Business in China Can Pose Pitfalls
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There are some problems that still bedevil foreign businesses in China, primarily because of the country’s economic immaturity. The complaints range from lack of regulations to poor-quality goods. But China is in the process of constructing an economy with a set of rules that are being created to service business requirements.

From a cozy boardroom in the U.S. or Europe, or from a brand-new office building in Shanghai or Beijing, it can be easy to forget just how immature the Chinese economy is.

Twenty years ago, there was no modern business, and China’s was a state-run economy with a primitive commercial environment. After a slow beginning, the economic modernization process jump-started in the mid-1990s, and then accelerated further with China’s accession to the World Trade Organization in 2001. 

So in just a few years, China has been trying to build a globally competitive business environment from scratch, and what’s more, it is trying to accomplish this accelerated transition in a country that is big, poor and insular. 

Among the many problems that bedevil foreign businesses in China, most seem to stem from this state of economic immaturity: Regulations that aren’t effectively written, promulgated or enforced, because the regulatory framework is a work in progress; suppliers that can’t deliver quality, due to lack of experience; an acute shortage of qualified staff, because the necessary skills are so rare. But for each of these problems, the answer is the same: The business environment is improving, but the process will take many more years. As a result, in conversations with foreign businesses operating in China, a word that comes up frequently is “time.”

“China is in the process of constructing an economy with a set of rules that are being created for the first time to service business requirements, and that is taking place extremely fast,” says Geoff de Freitas, publisher of the Shanghai Business Review. “As a result, most businesses find there is an ongoing problem, as regulations, processes and systems have been put in place very fast, and it’s often quite difficult for people to know where they stand now, and where they will stand six months from now. 

“It’s not that there is anything sinister, it’s just a practical issue,” says Mr. de Freitas. “In China, they are trying to make these changes very, very fast, and sometimes they’re done with very broad strokes that don’t work for everyone, and then they have to be adjusted. So there’s a big problem in dealing with the fact that things are changing so fast.”

Some serious structural problems also exist in China’s finance and banking sectors. Because of the immaturity of the banking industry, and the dominance of the stock market by state-owned companies, multinationals often find it hard to raise capital in China. Other common complaints include capital markets that are small and inefficient and the weakness of financial market regulations that are often poorly enforced. 

Related to China’s economic immaturity is the practical issue of finding well-made products in any given industry. Manufacturers in China often find that small suppliers, accustomed to the shoddy standards of state-run production, cannot produce goods to global standards. “We have had subcontractors say some part has to be screen printed, and our subcontractor is not a screen printer so he sends the work out, and the samples that come back are totally incompetent,” says Gary Melyan, vice president of Kiawah International, a sporting-goods company that sources products in China. “We have a lot of those kind of problems in China, but we had a lot of those problems in Taiwan too, in the early days.” 

Fortunately, given the speed of China’s modernization process, business-friendly adjustments are occurring rapidly, as change is forced from two directions, top and bottom. 

At the top is the Chinese government, which is trying to make the country more efficient, often using its WTO commitments as a catalyst. “My focus is financial services, and obviously there’s been dramatic substantial change in the financial-services arena,” says Steven Butters, Beijing-based general managing partner of Deloitte Touche Tohmatsu. 

In December 2006, as part of China’s WTO commitments, restrictions on the retail banking industry will be lifted, and banks will be free to offer foreign and local currency services anywhere in the country to both foreign and local customers. China has also loosened its currency controls, and has moved to increase foreign involvement in its stock markets, and allow more private firms to list on the exchanges. 

“The pace of change as they work toward full opening up under WTO is dramatic. The senior leadership certainly has the will and the desire to change, you see that in the way it is encouraging foreign investors and the big banks, for example,” Mr. Butters says.

Forcing change from the bottom are the companies themselves, who are demanding higher quality from local producers, greater transparency from the government, and regulatory changes that make it easier for them to do their work. In all sectors — manufacturing, finance, retail and hotels — foreign companies are helping drive the improvements. “When these small Chinese companies make production mistakes they soon learn how to do it right, or if they keep making mistakes, nobody will hire them again,” says Kiawah’s Mr. Melyan.
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