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Abstract: 

Local purchases in China by US corporations and their Chinese subsidiaries reached an estimated annual $500 
billion in 2008. The size and rapid growth of buying in China for production and import purposes, poses a massive 
risk of corruption that has not been adequately addressed by US public corporations and their boards.  While some 
of these questionable business practices may have been silently tolerated in the past by US management in order to 
accommodate rapid growth, today they present very serious legal and ethical challenges that need to be addressed.  
In this paper, the authors argue that US corporations can neither afford to wait for evidence of corruption to emerge 
nor to undermine local management through intrusive and frequently ineffective audits. Instead we advocate a 
systematic process, we call Forensic Sourcing, supported by a neutral outside party, that reviews all significant 
purchases, subjects them to market based competition and lets the resulting data reveal both economic inefficiencies 
and legal irregularities.  The expertise and independence brought to the process by a neutral third party consultant 
working with a law firm, helps protect US management from legal challenges under current law and provides 
superior economic benefits in the form of better pricing and contract terms compared to internally driven reviews.  

 

I.  Purchasing Related Corruption in China  

China purchasing stands at $500 billion annually 

Published trade statistics by the US and Chinese 
governments indicate US imports from China of $338 
billion in 2008 and a compounded annual growth rate  
(CAGR) of 16% for this decade1. Using high level 
estimates for Chinese exports by US owned 
corporations to other countries, input factor ratios of 
raw materials versus labor and intermediate 
consumption factors, we believe that companies 
subject to US law purchase at least $500 billion of 
goods and services from Chinese suppliers, either 
locally in China in the form of intermediate 
production inputs or in the US as imports of finished 
goods. While the issues raised in this paper are 
applicable to all purchasing from China, we focus on 
the case of intermediate production input purchasing 
in China because it tends to be locally managed and 
thus more vulnerable to corruption. As more US 

                                                 
1 US Census Bureau; Ministry of Commerce of PR China 

corporations integrate their global supply chains and 
continue to outsource and sub-contract production, 
local purchasing of intermediate production inputs in 
China will likely grow more rapidly than direct US 
imports. 

US Corporate China Purchases 
2008 Est., $ Billions 
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Corruption widespread and persistent 

In the 2008 Transparency International corruption 
perceptions index, China scored a 3.6 (on a 0 to 10 
scale, 0 meaning highly corrupt and 10 meaning 
highly clean), which it roughly shares with Mexico, 
Brazil, and India, the world’s other major offshoring 
destinations2. We are skeptical of “cultural” 
explanations, which are a bit like error terms in a 
complex equation where we haven’t done enough 
analysis to identify the main factors. We believe law, 
law enforcement, market structure and government 
regulation and intervention drive the vast majority of 
human economic decision making, including 
corruption.  

 

 

 

 

 

 

 

Despite efforts on the part of the Chinese government 
to address corruption, these numbers have not really 
improved during this decade3. Corruption will 
continue to be a problem in China for the foreseeable 
future because existing laws are not strong enough, 
are not being vigorously enforced and have mostly 
been focused on government graft, not private sector 
corruption. In addition, rapid GDP and FDI growth 
continues to create a lot of corruption opportunity, 

                                                 
2 US Census Bureau; Transparency International;   
   International Monetary Fund 
3 Transparency International 

making it very difficult to apply lessons from more 
mature economies to China.  

 

 

 

 

 

                                                                                 
                                                                            
Purchasing related corruption affects a US 
corporation’s cost of operating in China in two ways:  

1. It imposes a potentially significant, but generally 
unknown and ignored cost in the form of legal 
challenges under US law, and  

2. It represents the single largest opportunity to 
improve gross margins in China, where annual 
wage inflation stands at 14%. Depending on the 
industry, local purchases may represent 50%-75% 
of total cost. Reducing purchasing costs by 10% 
would provide an instant 5% gross margin boost. 

Country Economics vs. Corruption Level 
2008, Bubble Size is GDP $ Trillions 

Typical China Production Costs 
Illustrative 
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Optimizing and professionalizing purchasing in 
China represents a significant margin enhancing 
opportunity that should be a top agenda item for any 
US public company operating in China.  

II. Legal Perspective 

The size and rapid growth of buying in China for 
production and import purposes poses a massive risk 
of corruption that has not been adequately addressed 
by US public corporations and their boards.  While 
some questionable business practices may have been 
silently tolerated in the past by US management in 
order to accommodate rapid growth, today they 
represent very serious legal and ethical challenges 
that need to be addressed.  

The expertise and independence brought to the 
process by a neutral third party consultant working 
with a law firm helps protect US management from 
legal challenges under current law (Foreign Corrupt 
Practices Act and Sarbanes-Oxley Section 302).  

A brief review of the relevant laws in the US and 
China might be useful:  

US – Foreign Corrupt Practices Act 

The Foreign Corrupt Practices Act (“FCPA”) is a US 
federal law that prohibits the bribery of foreign 
government officials by US companies and 
prescribes accounting and record-keeping practices. 
The definition of “foreign official” includes 
government employees, political parties and party 
officials. Employees of State-Owned Enterprises are 
almost always considered to be foreign for FCPA 
purposes. The anti-bribery provisions of the FCPA 
apply to any company with securities registered 
pursuant to SEC regulations or subject to SEC 
reporting requirements or to a person acting on behalf 
of such company or person. US persons who are 
unable to defend their actions under the FCPA’s anti-
bribery provisions face severe penalties. US 
companies can be fined up to $2 million while US 
individuals (including officers and directors of 
companies that have willfully violated the FCPA) can 
be fined up to $100,000 and imprisoned for up to five 

years, or both. In addition, civil penalties may be 
imposed.  

US – Sarbanes-Oxley Act 

The Sarbanes-Oxley Act (“SOX”) imposes 
requirements on publicly traded companies. Section 
302 of SOX requires senior management to not only 
accurately report material financial information but 
also to establish and maintain internal controls so that 
management has the accurate financial information. 
The disclosure requirements of Section 302 require 
the CEO and CFO to advise the external auditors of 
any situation, regardless of materiality, that indicates 
dishonesty on the part of any employee that 
participates in or plays a significant role in any of the 
controls that support any of the information that flow 
into the preparation of a financial statement 
consolidation and adjustments, financial statement 
notes preparation, or preparation of supplemental 
SEC 10K/10Q, etc. disclosures. SOX provides for 
both criminal and civil penalties.  With respect to 
criminal penalties, Section 807 of SOX provides for 
fines and imprisonment of not more than 25 years or 
both. 

China – Criminal Code 

The criminal code prohibits bribery including bribery 
of state functionaries or state related business 
enterprises. The definitions of these persons and 
entities are extremely broad in scope and include 
people who perform public services in the legislative, 
administrative or judicial branches, the military, 
employees of State Owned Enterprises from cashiers 
to officers and directors. The penalties for bribery 
include fines, criminal detention, imprisonment and 
confiscation of property. 

China – Company Law 

China’s company (“Company Law”) law governs 
business organizations. It specifies “a foreign 
company shall assume civil liability for the 
operational activities of its branches within Chinese 
territory4.” Therefore, when a branch of a U.S. 
                                                 
4 Company Law of the People’s Republic of China (revised in 
2005), Article 203. 
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company, its directors or its officers commit a 
violation of the anti-bribery provision in the 
Company Law, the foreign company will be held 
liable.  

China – Anti-Unfair Competition Law  

China’s Unfair Competition Law prohibits businesses 
to “bribe through cash, property, or any other means 
in order to sell or purchase merchandise. Anyone 
who gives the other party kickbacks shall be deemed 
to have committed bribery and punished 
accordingly5.” Kickbacks are broadly defined and 
include payments for research and consultant services 
as well as benefits such as subsidized travel and 
entertainment. These provisions overlap the criminal 
bribery laws.  The penalties for commercial bribery 
include fines ranging from RMB10,000 to 
RMB200,000, and confiscation of illegal proceeds. 
Serious cases may be treated as crimes. 

US Enforcement on the rise 

It appears that the US has become much more 
aggressive in pursuing investigations and launching 
proceedings both under Sarbanes-Oxley and under 
FCPA. A recent review by Sherman and Sterling 
LLP6 shows a marked increase in FCPA proceedings. 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                 
5 Anti-Unfair Competition Law of the People’s Republic of China 
(1993), Article 8.1. 
6 Shearman & Sterling LLP  Report “Recent Trends and Patterns in 
FCPA Enforcement”   2008, 2009 

Even more concerning is the rise in penalties 
assessed against major corporations6.  
 

 

 

 

 

 

 
 

III. The Forensic Sourcing Approach 

Framing the problem 

Many US public corporations have entered or 
dramatically grown their China operations over the 
past decade. The number of US owned corporations 
in China has grown by 8% CAGR since 2000. They 
represent an estimated $500 billion in 2008 China 
purchasing, up from an estimated $150 billion in 
2000.  Given such heady growth, US managers had to 
quickly build Chinese supply chains relying heavily 
on local managers or partners while lacking many of 
the formal processes and procedures common in US 
purchasing departments.  Many executives we spoke 
to are concerned about compliance issues in their 
Chinese purchasing operations, but are hesitant to 
take a heavy handed audit approach for fear of 
undermining their management teams in China, 
where talent is in extremely short supply.  Ignoring 
the problem however is unacceptable given the 
severe legal repercussions. Publicly known cases 
certainly represent only the tip of the iceberg. 

Forensic Sourcing - A new approach 

Our experience in working with US public companies 
operating in China has convinced us that a “Forensic 
Sourcing” process that examines all purchases strictly 
based on their performance (i.e. pricing and other 
contract terms) compared to competitive market 
prices available is more effective than an audit in 
uncovering fraud in the procurement processes.  Just 
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as Stephen D. Levitt used outcome data to 
demonstrate corruption in Japanese Sumo Wrestling 
in his 2005 bestselling book “Freakonomics” 
Forensic Sourcing can reliably uncover data-based 
evidence of corruption, without having to identify 
precise instances of wrong doing.  

 

 

 

 

 

 

 

 

Forensic Sourcing is different  

Forensic Sourcing requires the same process, 
category, country and analytical expertise required 
for traditional sourcing, but is different in several key 
aspects:  

• Must have the mandate of the Board and CEO 
and be free of any conflicts of interest 

• Must be managed by an outside sourcing 
consultant working with an independent team 
and in conjunction with a US based, but China 
experienced law firm  

• Must examine a wide swath of purchasing 
categories as 80/20 approaches often miss major 
instances of corruption 

• Must be ready to take decisive action should 
there be evidence of wrong doing.  

 
There are several indicators, some easily available, 
that indicate potential problems and may require a 
full blown investigation. The main purpose of 
Forensic Sourcing is to obtain better commercial 
terms and to identify any warnings signs of 
corruption that may require remedial action. 

 

1. Long-tenured, insular local procurement staff and 
entrenched supplier relationships 

Having experienced, long-tenured procurement 
staff is a double edged sword.  Some companies 
deliberately churn their purchasing staff and 
suppliers, but risk losing valuable expertise in the 
process. In fast growing environments, this is often 
not practical. We recommend working with a local 
Chinese law firm partner to conduct some basic 
investigation on suspect staff and suppliers, which 
is relatively inexpensive and quick. If any signs of 
corruption are uncovered, it may be necessary to 
terminate one or two key staff and / or suppliers to 
convince the organization of the seriousness of the 
effort.   

2. Fragmented, largely local supplier base 

The combination of a highly fragmented and 
largely local supplier base is almost always a red 
flag.  Some of these supplier relationships may be 
innocent and based on historical growth. However, 
given the potential for corruption they should be 
phased out. In almost every case we examined, 
consolidating vendors and purchasing from larger 
national or international suppliers resulted in 
20%+ savings, even after allowing for incremental 
logistics costs and supply chain risks.   
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3. Purchasing data not immediately available or 
considered “unclean” 

A relatively easy litmus test is to request a full 
data dump of the Purchase Order system directly 
from the IT department. If the request is not filled 
within 24 hours, or if IT needs to check with the 
procurement department first to “clean” the data, 
there is something to hide. All relevant data 
should be obtained on day one of a project to 
preserve the data and the ability to identify any 
subsequent tampering.  
 

4. Poorly documented parts specifications, lack of 
formal testing procedures 

Poorly articulated specifications, no ongoing 
testing program, “mystical” properties of key 
supplier parts that somehow have unspecified by 
grave impacts on production yields, cost, etc. are 
powerful barriers to switching from potentially 
corrupt suppliers to competitive ones. There is no 
easy way around this. An 80/20 approach 
combined with an intensive analysis of a few key 
parts is effective and efficient. Having Chinese 
speaking engineering talent on your side is critical. 
Once the battle has been won around one or two 
key commodities, resistance usually collapses.  

 
5. Extensive use of low-valued added intermediaries 

or distributors 

Extensive use of local distributors is a common 
method for setting up kickback schemes, but 
fortunately is relatively easy to identify. Typical 
situations that warrant immediate investigation 
include: Purchaser represents the majority of the 
distributor’s business in that segment, distributors 
have only been established shortly before selling 
in quantity to client, distributors are owned or 
managed by unqualified personnel, and 
distributors selling a widely available, fungible 
product with little or no value add. Often such 
schemes are more prevalent in smaller Indirect or 
Maintenance, Repair and Operations (MRO) 
purchases, but are discoverable in any case by 
utilizing background checks, analysis of 
purchasing patterns and a subsequent rigorous bid 
process.  

6. Large incumbent vs. non-incumbent first round bid 
differences 

While it is common for incumbent suppliers to bid 
higher than new suppliers in an initial Request For 
Proposal (“RFP”) response, price concessions or 
differences in excess of 15% compared to credible 
non-incumbents may indicate an unnatural level of 
supplier entrenchment.  If such relationships are 
based on corruption, it is imperative that suppliers 
understand a neutral third party is running a totally 
dispassionate data-driven process with full support 
from the company’s US management or board of 
directors. Often first round bids for identical 
products purchased from different vendors have 
price differences in excess of 20%. 
 

  
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
Forensic Sourcing results can be very significant 

A typical Forensic Sourcing project will start with a 
six-week diagnostic phase in order to size the 
economic sourcing opportunity and assess the 
organization’s vulnerability to corruption at a high 
level using some of the indicators discussed above.  
If the diagnostic phase confirms an economic 
opportunity or that corruption is likely, a 
comprehensive Forensic Sourcing project based on 
opportunity and corruption risk should be launched. 
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Typically such projects take about six to nine months, 
depending on the scope and complexity of the 
categories involved. The utility of Forensic Sourcing 
does not depend on actually finding corruption. An 
outcome of improved purchasing economics with no 
clear evidence of corruption is obviously preferable. 
 
 
 
 
 
 
 
 
 

IV. Conclusion for Executives and Directors 
 
US law and shareholder expectations require 
executives and directors of US public companies 
operating in China to ensure that purchasing and 
procurement processes are free of corruption and   
that best-in-class economics are applied and realized. 
Process oriented re-engineering approaches and 
audits are ineffective and take far too long. Forensic 
Sourcing is a competitive, analytical and data-driven 
approach that reveals most corruption activities while 
ensuring optimal pricing and terms. Conducting such 
a project requires independent outside assistance in 
order to be successful and to help protect executives 
and directors from legal challenges.  
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