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A plan to Establish an FDI (foreign direct investment) in China in the Automotive Industry
1. Executive Summary
Research shows that every International Transaction typically involves some Foreign Direct Investment (FDI) level. Therefore, given the development of economic globalization and multinational enterprises, FDI studies have shown some significant improvements in management, financial, and economic aspects since the 1960s. Over the last 20 years, FDI has been beyond other international transactions like the world trade and world output flows. With more multinational enterprises exploring each international investment opportunity, FDI has been transforming into a significant economic growth source in both the developed and the developing nations. Consequently, most nations have been taking varying measures into attracting the foreign investment. 
The report aims at establishing a plan to start a foreign direct investment in China in the Automotive Industry. Therefore, the study focuses on the recent empirical literature on what determines the FDI decisions as well as the effects of FDI inflows on the economies of two host countries (China & USA). This plan is based on an analysis of the influences resulting from individual factors like labor, market, and exchange rate, and also the general factors employing multivariate models in testing the significant aspects for FDI decisions as well as effects. Regarding the FDI determinants, the most significant question is what will motivate our company to have an automotive investment in China and the FDI impacts on the US market- the home country. The imperfect market is a fundamental reason and basis for the company to invest in China directly. Notably, the FDI motivations are of two types: the market seeking FDI for seeking market in the host nation and avoiding trade fictions, and the resource seeking FDI that access low resources like infrastructure, labor, and natural resources in the host country. 
The elements likely to impact how FDI behaves feature internal aspects like the characteristics of a company- ownerships, managerial skills, and technologies, among others- and the external aspects like the exchange rates. The study will use the eclectic theory in explaining most of the international economic processes like the FDI emergence, choice of location, and the mode to market entry. Regarding the external analysis, the plan will be based on an analysis of tax and exchange rates to help the company make foreign direct investment decision in China’s Automotive Industry, specializing with manufacture of electric vehicles. 
2. Company Overview
Environmental-Friendly Motors is a private-listed corporation held in Michigan and it was founded by James Scott. The owner holds the majority shares, whereby there are members from the board of directors holding minority stock shares. The firm was created as a consumer-oriented as well as an environmentally-friendly partnership that emphasized on the consumer education to distance itself from the little environmentally-focused collaborations. Our investment will be around $5.178 million for dealership construction, legal costs, creating websites, consulting costs, and logistics costs, among other aspects. The firm will be dealing with the manufacture of electrical motors and we aim to have an annual production of 10,000 vehicles, with 50% being sold in China and the other 50% to be exported to the US market and sold to both Tesla and General Motors companies. We will initially develop a Wholly owned Foreign Enterprise (WOFE) in China in a 3-month period to be secure. After proving ourselves, we will be a fully China Domestic Company. As earlier stated, our operation will involve producing electrical motors for the expanding automotive section, with 50% of our production aimed at the Chinese domestic market, while the other will be aimed at the US market. Our unit selling price will be $200 USD, Unit cost is $100 Ex-works China Container is 20', with cost of $4200 paid to Freight Broker assuming 1,000 units / container.
3. Market Overview
The World Investment Report (2020) shows that FDI inflows had been constantly increasing by 2% ($138 to $140 billion) between FY-2018 & FY-2019. Such an expansion had been facilitated by the liberalization strategies, the high-tech sector’s rapid development, and the development of the free trade zones. In FY-2019, the FDI stock was at $1,769 billion, reflecting an exponential expansion relative to the $587 billion FDI stock in FY-2010. In 2019, China became the second largest FDI recipient in the world after the US and before Singapore. This means that China is the largest recipient across the Asian continent, with a sustainable growth because of projects’ implementations and production investments’’ expansion with the like of BASF (Germany), Tesla (USA), Exxon Mobil (USA), Daimler & Volkswagen (German), and Toyota (Japan) (Agosin and Machado, 2015). The primary investors for China had been broadly stable. In contrast, US’s FDI inflows had been dropping, with regional investments continuing to expand as the FDI flows across the ASEAN nations continue growing. Therefore, Singapore, Hong Kong, South Korea, Japan, United States, Germany, the Cayman Islands, and the Virgil Islands remain to be the major investors in China. However, such investments are often oriented into real estate, manufacturing, computer services, retail trading, scientific research, energy, transport, construction, both retail & wholesale trade, and leasing services. 
According to a report of World Bank’s Doing Business (2020), China is position 31 out of the 190 nations in the world in 2020. This shows a significant improvement compared the last year whereby the country was at position 46 out of the same. China was named as among the top-ten most improving economies between the FY-1019 and FY-2020, with such progress reflecting improvement across a large scope of subcomponents that ranged from starting business processes to the electricity access improvement measures and getting the construction permits. China had been demonstrating reform policies that are aimed into improving the business environment’s regulatory over a couple of years. These reforms are mainly focused on increasing the business processes’ efficiency like trading with tariff cuts, tax cuts, and reducing the foreign investors’ barriers (Buckley and Casson, 2005).  In an aim to attracting further foreign investments, China had been introducing policies for improving the delivery of significant foreign investment projects, reducing import tariffs, streamlining the customs’ clearance, and establishing online filing systems for FDI regulating. China has a wealth of workers as well as potential partners who are willing to learn and evolve, making the nation a low-cost production base that attracts a market for both local and foreign investors. Notwithstanding, various aspects also hinder investments in China like the lack of transparency in the country, legal uncertainties, low intellectual property rights’ protection level, and protectionist or corruption measures favoring the local businesses only (Buckley and Casson, 2005).  Figure one below shows how FDI inflows to the high technology section in China had been significantly rising and how they are currently accounting for like a third of the entire inflows:
Figure 1: FDI Inflows
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Source: UNCTAD, Latest available data.
From the above data, it is good to understand that the Greenfield Investments are a type of FDI whereby a parent firm stars a new venture in a foreign nation by building the new facilities for operation from the ground going up. 
Figure 2: Country Comparison for Investors Protection
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Source: Doing Business, Latest available data. 
From the above table, one should understand that the greater the index, the more a manger is held responsible, the more transparent the transactions conditions, the higher the investor protection level, and the easier it is for the shareholders to decide for a legal action. 
3.1. What should be considered if you Invest in China
Strengths
· China is the biggest internal market across the globe, with 1.44 billion potential consumers
· The sovereign risk considered as public debt is significantly domesticated & denominated in the local currency. 
· The significance of the foreign currency reserves and the public debt is owned by the government and its citizens.
· China’s production sector is well-developed, especially the manufacturing segment that is a heavy industry. 
· China is strategically located making it favorable for the emerging markets.
· China’s economy is top in regard to the purchasing power parity (PPP), courtesy to the economy’s rapid growth. 
· Labor costs in China are comparatively low, but the condition is changing in specific regions. 
· New opportunities are emerging as a result of the western provinces’ development (especially the Sichuan Province)
· A new export network development (A Silk Road Network). 
Weaknesses
· The legal environment is ever-changing
· Administrative and bureaucratic complexities
· Lack of transparency, little protection of the intellectual rights on property, and corruption
· Ageing population.
· Corporate indebtedness high levels
· Overcapacity production in various sectors.
·  A solid degraded environmental condition in various large cities
· Cultural diversity in business operations making it challenging for foreign investors to learn and use in new business conditions
· Low level qualified employees with underdeveloped middle management. 
3.2. Government Measures Motivating or Restricting FDI
In general, the government of China is much restrictive relative to the other large economies in relation to foreign investment, whereby many sections are closed to FDI (Ali and Guo, 2016). First, state firms & national flagships remain protected- selective regulations’ applications, non-independent judicial power, and discriminatory practices). Until some past few months, the Chinese state needed forced transfer of technology and its intellectual property protection system was among the weakest across the most industrialized nations. The Government of China supports investment across specific sectors or industries including, the high technology, new materials or equipment production, recycling, service sectors, renewable energies, and environmental protection. Additionally, China is known to discouraging foreign investment across key industries, whereby the country seeks transforming domestic companies into the worldwide competitive multinational companies and industries that had historically benefited from the state monopolies. Also, the Chinese government discourages investments related to profit from speculation like assets, real estate, or money. Additionally, the Chinese government had been planning limiting the foreign investment in highly-polluting and resource-intensive industries. 
The Law on Foreign Investments of the People’s Republic of China was adopted on March, 15th, 2019 during the 13th National Congress’s second session. As a result, this law had been in execution since January, 1st, 2020 whereby its new Foreign Investment Law had been seeking to addressing the common complaints from both foreign businesses and their governments. Basically, the law is specifically prohibitive to governments and their officials from forcing technology transfer given that technology cooperation based on the free will as well as the business regulations are state-encouraged. In fact, article 22 suggests that the State shall provide protection to the rights of intellectual properties of foreign investors as well as the foreign-funded businesses. Besides, the law offers foreign investors a possibility to receiving similar treatment when applying for licenses as stated in article 30, and when participating in the public procurement as stated in article 16. 
It was on 23rd June, 2020 when the National Development & Reform Commission (NDCR), together with the Ministry of Commerce (MOF), collaboratively provided two negative lists related to Free Trade Zones and Foreign Investment Special Administrative Measures and an edited draft for the Catalogue of Encouraged Industries for Foreign Investment. In contrast to the 2019 edition, the 2020 Foreign Investment encouraging proposal is lengthened, with an addition of 125 new industries and an amendment of 76 listed industry in the past (Ali and Guo, 2016). In comparison to the 2019 catalogue, however, no major changes are recognized since it welcomes increased FDI across three significant sectors in China: production-oriented; high-end production service industries in Central, Northeaster, and Western provinces in China. 
3.3. Related Procedures to Foreign Investment in China
3.3.1. Freedom of Establishment
The Foreign Investment Law of the People’s Republic implemented a negative list management and pre-established national treatment foreign investment system. The former is related to the special administrative actions for accessing foreign investments in significant sections, which are approved or issued by the State Council. The latter, however, implies to the given treatment to foreign investors based on market access, that could not be less-favorable relative to the one granted to the domestic investors (Bo, 2016).  Notably, this Law suggests that the state is the only authorized body to granting the national treatment to the foreign investors not featured in the negative management list. 
3.3.2. Holdings’ Acquisition
China authorizes the majority interest’s acquisition in a local firm. Therefore, M&A processes remain subjected to different governing based on if the firm is a listed or non-listed foreign or local public organization. 
3.3.3. Obligation to Declare
All the information distribution on significant authorizations for business establishment in China is facilitated by the Chinese International Investment Promotion Agency. Therefore, all the foreign investments’ proposed projects in China should be submitted so as to be verified and approved by the National Development & Reform Commission (NDRC) or by the local or provincial Development & Reform Commissions, based on the investment value and the sector. 
3.3.4. Specific Authorizations’ Requests
Before beginning any business activity in China, the business plans must be submitted to be approved by the competent authorities. Given that an investor wants to start a foreign-sponsored firm by merging with a domestic company according to these provisions, then the investor is subjected to the related approval to the examination & approval organ and registration modification or undergo the registration establishment process in the registration administrative organ. However, the examination & approval organ are related to the Ministry of Commerce while registration administrative is related to the State Administrator for Industry & Commerce (SAIC). Notably, the China’s State-Owned Enterprises are always targeted by the foreign investors but investors need to understand that more rules are applicable to the State-Owned Enterprises’ purchase by the foreign investors. Also, greenfield investments must be approved by the Chinese Environmental Protection Ministry. 
4. Pricing & Financial Forecast
We expect Environmental-Friendly Motors to experience a sales growth at a rate of 20% in every month, beginning from the conservative of estimate of 1000 electric cars sold in both China and US markets. The financially will be initially sponsored by the executive board to allow sufficient credit opportunity to cover the unforeseen costs, if needed. There will be a rapid growth, with profits being produced almost immediately. Revenues will be repaid initially to the business to financing any overhead expenses in relation to inventory purchasing and paying the outstanding debt’s principle. Inventory will be bought in advance to stock our showroom’s floor and outfitting each executive, sales person, and the mechanic with the zero emissions motor to driving around the country at their own expenses. The earned savings from investing in electrical vehicles will be spread using the word-of-mouth with an aim of attracting more consumers and bolstering the future growth at a similar rate of 20%. 
4.1. Significant Assumptions
The firm will be dealing with the manufacture of electrical motors and we aim to have an annual production of 10,000 vehicles, with 50% being sold in China and the other 50% to be exported to the US market and sold to both Tesla and General Motors companies. We will initially develop a Wholly owned Foreign Enterprise (WOFE) in China in a 3-month period to be secure. After proving ourselves, we will be a fully China Domestic Company. As earlier stated, our operation will involve producing electrical motors for the expanding automotive section, with 50% of our production aimed at the Chinese domestic market, while the other will be aimed at the US market. Our unit selling price will be $200 USD, Unit cost is $100 Ex-works China Container is 20', with cost of $4200 paid to Freight Broker assuming 1,000 units / container. Since the firm is prepared for its manufacturers to provide new electric vehicles in the coming 12 one-year, drastic price increases in inventory may be a threat to our business stability. These fluctuations could only be a threat if they could be industry-wide. However, success will be just around the corner given both China and US’s barring of the monopolistic manipulations regarding the inventory supply. Therefore, the following table shows the financial forecast based on our assumptions:
Table 1: Financial Forecast
	Plan Month
	1
	2
	3

	Current Interest Rate
	10.00%
	10.00%
	10.00%

	Long-term Interest Rate
	10.00%
	10.00%
	10.00%

	Tax Rate
	30.00%
	30.00%
	30.00%

	Other
	
	
	


Table 2: Profit & Loss Forecast
	Sales
	$10,093,028
	$12,111,634
	$14,533,960

	Direct Cost of Sales
	$8,074,422
	$8,478,144
	$10,173,772

	Sales Commission
	$504,651
	$605,582
	$726,698

	Total Cost of Sales
	$8,579,074
	$9,083,725
	$10,900,470

	
	
	
	

	Gross Margin
	$1,513,954
	$3,027,908
	$3,633,490

	Gross Margin %
	15.00%
	25.00%
	25.00%

	
	
	
	

	
	
	
	

	Expenses
	
	
	

	Payroll
	$175,200
	$194,640
	$227,532

	Sales and Marketing and Other Expenses
	$180,000
	$189,000
	$198,450

	Depreciation
	$14,400
	$14,400
	$14,400

	Rent
	$60,000
	$60,000
	$60,000

	Utilities (Including costs of photovoltaic cell maintenance)
	$18,000
	$18,900
	$19,845

	Insurance
	$2,400
	$2,400
	$2,400

	Payroll Taxes
	$26,280
	$29,196
	$34,130

	Licensing
	$12,000
	$12,000
	$12,000

	
	
	
	

	Total Operating Expenses
	$488,280
	$520,536
	$568,757

	
	
	
	

	Profit Before Interest and Taxes
	$1,025,674
	$2,507,372
	$3,064,733

	EBITDA
	$1,040,074
	$2,521,772
	$3,079,133

	Interest Expense
	$304,500
	$224,000
	$140,000

	Taxes Incurred
	$216,352
	$685,012
	$877,420

	
	
	
	

	Net Profit
	$504,822
	$1,598,361
	$2,047,313

	Net Profit/Sales
	5.00%
	13.20%
	14.09%


4.2. Logistics Planning
The Chinese government has implemented a new logistics system in 2020 based on the 8% growth across the automotive sector accounting for a total GDP of 7.5% on the country’s economy (MarketFinder, 2020).  Concomitantly, the state decided that the cost of logistics will be minimized by 16% of the GDP. Such reduction is comparable to the government’s quoted data as per the China Federation of Logistics & Purchasing (CFLP) showing that with an average yearly increase of over 20% across the previous decade, the growth of logistics had been declining along with the other economy. During the first quarter, the collective goods value expanded by 8.6% from one year to the other (MarketFinder, 2020).  Therefore, our logistics plan is currently focused on slower as well as a more sustainable expansion. With this in mind, we aim at achieving reduction of logistics costs by developing an open, competitive as well as an orderly national logistics market in line with the government’s regulations. As a result, we will be encouraging acquisitions and mergers alongside the other types of collaborations. Again, efforts will be exerted towards strengthening the logistics infrastructure networks such as a comprehensive transport corridor, greater transport hubs that support the multimodal options, and an integrated system of transport. 
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