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Law-making

Executive (State Council)
Legislative (National People’s Congress)
Judicial (Supreme, High, Intermediate and Basic

People’s Courts)
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PRC Foreign Investment — Legal
context

A developing civil law system
Highly but loosely regulated
Not an open and free market

Nearly all foreign investment is subject to examination,
approval and registration

Application of laws and regulations across the PRC is not
consistent (Central, Provincial, Municipal, County and Village)

No rule of law or separation of powers

PRC officials have a broad discretion in the exercise of their
powers which is difficult to challenge

Maintaining good relationships with PRC stakeholders is vital
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Incorrect assumptions about the relative importance of

key parts of the legal environment

China early 1990’s China Now New Zealand
guanxi policy Law
politics politics policy
policy guanxi politics
law law guanxi
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Guideline Catalogue of Foreign
Investment Industries

Encouraged

Permitted
Restricted

Prohibited
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Legal structures — Types

Four main types of market entry:
Representative office (Rep Office )
Joint venture — acquired through M&A or greenfield investment (JV)

Wholly foreign owned enterprise — acquired through M&A or greenfield
investment (WFOE)

Franchising

Other forms include partnership, company limited by shares, holding
companies and regional headquarters

Key concepts:
The importance of the ‘chop’ or company seal
Business scope
Registered capital vs total investment amount

Legal representative
. ___________________________________________|
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Legal structures — Rep Office

Simplest form of foreign business presence in China.

Provides a permanent base from which its resident personnel may
undertake domestic indirect business activities such as market
research, liaison, introducing products and service s and trade
name promotion

Is not an independent legal entity and does not have its own capital

Unable to engage in “direct business operations” ie it cannot directly
enter into contracts with a view to making profits nor may it directly
invest in China with a view to making profits (with some exceptions)

Cannot directly employ Chinese employees and instead must use
the services of a designated Chinese labour service agency such as
FESCO

Rep Offices are generally taxed on expenses



Legal structures — WFOEs

Generally a limited liability company with legal personality which is
100% owned by foreign parent

Most common FDI vehicle

Highest authority — Equity holders

Registered capital — No shares

Constituent document — Articles of Association
Approval process very similar to that of an EJV

Main advantages: Increased protection of IPRs, complete control of
management, full benefit of upside, often faster to establish as no
partner to negotiate with

Main disadvantages: no Chinese partner to assist with operation
(including employees, facilities and local knowledge) and not
permitted in certain industries



Legal structures — JVs

Two types — Equity (most common) and cooperative (which can be
incorporated and unincorporated)

Highest authority — Board of directors

Constituent documents — Joint Venture Contract and Articles of
Association

Contribution to registered capital by parties by way of cash, land or
buildings

Profits distributed in accordance with percentage contribution to registered
capital (equity) or in accordance with JV contract (cooperative)

Main advantages: Benefits of involving a local partner can mean access to:
restricted industries, experience, trained employers, established
relationships with local stakeholders, land or capital contribution

Main disadvantages: Negotiation with a Chinese party can take time and
over time relationships can deteriorate, unanimous approval of parties
required for liquidation — exit not straightforward



Legal structures — Franchising

Commercial franchising regulations effective from 1 May
2007

Franchising means outsourcing the operation of your
business to a franchisee by contract

Filing only with MOC — no approval required
Franchiser is subject to disclosure obligations to franchisee

Franchiser must have two stores which it has operated
directly for more than one year

IPR protection is an extremely important consideration



Structuring your investment

WEOE Joint Venture
Off-shore Off-shore
Co Co
Non-PRC
100% 100%
A\ 4 \ 4
SPV SPV
HK
Mainland
X%
PRC WFOE PRC Partner ° > JVCo




Legal structures — Approval process

: NDRC | . State Council
Establishment Approval | verification
Process 1 Possibly also
Possibly also
Company / Company Approval of Sgli'lr?g:ses FIE
Project |— Name Pre- —{MOC Approval— FIE > Ll'JceIznce »| established
Proposal approval !

Post-
incorporation
registrations /
licences






Contracts - Negotiation styles

Starting point: Inside — out

Thrift and endurance — The agrarian mindset
Courteousness

Mutuality

Face

Avoiding the imposition of written obligations — short, broadly
worded agreements



Contracts — Characteristics and tips
when entering

Expect short broadly worded contracts — inclusive not
exclusive drafting

Execution due diligence — ask the counterparty to view
copies of their business licence and the ID card of the legal
representative. These details should be recorded in the
contract

Expect (and ask for) document to be signed and ‘chopped’
by its legal representative



Contracts — Payment, tax and
foreign exchange

Timing
Best position: payment after goods physically delivered
and inspected

Next best: certain (low) % upfront with balance after
delivery and inspection

Sophisticated suppliers may ask for a L/C

Price should specify whether it is exclusive or inclusive of
relevant taxes (eg. VAT) and duties

Contract should specify what currency and exchange rate
will apply and at what date



Contracts — Language

Article 125 of the PRC Contract Law: Where two or more
languages are used to conclude a contract and a

discrepancy arises each shall be interpreted in the light of
the contract

Always include a prevailing language clause ie “This
Agreement is written and executed in both Chinese and
English. In the event of a discrepancy between the two
versions, the English language version shall prevail.” or
reiterate the statutory position

Courts will look to see whether the parties understood the
contract — in reality an English language contract will be
harder to enforce against a Chinese party in China than one
drafted in both English and Chinese with a prevailing
language clause



Contracts — Governing Law

Where not specified, under the PRC Contract Law the contract
shall be governed by the law of the country with the 'closest
connection to the contract'.

Mandated use of Chinese governing law in at least three
circumstances i.e. EJV contract, CJV contract and Sino-foreign
contracts for the exploration of natural resources.

Otherwise, parties are free to choose.

Both foreign judgements and foreign arbitral awards are
difficult to enforce in China



Dispute Resolution

Litigation and arbitration are increasing rapidly in PRC
Asset freezing orders given ex parte are common

Chinese courts suffer from a lack of transparency (back room
deals are not uncommon) and sophistication (quality of
judges can vary) can be Russian roulette

Arbitration is generally the better option

Most foreign arbitral awards can be enforced in Chinese
courts without review ie those from a New York Convention
country or HKIAC



Dispute Resolution - continued

If local law, negotiate to arbitrate in a “neutral venue” like HK
or Singapore - but more cost to Chinese party. Can arbitrate
in China with foreign governing law but PRC law will govern

arbitration procedure. Can choose “neutral” arbitrator(s)

CIETAC arbitration in China is quite common and standard
of arbitrators is improving

Arbitration clauses must be properly drafted to contain the
necessary elements to make them enforceable — ie clear
submission to arbitration, identification of the arbitration body
and arbitration venue

Give yourself a chance by having a clear agreement
Enforcement is major problem



Intellectual Property

“I'd like it [China] to be [a big part of our business]
but it's not because of the high rate of piracy of
intellectual property.

“We need some IP reform in China for it to be
Important to our financial results.”

Microsoft chief executive officer Steve Ballmer



Intellectual Property Rights (IPR)

The legal framework is largely in place and has improved
since China’s accession to the WTO in December 2001

Maruyama’'s 3 phases

Take every opportunity you can to protect your valuable
intellectual property



IPR — Protecting yourself

Register with relevant Chinese authorities as soon as
possible and preferably prior to entering the market

Develop security features to protect yourself wherever
possible and, if not, try and make it as easy as possible for
customers (and authorities) to differentiate between your real
products and fake ones

Where faced with local protection — consider taking action in
place where the infringing action occurred (like the sale of
fake products) rather than where the infringer is located

Be proactive — engage with experts as soon as you become
aware of infringement — appeasement seldom works



IPR — Protecting yourself

Manufacturing your products through a WFOE is often
considered the best way of protecting IPR in the China
market

Licensing a Chinese company to manufacture your products
with a comprehensive agreement in place is a good
alternative

When putting together contractual arrangements be
defensive; consider including: warranties, guarantees,
indemnities, non-competes, liquidated damages, termination
provisions, confidentiality provisions, suitable dispute
resolution and governing law provisions

Devise a careful IPR protection strategy



IPR — Enforcement

Judicial enforcement

Scarcely used (approximately less than 1% of infringement
cases) but can result in imposition of criminal sanction

Expect court to examine evidence in more detalil

Administrative enforcement

Cost and time effective — also much more likely to result in
action being taken

Easier to employ where the evidence is clear cut



Questions?
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