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Introduction 

 

 This independent study project was inspired from a personal trip to China last summer, in 

which I participated in a business delegation analyzing Chinese business practices, international 

trade, and international marketing. The delegation‟s participants challenged their thinking of 

China and its place on the world‟s stage. From networking receptions at the Ritz Carlton to 

strategic plan presentations, our thinking of international business in China was altered. From the 

experience, I discovered an opportunity that needed further exploration. 

 

 Simply put, this paper‟s target audience is American technology firms, steering away 

from the large cap corporations that may already have the necessary capital required for global 

exploration. The hope is for small technology businesses to use this report as a guide to entering 

the emerging Chinese market through foreign direct investment. 

 

 Now why is the technology industry in China interesting? It is interesting because there is 

much room for development. In China, only 4% of the citizens have Broadband Internet access, 

6% have PCs, and 35% have cellular phones
1
. Imagine that you‟re an American technology firm 

looking to expand, yet you do not want to drastically increase costs, but you do want to 

drastically increase revenue, which region makes sense? It makes sense to expand in China 

because of the aforementioned facts/figures, which is just a micro – image of the country. The 

only issue is that the Technological Revolution has already begun, and will continue to grow 

parallel to demand in China (detailed in Technological Analysis section). The central question is: 

how does a small firm go about expanding into the Chinese marketplace? The goal of this paper 

is to answer that very question. 

 

For the purpose of this research paper, I felt it would be best to use a PEST analysis. This 

analytical framework allows one to analyze a firm‟s macro environment, which is fitting for 

China due to the heavy amount of regulation and governmental intervention. PEST is an 

acronym for: Political, Economical, Sociological, and Technological. To get a better 

understanding of the acronym, let‟s break apart its factors. 

 

Political: factors, or how and to what degree a government intervenes in the economy.   

Specifically, political factors include areas such as tax policy, labor law, environmental law, 

trade restrictions, tariffs, and political stability.  Political factors may also include goods and 

services which the government wants to provide or be provided (merit goods) and those that the 

government does not want to be provided (demerit goods).  Furthermore, governments have 

great influence on the health, education, and infrastructure of a nation. 

 

Economic: factors include economic growth, interest rates, exchange rates and the 

inflation rate.  These factors have major impacts on how businesses operate and make decisions.  

For example, interest rates affect a firm's cost of capital and therefore to what extent a business 

grows and expands. Exchange rates affect the costs of exporting goods and the supply and price 

of imported goods in an economy. 

 

                                                            
1 Choy – Valentine, Inc., China Business Briefing, 2009 



 
 

Sociological: factors include the cultural aspects and include health consciousness, 

population growth rate, age distribution, career attitudes and emphasis on safety.  Trends in 

social factors affect the demand for a company's products and how that company operates.  For 

example, an ageing population may imply a smaller and less-willing workforce (thus increasing 

the cost of labor). Furthermore, companies may change various management strategies to adapt 

to these social trends (such as recruiting younger workers). 

 

Technological: factors include ecological and environmental aspects, such as R&D 

activity, automation, technology incentives and the rate of technological change.  They can 

determine barriers to entry, minimum efficient production level and influence, and outsourcing 

decisions. Moreover, technological shifts can affect costs, quality, and lead to innovation. 

 

The framework that has been laid out for you gives you a better understanding of what 

this paper examines. Specifically, giving the audience a better understanding of how to enter the 

Chinese market, whether they should go in alone or through a joint-venture, and which enterprise 

type works best in their favor. Before analyzing the first factor of the PEST model, let‟s 

generalize China. A small overview of the People‟s Republic of China will allow you to see 

China at the aggregate level, before delving deep into the nature of its business/legal structure. In 

this section, I will also discuss issues at the micro – level, among its citizens, in hopes of you 

getting a better understanding of the people and their struggles.  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



 
 

Political Analysis 

 

 China‟s political system is constructed vastly different than America‟s. Unlike a 

democracy, the People‟s Republic of China is a communist nation, solely governed by the China 

Communist Party, or the CCP. China‟s political system is structured as follows: 

 

 
 

 The hierarchical structure in the form of a stacked Venn diagram visually demonstrates 

the weight of each group. Beginning with the largest constituency, the National People‟s 

Congress (NPC), there are 3,000 members. These members are elected every five years and meet 

once per year. The representatives serving in the NPC are elected by the CCP, and are tasked 

with mediating policy differences between the Party and the government, approving work reports 

of top officials, and electing the President of the People‟s Republic of China1. The current head 

of the NPC is Wu Bangguo, who surprisingly has a strong background in the 

technology/telecommunications sectors, being the deputy manager of Shanghai Electronics 

Elements Company. 

 

 Next is the Standing Committee, or the National People‟s Republic of China Standing 

Committee (NPRCSC), which is composed of 150 people, and is a sub-set of the NPC. The role 

of the NPRCSC is to act as a legislative body, modifying any legislation, within limits, set by the 

NPC. NPRSCS also interprets the constitution of the People‟s Republic of China, acting as the 

legal interpreter, and the Supreme People‟s Court actually decides the case. This setup lengthens 

the judicial process in that most countries have one body that interprets a case and rules (i.e. 

highest level in US: Supreme Court). Court trials could take much longer for a ruling relative to 

America. 

 

 

 



 
 

 The State Council is the chief administrative authority of the People‟s Republic of China, 

comprised of 50 members and are looked at as the president‟s cabinet. The Premier, or the Prime 

Minister, delegates to the senior officer which area they would supervise. The three most 

important areas are as follows1: 

 

 
 

  Now that you have a basic understanding of the political situation in China, we move on 

to the tax and labor policies in China. For small business, firms are taxed at a rate of 25%, (14% 

lower than the United States: 35% corporate tax rate plus average state rate). This low rate has 

attracted a lot of FDI since during the 1990s, but FDI has dropped off the past two years. 

 

 

  

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

Source: Ministry of Commerce and the People’s Republic of China  

 

  

 



 
 

This decline in FDI is principally due to the economic downturn that the world is facing 

and is no indication of future inflows. In fact, over the past few years, China has been revamping 

tax policies to attract foreign investors. China‟s continuing growth (as will be discussed in the 

Economic Analysis), suggests that FDI is bound to bounce back going forward. 

 

 Part of China‟s reformed tax policies is geared towards foreign firms that are forward-

looking. For instance, China has a special policy for their Special Economic and Developmental 

Zones, which are areas that are not as industrialized as other sections of mainland China. If a 

firm operates in 1 of the 5 Special Economic Zones (SEZ), which are in the Shantou, Shenzhen, 

Guangdong, Fujian, and the Hainan provinces, their corporate tax rate would be reduced to 

15%
2
. In addition, an added stipulation called “2 + 3 years” makes the firm exempt from tax for 

the first two years, and subsequently pay a tax rate of only 12.5% for the following three years.  

 

 Technology firms and firms specializing in high technologies will be eligible for an 

additional 50% off in R & D expenses
2
. It makes perfect sense for a technology firm, looking to 

invest/expand in China, to take advantage of these tax policies. Since these areas are strategically 

selected and governmental regulation is relaxed more than in Beijing or Shanghai, a firm could 

take advantage of this opportunity. Getting in the areas while these initiatives are in place 

provides a leg up on international competition. 

 

 Aside from you being double taxed, you are not subject to a capital minimum if you want 

to open a business. You only need a business permit, underscoring the lack of competition at the 

micro level, in that much development is still needed in China. One significant difference in tax 

protocol, relative to the United States, is how taxes are reported. 

 

 As an employer, you are required to submit a tax report by December 31 (unlike April 15 

in the States). In that report, you would detail your taxes, in addition to submitting an interim 

report every three months throughout the year2.   

 

 It is also important to understand the different types of corporate entities in China: State 

Owned Enterprises (SOE), Private Enterprises, Joint Ventures, and Wholly-owned Foreign 

Enterprises. SOEs, or factories, are the most common form of business and they are the principal 

problem for China in their transformation from a command economy to market. A huge benefit 

of SOEs is that it not only provides lifelong employment to its employees, but also provides 

various social services, such as housing, healthcare, child care, education, grocery, etc.
3
  

 

 Private Enterprises and Wholly-owned Foreign Enterprises have been growing rapidly, as 

detailed in the next graph. This rapid increase has been stimulated by Chinese economic reforms 

to help the transitioning process go smoother and has paid dividends to the Chinese economy, 

growing at an annualized rate of over 6% this decade so far. Joint Ventures have declined 

because of the increasing presence of the aforementioned enterprises, underscoring relaxing 

regulation. 

 

 

                                                            
2 China, Worldwide Tax (www.worldwide-tax.com), 2009 
3 Wang, “Reforming State-Owned Enterprises in China,” 2002 



 
 

Economic Analysis 

 Changes in the Chinese market have material effects on the outlay of the global economy. 

For example, the reason for an increase in oil prices during 2004 and 2008 was due to the 

significant increase in demand in China, especially for new automobiles. China began passing 

economic reform bills in 1990, which led to a tremendous increase in FDI in China and the 

number of independent business entities (local businesses not controlled by the central 

government). 

 

 Much of the proven growth has come from the industry and services sectors, with 

agriculture decreasing proportionally of GDP growth. This implies that the country as a whole is 

becoming more urban, industrialized, and technology focused. A few significant changes have 

been observed (numbers are current vs 1990 amounts
2
): 

 

1. Services sector contributes 40.7% to the Chinese economy, compared to 30% 

2. Main imports are machinery/equipment, chemicals, and fuel 

3. Main exporting destination is the United States, increasing 167% 

4. Per capita GDP at $3,259, up from $1,854 

 

During this current economic crisis, China has suffered a great deal because America 

accounts for 30% of its exports, in addition to seeing a rise in uncertainty of overseas demand 

from other nations. Chinese GDP growth slowed to 9% in 2008, the lowest since it joined the 

World Trade Organization in 2001. Even though 9% would be tremendous for the US, and 

definitely unsustainable, China has seen better over the past decade. This year, China is on pace 

to pass Japan as the second largest economy in the world, underscoring their growing market 

share of the global market economy. During the first three quarters of 2009, China has seen 

tremendous growth for the given circumstances. They have been handling the global recession 

better than the other BRIC (Brazil, Russia, India and China) nations.  

 

 
 

Source: China View 

 



 
 

 Real GDP has differed little from amount listed above, due to the fact that inflationary 

expectations are low.  Contrary to their current market outlook, China is worried about inflation, 

even though the CPI index was only 1.1 percent through the first three quarters of 2009. Going 

forward, a drastic increase in inflation is not expected, despite the fact that China‟s central and 

local governments‟ bailout packages totaled 18T Yuan (~$2.6T).  

 

 Urban demand has risen since it appears that China has seen the recession bottom out and 

people are beginning to spend. Many of the citizens are moving into the $4,000 to $6,000 income 

bracket (average 2008 salary was $4,279.5)
4
. 

 

 With respect to trade, the Chinese economy is being pressured by the US government to 

allow its currency to appreciate, as shown below: 

 
Source: The Economic Populist 
 

By not letting its currency appreciate, China keeps the exchange rate low and increases demand 

for their exports. As you can see from the above, since 2004, China‟s exports have been growing 

faster than their exchange rate. This causes countries, especially the United States, to buy their 

products at a much lower price than it would cost to produce it domestically or purchase it from 

another country. 

 

 The US‟s practices have been contributing a great deal the Yuan‟s value. By the US 

keeping interest rates low, coupled with a weak dollar, many investors are transferring out of 

Treasury securities and into higher yield securities, commodities and emerging market 

currencies. Chinese markets, which are up 70% YTD (The Associated Press), have raised 

concerns over possible asset bubbles and the possibility of an implosion is rising. I see this as an 

                                                            
4 China View, 2009 



 
 

unlikely scenario, given that the US will begin to raise rates as we continue to recover, and the 

dollar will begin to stabilize due to increased demand in American investment opportunities. 

 

Socio-cultural Analysis 

 

 It is imperative to understand the importance of Chinese customs and how personal 

relationships must develop at the beginning of every business transaction. To successfully 

conduct business in China, eliminate the ethnocentric American mindset. Not only because 

you‟re operating in a different country, but because the style of doing business in America is 

fast-paced and impersonal, where in China and most Asian nations, relationships are cherished. 

In my trip to China, in May 2009, I learned of the concept „guanxi.‟ Guanxi describes a personal 

connection between two people in which one is able to call upon another to perform a favor or 

service, or vice versa.  

 

 It is customary to go to dinner with a Chinese business partner and get to know each 

other on a personal level. For example, engaging in karaoke with a business associate is very 

common in China. Developing high social capital will get you far in Chinese business, whereas 

in America the solitary thing that matters is monetary capital. 

 

 Guanxi also brings up the idea whether it would be more effective as a businessman to 

enter the Chinese market alone or establish some sort of cooperative arrangement/joint venture. 

On the African continent, for instance, joint ventures would be best; going in together with a 

local known firm makes the product easier to market, due to the high levels of corruption. This 

mindset is analogous to China as well, since the level of corruption is high and is estimated at 

about $86bn annually
1
.  

 

 Incorporating foreign direct investment into doing business in China, an independent firm 

could join with a local firm for the aspect of brand recognition and development of any facilities. 

This is a great way to enhance social capital and increase your understanding of guanxi, 

benefitting you in future business ventures in the region.  

 

Technological Analysis 

 

 China‟s current technological state is underdeveloped, despite its rapid growth over the 

past decade. The chart below details the percentage of technology exports from China, with its 

respective ownerships. It is evident that technology is becoming increasingly foreign-based, even 

though it‟s developed in China. In addition, there is a decline in joint-venture exportation, 

highlighting the increasing dependence on foreign owned entities. 



 
 

 
 

Source: Organisation for Economic Co-Operation and Development 

 

As a company looking to expand into the Chinese market place, the best approach is to 

enter into a joint venture, especially in the technology sector. This provides access to local 

companies‟ technological capabilities and the opportunity to develop guan xi among your 

customers. 

 

Innovation is a critical component to China‟s technological progression and it is clear that 

the demand is prevalent within Chinese society. Many Chinese products tend to lack sufficient 

quality and the firms lack the technological capabilities to manufacture the products efficiently. 

Moreover, the country‟s access to Internet, PCs, and TVs, is far lower than that of developed 

nations. What is clear with China is that even though the country has been growing exponentially 

in real terms, they have not been able to develop some of the core necessities in technology and 

financial services. 

 

For a firm looking to expand in the Chinese market place, this lack of development serves 

as a grand opportunity for market penetration, especially in infrastructure development. A 

technology firm can enter the market place and make drastic improvements in the areas of ports, 

rail, and roads, in addition to effectively integrating infrastructure into China. With low wages, 

developing the necessary technology does not require a large initial capital outlay, and is 

guaranteed to have a high rate of return. 

Conclusions 

 

 The intent of this paper is to educate you on the ability to invest in the Chinese 

marketplace, specifically through foreign direct investment, specifically for American 

technology firms. With respect to China, it is critical to understand the governmental structure 

and how it is changing with the recent transition to a market economy. These economic reforms 

will drastically alter Chinese business and allow for more foreign investment.  

 

 Looking over the political analysis, you can see the different layers of government 

regulation in China. With the central government controlling every aspect of functionality, 

bribery is a part of corporate culture, putting China number 66 globally in corruption
1
. As the 

country has been implementing economic initiatives, FDI inflows have increased, as detailed in 

the graph under the respective analysis. This is evidence that going forward, China‟s foreign 

investment will continue to increase, despite the recent global downturn. 



 
 

 

 From an economic stand-point, the country has been growing rapidly over the past 

decade. China has maintained real growth of at least 6%, even when developed nations have 

experienced high levels of contraction. This underscores the country‟s potential to grow faster 

than developed nations, as many emerging markets (i.e. Brazil and India) have done so this 

decade. As a BRIC nation, China is one of the fastest growing markets, leaving ample 

opportunity for potential investors. The services/technological sectors of the Chinese market 

have had an increasing proportion of GDP, highlighting the long-term growth in these industries. 

 

 Although overlooked in America, the socio-cultural aspects of Chinese/Asian business 

culture is of a high contact/low context style, demanding explicit information, verbal 

communication, and is established on a solid foundation of interpersonal relations with the 

business partner. It is imperative that a connection with the end consumer is created and 

developed over time, conveyed through the concept of guanxi. Once guanxi is established, doing 

business is easier. The point of guanxi is not for one to go in a situation with the notion that 

excessive relationship building is necessary, but some form of consideration is necessary at the 

aggregate level to do business. 

 

 Technologically, it is evident that even though China has seen rapid growth as a 

developing nation, their technology is still weak; this report demonstrates the opportunity 

available. China is implementing initiatives specifically for technology firms and technological 

activities. Technology firms would get a large boost in research and development, and better 

position themselves to develop China‟s weak infrastructure. 

 

 Entering the Chinese market through foreign direct investment, as opposed to contract 

manufacturing, exporting or licensing, gives a firm more control over the product and reduces 

dissemination risk. Coupled with FDI could be an equity position in a local firm, so that you 

could take advantage of current market knowledge and utilize that to modify your product or 

establish manufacturing facilities. A fundamental understanding of the Chinese 

government/social culture, in addition to establishing a strategic alliance with local firms to build 

plants, will maximize the amount of exposure to the Chinese marketplace and will generate 

positive returns. 
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