents within narrow areas. But with so
many to consider it’s all too easy to slip

As Chinese companies become more
sophisticated and develop more IP, they are
looking at how to protect their technical or
technological advantages.
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up, as Motorola discovered in 2002. It
was found to have infringed a patent on
Chinese characters that had been granted
to a Chinese company.

Calling forensics

The importance of IP protection has
opened new doors for forensic account-
ants. While many companies see IP

first and foremost as a legal issue, others
recognise there is a financial aspect — and
call in the accountants.

Mark Bowra, a forensic accountant
working for KPMG in Shanghai, says
most of his IP work covers relationships
between business partners. While he
can't comment on specific cases, he
gives an example of the service his firm
provides. “Say you have a U.S. computer
manufacturer outsourcing production to a
Chinese factory. The U.S. company wants
to make sure that production complies
with its precise specifications — for instance
that there are no substitutions of poor
quality parts.” If products are returned
because poor-grade components have been
used, the U.S. company can find itself
with a serious brand issue.

These days Bowra divides assign-
ments between problem cases and clients

Research house Gartner predicts that research and development
spending in Beijing and Shanghai will be around two percent
of those cities’ GDP this year. That’s around the same level as
Europe and only marginally less than the U.S:

wanting to take pre-emptive action by
getting the accountants to check their
manufacturers’ compliance with business
agreements. “Forensic accountants have
the investigative skills to uncover what’s
going on,” he says.

Lawyers are also referring work to
accountants, and using their help with
enforcement. Agreements between IP
owners and their outsourcing partners

s R
Copying down

» The Hong Kong government
is once again reviewing the
controversial Copyright Ordinance.
In 2001 a series of amendments
to the Ordinance created uproar
- primarily because they effectively
criminalised photocopying of
newspaper and magazine articles,
and also because they failed to
address Hong Kong’s restrictive
regulations on parallel imports
for copyright materials such as
music and video games. The
government now proposes setting
a threshold on the permissible level
of photocopying.
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will often contain a right-to-audit clause,
giving the company rights to bring in
forensic accountants to investigate. “We
are often asked to help with the draft-
ing of these clauses, since if they’re not
properly worded we may have trouble
accessing certain information. We know
some of the tricks people use and can
help to make sure these clauses are tight,”
Bowra adds. “If our work is used in court,
we can be called on to witness the records
that were disclosed. We can also be called
on as expert witnesses to give an opinion
on, for instance, whether we think the
records have been reconstructed.”

Playing straight
While enforcement is crucial, Bowra
says it is still very much work in progress
for Chinese companies, noting “You
cannot simply rely on contractual
obligations.” The problem is that IP en-
forcement is a relatively new area in the
Chinese legal system. The creation of a
special court to deal with IP matters has
helped, says Ma, but there are still plenty
of practical problems. “Even if you have
a good claim, it’s difficult to get evidence
from the offender.” Also some IP law is
tied to the profit motive, as Ma observes.
“Sometimes the amount of profit de-
rived by the offender may not be a real
measure of the harm being done — for
example, where the offender is aiming
for high volume with low profitability,
such as by selling pirated DVDs.”

While the whole concept of IP is
still in its infancy in China, Bowra
thinks that Chinese companies will

Swish vs Swoosh:

Battling brands in a frontier market
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» As many accountants and lawyers will
testify, Chinese companies are taking
their IP defences extremely seriously.
Take local sports manufacturer Li
Ning. Its simple logo and slogan drew
comparisons — some favourable,
some less so — with international
rivals such as Nike and Adidas. Li
Ning has stood up to the pressure. It
remains adamant that Adidas’ most
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recent slogan, “Impossible is
Nothing” is an imitation of its own
motto, “Everything is Possible”.
It’s the kind of tension that could
become commonplace as Chinese
companies learn the tricks of
international marketing and
distribution and combine these
with their understanding of local
culture and markets.
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come up to speed faster than their
international counterparts, “as they
won't have to go through the same long
learning process but can piggy-back off
other nations’ experience.”

Leary points to education as the
eventual answer. “Chinese companies
need to understand how many resources

in terms of time and management they
need to devote to make their IP assets an
effective tool. Also, IP is not just about
procuring rights. You need to be vigilant
in enforcing them. That requires a
substantial effort from employees as well
as management. It’s a new concept for
Chinese companies.” A"
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