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If you have walked through the paths in Pike Place Market in Seattle, you’ve got a taste 
of what it might be like to get around a marketplace in China. It’s more than just 
McDonalds, Starbucks and Buick Regal that you see all over a major city, China has 
attracted attention from every company you can possibly think of and created an 
overwhelmingly competitive playground for all sorts of businesses.  Over the past two 
decades, the country has acquired a suite of ingredients for success, to name a few: 
cheaper manufacturing cost for global supply, huge demand from its own market of 1.3 
billion customers and adaptive culture for business development. China has indeed 
become the jaw-dropping destination for first time western visitors and business 
investors.  
 
China is a unique market considering this might be the most capitalist economic 
environment on earth yet politically China is a communist society.  It is essential to 
choose the right form of entity. Many companies started their representative offices and 
headquarters in Beijing, establishing the vital “guan xi” (political connections) with the 
central government and authorities in the capital city for years before moving on to 
conducting business in various tiered markets in China. These central government 
agencies, lawmakers and authorities usually govern and have absolute control over local 
branches of their own. When entering the Chinese market, many foreign investors would 
select a Chinese SOE (state-owned enterprise) as their partner to form one or multiple 
joint ventures, this form of business setup sometimes is required by law for specific 
sectors, especially in the early years when China just started opening its door to the 
world. Listed companies are increasingly replacing these SOEs in recent years due to 
frequent restructuring and reorganization as a result of China’s economic reform. The 
advantages of operating through an EJV (equity joint venture) are to gain access to the 
existing markets the Chinese partners have been operating in for many years, enjoy 
certain tax benefits and other incentives and privileges only these Chinese companies 
could have. The disadvantages, which were often overlooked and became lessons learned 
the hard way later in the game, are the fundamental differences in business cultures, 
management philosophies and operating goals. Under the western model, a controlling 
partner with 51% or more equity into the EJV should have power to make major business 
decisions or to have the right to day-to-day management of the business. Yet what 
foreign investors sometimes face, after managing to inject majority equity, is the refusal 
of giving up these measures of control from the Chinese partners. The Chinese partners 
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often do so by not willing to bring in their guan xi, or not voting on critical business 
strategies. The power struggle between the two partners can play a detrimental role to the 
efficiency and success of the partnership, which eventually can cause the failure of the 
business venture(s).  At that point, it becomes a real dilemma for a foreign investor 
whether to reduce the equity investment or in worst case, to abandon the business 
altogether.  
 
Some businesses would choose to form a WFOE (wholly foreign-owned entity) in areas 
that are allowed by law to maintain the control over the day-to-day business, which 
enables investors to follow profit-driven oriented approach to run their businesses. The 
majority of the WFOEs in China were in the manufacturing-based export business sectors 
encouraged by the Chinese government to increase production in export and introduce 
advanced know-how to local businesses. However, since China joined the WTO in 
November 2001, the WFOEs have expanded to service sectors such as consulting, 
software development and trading firms. Some of the benefits for WFOEs include tax 
incentives especially in tax-free zones; the ability to use RMB (Chinese currency 
Renminbi) for transactions; the ability to wire profits in foreign currency to offshore 
parent companies, the ability to directly hire local employees and have more protection 
on their intellectual properties.  There are limitations for WFOEs as to what the business 
scope should be; approval from the authority is required when any changes are made*. 
With foreign investments pouring into the country, some of the benefits are gradually 
going away and there have been more stringent foreign currency controls in the past year.  
 
Both SOEs and WFOEs shall be formed as Limited Liability Company under the Chinese 
laws. Due to the increasing number of the establishment of business ventures in China, 
the laws and regulations are changing almost on a daily basis, so-called “hong tou wen 
jian” (red title documents) are passed down from the centralized authority to local 
government and bureaus and are strictly enforced. Ambiguous terms in these changes in 
laws and regulations often cause frustration and inconvenience yet business owners can 
usually get around these barriers if they have the right guan xi.  
 
 
* www.shanghaifdi.com 
 
For questions and comments, please contact cynthiaqiu@gmail.com 


