MERGERS AND
ACQUISITIONS IN
CHINA. PART I:
ANATOMY OF
A DEAL IN THE
MIDDLE KINGDOM
Successful for eign buyers in China ar e those who appr eciate
cultural dif fer ences and use best-practice strategies to minimize the inher ent risks.
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ol low i ng a s l i g ht de cl i ne i n
2009, 2010 was a very strong year
for mergers and acquisitions
in the Middle Kingdom. Statistics provided by Thomson
Reuters show that over 3,000 corporate
mergers and acquisitions (M&A) involving Chinese companies with a combined
deal value of U.S. $131.1 bi l lion were
repor ted in 2010. Among these dea ls,

F

cross-border transactions amounted to
U.S. $80.7 billion, a 21.2 percent increase
comp a re d w it h t he U. S . $ 6 3 . 6 bi l l ion
recorded in 2009. In terms of the numb e r of M & A d e a l s w h e re t h e t a r g e t ,
acquirer, or ultimate parent are located
in China, the mater ials sector saw the
most activ it y in M&A transactions,
accounting for 24 percent of the total,
followed by the energy and power sector,
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M&A trends in China
Given the large and dy namic nature of
China’s market, M&A activities are influenced by many factors, one unique factor of which is that M&A activ ities in
China are closely aligned w ith the Chinese government’s policy priorities. In
2010, the Chinese government continued
its effort in restructuring its economy and
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making up 20 percent. The financial sector came in third place w ith 17 percent
of all the deals. These deals were driven
by a number of fac tors, including the
continued economic grow th in China,
re orga ni z at ion of s t ate - ow ne d enter prises, acceleration of the pace of Chinese government’s “zou chu guo men” or
“going out” policy, and desire of foreign
companies to enter into new markets by
seeking acquisitions in China.
Notwithstanding the increase in M&A
act iv it ies and a cont inuously g row ing
Chinese economy, China remains a ver y
challenging environment for foreign buyers. Cultural, regulator y, and legal obstacles make acquisitions in China risky and
difficult. Foreign buyers seeking acquisitions in China are usually aware of wellknown risks such as questionable business
practices, environmental exposure, and
lack of intellectual property protection.
Unfortunately, they are often unprepared
or underprepared to handle a wide range
of cultural, legal, and organizational differences present in China. Successful fore i g n bu ye r s i n C h i n a a re t h o s e t h at
appreciate such differences, commit the
required resources and efforts to solve
such difference, and use best-pract ice
strategies to minimize the inherent risks.
This article identifies the current trends
in mergers and acquisit ions in China,
describes different types of acquisition targets, depicts the roadmap for completing
a deal, and discusses regulatory approvals
involved in the deal-making process. This
article also highlights key obstacles, challenges, legal issues, post-acquisition integration, and common mistakes that are
made in connection w ith acquisitions in
the Middle Kingdom and suggests practical strategies to overcome such obstacles and avoid such mistakes.

industries through the promulgation of
a ser ies of new regulat ions, aiming to
create a friendlier regulator y env ironment for M&A activ ities inside China,
st reng then env ironmental protec t ion,
restructure state-ow ned enter prises to
encourage them to grow into global companies, and promote the development
and grow th of high-tech companies. To
implement these policy objectives, the follow ing trends are expected in 2011 and
the coming years.
Hot sectors for M&A. In the past, tight
regulator y policies often favored Chinese domestic companies and restricted
foreign investments in many areas. More
r e c e nt g ove r n m e nt i n i t i at i ve s h ave
reduced such rest r ic t ions and f ur ther
encourage foreign investments. On April
6 t h , 2 0 1 0 , t h e C h i n e s e St ate C ou nc i l
issued a notice w ith regard to improving the use of foreign investment. The
notice encourages foreign investors to part i c i p at e i n t h e r e - o r g a n i z at i o n a n d
rest r uc tur ing of domest ic enter pr ises
through equit y investments and mergers and acquisitions. According to the
notice, the Chinese government is expected to amend the Catalogue for Guidance of Foreign-Invested Industries (the
“Catalogue”) to expand the scope of the
encouraged categor y to promote foreign
invest ments in hig h-end manufac turing, high-tech, new energ y, energ y-efficienc y, and env ironment al protec t ion
sectors. The amendment has been published by MOFCOM for public comment.
Consequently, we expect that these sectors w ill be hot areas for M&A activ it y
in 2011 and beyond.
S a l e o f o b s o l e t e p ro d u c t i o n c a p a c i t y.

The recently published “Not ice of the
State Council on Fur ther Strengthening
the Eliminat ion of Backward Production Capacities” has set ambitious env ironmental targets and requires cer tain
energ y-consuming sectors such as coal,
coke, ferroalloy, iron and steel, buildings, lighting, and transportation indust r i e s t o p h a s e o u t e nt e r p r i s e s w i t h
obsolete production capacit y by the end
of 2012. To achieve these objectives by
the prescribed timeline, the Chinese governmental authorities have incentives to
encourage the sale or restructuring of
SEPTEMBER/OCTOBER 2011
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such enter prises w ith obsolete production capacit y. As a result, in the following three years, we expect to see a high
volume of M&A deals in these industries in China.

HIGH-TECH
COMPANIES MAY
ENJOY 15
PERCENT
PREFERENTIAL
TAX TREATMENT.
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Restructuring of the state-owned enter-

In accordance with the opinion of
St ate - O w n e d As s e t s Sup e r v i s ion a nd
Administration Council (“SASAC”), the
nu m b e r o f s t at e - ow n e d e nt e r p r i s e s
(“SOEs”) needs to be reduced to 100 by
the end of 2010 and fur ther reduced to
80 by 2020. At the end of 2010, the number of state-ow ned enter prises was still
over 120, falling shor t of meet ing the
objectives of SASAC. These SOEs commonly are complex organizations w ith
many business units at multiple levels.
The reorganization or spinoff of these SOEs
w ill lead to a surge of M&A activ ities in
the coming years.
High-tech company development. The
Chinese government has published a number of laws and regulations encouraging
the formation and grow th of high-tech
companies. High-tech companies may
enjoy 15 percent preferential tax treatment in addition to favorable funding
and employee recruiting incentives. Large
high-tech companies tend to prompt and
b o o s t t h e e m e rge nce a nd g row t h of
smaller, local high-tech companies. Local
Chinese high-tech companies t y pically
tend to develop their own niche with products or technologies, which often fill gaps
in the product/technology lines of multinationals and other large companies.As more
and more multinational or large companies source their products/technologies
in China, we expect to see these smaller hightech companies become attractive acquisition targets by larger companies seeking
to enter China or increase their market
share in China.
Wider range of exit strategies. Avenues
for exiting investments in Chinese companies have opened as the Chinese gover nment has lo osened reg ulat ions for
foreign investors. M&A transactions by
financia l and st r ateg ic investors have
gained acceptance by the Chinese government, both on domestic and cross-border bases. Foreign private equit y firms
represent a new source of demand for
M & A t a rge t s . L ate ly, C h i n a h a s b e e n
prises.
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more welcoming of foreign private equity
funds because of the related job creation
in China. As a result, financial investors
are likely to find an easier path to approval
for public listings of their China-based
p or t fol io comp a nie s i n Ch i na’s s to ck
markets. If the gover nment relaxes its
r u l e s r e g a r d i n g f o r e i g n c o mp a n i e s’
directly listing in China (as is expected
in 2011), newly listed firms could raise
and use domest ic capital for M&A,
enhancing exit options.
G re a t e r i n t e re s t f ro m f o re i g n p r i v a t e

Positive changes in government
regulations are poised to further increase
the interest in China among foreign priv ate e qu it y f i r ms . Ru l e s h ave b e e n
modified to increase the number of RMBdenominated equity investment entities
set up by foreign investors, which allow
foreign investors to raise funds from Chin e s e i nd iv idu a l s , p e ns ion pl a ns , a nd
domest ic enter pr ises. New r ules have
reduced the tax rate and offered incentives
to investors that form RMB-based funds.
equity.

Types of acquisition targets
As in the U.S., an acquisition in China may
take the form of an asset purchase or a
sto ck purchase, and the acquirer may
acquire a controlling majority share or just
a minor it y share. However, unlike the
U.S., the target companies in China have
an array of forms w ith distinct characteristics. Ty pically, these targets can be
divided into the following four categories.
Acquisition of a State Owned Enterprise.

SOEs are the Chinese companies ow ned
by the Chinese government and are not
privately held by Chinese citizens. The
r ules gover ning the acquisit ion of an
SOE are different from those governing
the acquisition of privately held companies. Foreig n buyers must endure a
lengthy and complicated approval process
to acquire an SOE, as there are various
gover nment agencies that oversee the
sale of state-ow ned assets. Under Chinese law, once an SOE receives an offer
to purchase, the SOE must go through a
public auction process. As a result, the
acquisition of an SOE by a foreign buyer
is ver y costly and unpredictable.
MERGERS AND ACQUISITIONS: PART I

Privately held companies are established
and ow ned by Chinese citizens, w ith no
government or foreign ow nership. Fore i g n buye rs m ay pu rch a s e t he e qu it y
interests or assets of a pr iv ately held
company from its existing Chinese shareholders or the company itself. The acquisition of equit y interests of a privately
held Chinese company must comply with
the limitat ions on foreig n invest ment
percentage in different industries outlined
by the Catalogue. In addition to obtaining the approval from the Ministr y of
Commerce (“MOFCOM”) for such an
acquisition, approvals from other governmental agencies w ill also need to be
obtained if the target is in a classified categor y or in a heav ily regulated industr y. An equit y purchase may conver t a
pr ivately held company into a foreign
invested enter prise described below.
Acquisition of a Foreign Invested Enter-

FIEs refer to the legal entit i e s s e t u p j o i nt l y by t h e C h i n e s e
companies and foreign companies or to
the wholly ow ned subsidiar ies of foreign companies set up in China. FIEs all
have foreign ow nership, rang ing f rom
25 percent to 100 percent. Acquisition of
an existing FIE requires the approval of
the government agency that originally
approved for establishment of the FIE.
Restructuring of an FIE or the increase
of its registered capital is subject to the
limitations provided in Catalogue and may
trigger the examination by government
agencies at a higher level.
Acquisition of a public company. The
acquisition of a company listed on a Chinese stock exchange requires additional
government approvals and rev iews. In
add it ion to t h e approv a l f rom MOF COM, the acquisition of a listed company
may b e subjec t to the examinat ion of
China Securities Regulator y Commiss ion (t he “CSRC”) under cer t ain circ u m s t a n c e s . C o mp a r e d w i t h t h e a c quisition of a privately held company, the
Chinese government requires a foreign
buyer of a listed company to meet more
r i g id re qu i re me nt s . For ex a mple , t he
total asset value ow ned or managed by
the foreign buyer outside of China must
not be less than $100 million or $500
prise (“FIE”).
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Acquisition of a privately held company.

million respectively, which will screen out
small or mid-sized foreign buyers.

Roadmap for completing a deal

Acquisition of a Chinese company is a
long, multi-step process. It often takes a
minimum of six months and up to 18
months to close the acquisition of a Chinese company. To complete a successful
acquisition in China, foreign buyers are
advised to take the following critical steps.
Selection of target. Substantial research
for potential targets must be conducted.
In addition to the information available
on the Internet, there are companies that
can conduct thorough research and investigations into Chinese companies. Since
Chinese government plays an important
role in cross-border t ransac t ions, the
foreign buyer, before entering into any
deal, is advised to conduct research w ith
regard to:
a. The government’s policies toward the
industr y in which the target is operating, which will determine whether
the post-acquisition company will be
able to enjoy or continue to enjoy
any preferential tax treatment;
b. The local investment env ironment
where the target is located;
c. The experience of the local government officials in dealing w ith foreign investments;
d. The nature of the market for talented employees, as many of the
most talented people tend to look
for jobs in large cities, such as Beijing, Shanghai, and Shenzhen;
e. Information on the number and
background of the target’s competitors; and
f. The market share of the target and
the popularit y of its brand, which
may trigger the anti-monopoly
rev iew of the proposed transaction
by the Anti-Monopoly Bureau under
MOFCOM.
The data obtained from the foregoing research w ill help screen the targets
and prov ide a baseline for comparison.
Relationship building. From the initial
contact, foreign buyers should work to
establish a friendly relationship with the
selected Chinese target. Foreign buyers
SEPTEMBER/OCTOBER 2011

CORPORATE FINANCE REVIEW

IT OFTEN TAKES A
MINIMUM OF SIX
MONTHS AND UP
TO 18 MONTHS TO
CLOSE THE
ACQUISITION OF A
CHINESE
COMPANY.

21

.......................................................................................................................................................

ASSIMILATION
OF THE
EMPLOYEES OF
THE TARGET IS A
KEY FACTOR TO
THE SUCCESS
OF THE
TRANSACTION.

are encouraged to not only do business
with Chinese partners from a pure moneyma k ing perspec t ive but a ls o work on
“jiao peng you” or making true friends.
This process goes beyond being friendly
and respectful on a superficial level. A
good relationship w ith the Chinese target is impor tant to:
a. Obtain the Chinese target’s suppor t
and cooperation during and after
the transaction; and
b. Improve the negotiation position of
the foreign buyer. In China, “mian
zi” or “face” is ver y impor tant, and
the Chinese feel embarrassed in taking advantage of a true friend.
Finally, a good relat ionship helps a
foreign buyer win the Chinese target’s trust
(to the extent possible), which makes
business in China much easier.
Preliminary due diligence. Once the buyer
has conducted some initial research and
est ablished s ome t y pe of relat ionship
with the Chinese target, the foreign buyer
should conduct some preliminar y due
diligence regarding the target’s value and
market positions by requesting and analyzing information from the Chinese target and comparing such information with
the buyer’s own independent research.
Letter of intent. To the extent that the
buyer desires to proceed, the next step
is preparing a letter of intent. In Chinese deals, the letter of intent should be
m o r e d e t a i l e d t h a n i n U. S . d e a l s . A
detailed letter of intent tends to give foreign buyers more bargaining power during the later negotiations, reduces “back
t r a c k i n g ,” for w h i c h t h e C h i n e s e a re
famous, and increases certainty of a deal
going for ward.
Complete due diligence. Once a letter of
intent is signed, the foreign buyer should
engage a reputable accounting firm and
law firm to conduct thorough financial
and legal due diligence investigations of
t h e t a rge t . A t h orou g h du e d i l i ge n ce
includes but is not limited to the follow ing (which is not intended to be an
exhaustive list).
Assessing financial statements and audits.

It is common that many Chinese companies
keep two sets of financial records—one
for themselves and one for the tax authorities. This practice makes the determi-
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nation of the true value of a target more
difficult. Therefore a foreign buyer must
dig deeper into the financial records to
assess the value of a target. This must be
combined with an assessment of the target’s goodwill, market share, sales channels, product/ser v ice competitiveness,
connections, management profile, and
key employees. Nothing can be taken at
face value and ever y thing must be verified.
Taxes and filings. It is not a sur prise
that s ome Chinese companies employ
ag g ress ive t ax pr ac t ices and e ven t ax
f raud, including underst at ing profits,
overstating costs and losses, keeping two
sets of accounting books, and illegally
t r a ns fe r r i n g prof it s t h rou g h re l ate d part y transactions. These latent tax evasion acts may result in severe penalties
and even criminal prosecutions. Therefore foreign buyers must conduct thorough tax due diligence to discover any
hidden tax liabilities and risks.
Human resources. As assimilat ion of
the employees of the target is a key factor to the success of the transaction, foreign buyers should attach more importance to the HR due diligence in China
than other geog raphies. Items such as
the compatibility of corporate culture, HR
compliance, profiles of the management,
backgrounds of technical personnel, compensation, benefits, retirement and benefit plans , dep ar t ment s t r uc t ure , and
employment manuals of the target should
be reviewed and evaluated. When a foreign buyer intends to acquire a Chinese
target, special consideration should be given
to layoffs, especially if the target is a SOE.
Although many SOEs are well know n for
their labor redundancy, major layoffs of
SOE employees are a politically sensitive topic that will attract extensive attention from the public and w ill be subject
to close and strict supervision from local
labor authorities. Therefore, foreign buyers must be well prepared for tackling
employ ment issues and are adv ised to
conduct constructive negotiations w ith
local labor authorities to get their formal
or informal opinions regarding the reduction of workforce before sending the deal
for approval.
MERGERS AND ACQUISITIONS: PART I
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Legal due diligence. In conducting legal
due diligence, a foreig n buyer should
examine, among other things, the follow ing areas.
Establishment.
Foreig n buyers must make sure the
target was duly incorporated and legally
exists under Chinese laws and regulations. Foreign buyers should carefully
check the target’s business license, tax
registration certificate, organization code
certificate, and other certificates that are
required to conduct the target’s business
in China. It is common for there to be many
problems in this area. In addition, the
buyer should obtain and review the “Capital Verification Report,” which is used by
third party Chinese CPA firms for crosschecking bank statements and confirming the registered capital was paid. It is
these simple checks that can separate a
successful transaction from a bust.
Organizational structure.
Organizational structure reflects the
target’s corporate culture, internal hierarchy, management, operation emphas i s , a n d e ve n b u s i n e s s d e ve l op m e nt
strateg y. By examining the target’s organizational structure, foreign buyers can
assess whether the target organizationally fits in the foreign buyer’s strategic
development and whether, through the
integ rat ion of the two companies, the
foreign buyer can realize its goal in the
transaction.
Ow nership.
No matter whether the target is a privately held company or an SOE, the verification of the ow nership of assets is a
big headache for foreign buyers, as publicly available information and government records do not adequately reflect
the ow nership of an enter prise. For tunately, if forei g n buyers f ind no out standing mor tgages and pledges on the
target’s assets after conducting thorough
due diligence, foreign buyers are protected under bona fide third par t y principle (similar to bona fide purchaser in
the U.S.) and take good title to the propert y despite the competing claims of the
other parties. A related issue is the nature
of the target’s ow nership of land. Ow nership to land may be “allocated land” or
“granted land”. “Allocated land” which

is provided by the government at a nominal or even zero cost is not allowed to
be sold, transferred or disposed of w ithout first pay ing land use fees and conver ting it to “granted land.”
Licenses and permits.
It is critical that foreign buyers ensure
at a n e arly s t age w he t her t he t arge t’s
licenses and permits can be renewed or
reissued for the after-acquisition company.
A foreign invested enterprise is subject
to more stringent restrictions on business
than domestic companies. Furthermore,
prospective foreign buyers should check
w hether the target holds the required
licenses and permits allowing it to engage
in business activities. If the target runs
its business w ithout required licenses
and permits, which is common, the foreign buyer must evaluate:
1. The possibilit y for the target to cure
such defects;
2. How long it w ill take for the target
to cure;
3. The possibility and cost for the foreign buyer to restructure the deal; and
4. The feasibilit y and possibilit y for
the foreign buyer to apply for the
required licenses and permits.
Env ironmental issues.
Compliance w ith local, prov isional,
and central government environmental laws
and regulations is traditionally weak in
many Chinese companies. This practice
poses serious risks and liabilities for foreign buyers. In addition to civil damages
and potential criminal prosecutions, the
liability for cleaning up the contaminated
proper t y and reconst r uc t ion of env ironmental protection facilities can devas t ate t he p os t - t r a ns ac t ion comp a ny.
Therefore, foreign buyers are advised to
examine t he t arget’s waste/hazardous
materials emission permits and the condition of the target’s environmental protection practices and assess the compliance
of the target with the applicable laws and
regulations. Foreign buyers must keep in
mind that just because the target can run
its business without compliance with laws
and local standards does not mean the postacquisition company can operate in this
manner. A foreign buyer does not have the
well-established social network with local
government officials as the target does,
SEPTEMBER/OCTOBER 2011
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and a foreign buyer may never know the
hidden arrangements the target entered
into w ith the local environmental protection officials.
Intellectual proper t y.
IP due diligence plays a key role in the
overall due diligence process especially in
the acquisition of a technology-intense
target, as IP assets often comprise the
majority of the value. For a foreign buyer,
IP due diligence is more than simply gathering a list of the target’s IP registrations,
determining IP rights and ow nerships,
and reviewing IP-related contracts. Foreign buyers should carefully determine
the value of a target’s IP by linking such
items to the target’s sales and market share
as well as assessing the IP of the target’s
competitors to determine whether the IP
assets are over valued or under valued. In
addition, the buyer needs to understand
the concept of “employee-inventor rights”
in China, whereby, under Chinese Patent
Law, the company is required to pay certain rewards to employee-inventors. As
part of the due diligence, the buyer should
determine whether the target has complied with this law.
Periodic governmental filings compliance.
The foreign buyer should closely examine whether the target has filed its business license, foreign currency registration
certificate, and other licenses and permits (depending on the target’s registration location and industry). As previously
stated, it is common in China for companies to operate outside of the scope of
their business licenses and, therefore,
operate illegally. In addition, many licenses
and permits are not transferrable in the
acquisition context. Expiration of these
licenses and/or per mits may result in
monetar y penalties, losing the qualification for conducting business, and even
worse, the dissolution of the target.
Compliance w ith U.S. law.
Although a foreign buyer is faced w ith
many novel cultural, operational, and regulatory challenges when pursuing an acquis it ion in China, a buyer must a ls o b e
mindful of the target’s future compliance
w ith U.S. or other home-countr y laws.
For U.S. companies, the Foreign Corrupt
Practices Act (FCPA), the Sarbanes-Oxley
CORPORATE FINANCE REVIEW

SEPTEMBER/OCTOBER 2011

Act, and anti-trust laws are examples of
compliance challenges facing Chinese
subsidiaries of U.S. companies.
The FCPA includes two key components:
the anti-briber y prov ision and recordkeeping and internal controls provisions.
The anti-briber y provisions of the FCPA
prohibit corrupt pay ments of any thing
of v a lue to fore i g n of f ic i a ls to re t ain
business or to direct business to any person. The recordkeeping and internal cont rol prov isions obligate companies to
maintain meticulous records and internal control systems and require them to
repor t any failures or suspected v iolat ions, including those stemming f rom
overseas operations.
In the case of an acquisition, a buyer
can be held liable for v iolat ions comm it te d by t he t arget or it s employe es
before the sale. In instances where potential buyers uncovered FCPA violations in
the due diligence process, disclosure of
the infraction to U.S. authorities may be
sufficient to allow the deal to go forward.
Failing to discover the FCPA violations
may have more costly results. For potential U.S. buyers in China, the business
environment creates some vexing compliance challenges. For example, determining precisely who qualifies as a ‘foreign
official’ can be difficult, as the Chinese
Communist Party has more than 70 million members who are highly integrated
into ever y level of the economy. In addition, a buyer may find that certain business practices prohibited under the FCPA
simply do not carr y the same stigma in
China. Clearly, sensitivity to any FCPA violations at ever y stage of the deal process
must be a consideration for U.S. buyers.
Acquisition agreement and related doc-

Once the foreign buyer is comf o r t a b l e w i t h t h e du e d i l i g e n c e , t h e
acquisition agreement and related documents are prepared and negotiated. The
per iod star t ing f rom the execut ion of
relevant acquisition agreements to the closing of the deal is a sensit ive stage for
both parties. At this stage, the foreign buyer
is not the legal ow ner of the target and
has no control over the target’s business
op er at ion w h i le t he prop o s e d de a l is
pending approval of the applicable Chine s e gove r n me nt aut hor it ie s . C ons e -

uments.
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Co-management of the target’s corpo-

The procurement of the government approvals takes time, ranging
from 30 days to 120 days. During the interval, the buyer may be exposed to potent ial liabi lit ies caused by the business
decisions and ac t iv it ies of the t arget.
Although the acquisition agreement may
contain “material adverse change” provisions and certain other negative covenants,
the buyer has already spent significant
time and money on the transaction, and
rate seals.
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quently, a prudent foreign buyer should
request the target to commit that:
a. It shall make its best effor ts to assist
the foreign buyer in obtaining all
necessar y approvals, permits, and
authorizations to close the deal;
b. It shall diligently operate the business and maintain the goodw ill of
the target;
c. It shall promptly notify the foreign
buyer of any events that may have
a material effect on the target’s business;
d. It shall maintain the good relationships w ith its employees, agents,
distributors, clients, suppliers and
any other par ties who have business
dealings w ith the target;
e. It w ill not declare or distribute any
div idends or make similar pay ments
to reduce the amount of cash of the
target; and
f. It w ill not transfer, assign, pledge, or
in any other way dispose its shares
or assets during this sensitive stage.
In order to protect the foreign buyers’
interests, it is recommended that foreign
buyers request co-management of the target’s company seal, which allows the foreign buyer to monitor and super vise the
target’s business operation, as the company
seal is widely used in ever y aspect of daily
operation of the target. Furthermore, when
paying the purchase price, foreign buyers should consider the use of an escrow
account to protect themselves.
Government approvals. Unlike the United
States, Chinese government agencies are
active in ever y transaction. Ever y acquisition must go through various examin at i o n a n d a pp r ov a l p r o c e du r e s t o
consummate the deal. A more detailed
discussion appears later in this ar ticle.

terminating the deal is ver y difficult. As a
result, the buyer should consider negotiating a co-management agreement, whereby
the target will need the agreement of both
parties to use the target’s corporate seals.
Since the appropriate seal must be affixed
to contracts and other documents in order
to make them valid in China, this approach
offers a practical tool for a buyer to manage the risks arising between the time the
purchase agreement is signed and the transaction closes. The target is likely to have
a number of important seals, including a
company seal (which bears the target’s official company name), the legal representative
seal (which bears the name of the legal
representative of the target), and the special seal for finance (which is used in connection with any activities like publishing
financial statements and dealing with banks
and tax authorities). The above-mentioned
three seals are very important to any company and cover nearly ever y aspect of the
company’s business operation. Some companies may establish special seals for contracts, invoices, or other special purposes
according to their internal management
rules. Negotiations over a co-management
agreement include the types of seals covered and the situations in which the consent of both parties is required. Since these
agreements restrict what the target can do,
the negotiations over the co-management
agreement can be ver y challenging.
Closing. After the documents are signed
and government approvals obtained, the
parties may finally close the transaction.
Conversion of the Chinese target to an

After the closing, the target w ill be
converted to either a wholly foreign owned
enterprise (“WFOE”) or an equit y joint
venture (“EJV”). Foreign buyers have to
go through procedures for establishment
of a WFOE/EJV, such as apply ing to the
local branch of State Administration of
Industr y and Commerce (“SAIC”) for a
change of the business license, apply ing
to the local branch of SAFE for foreign
currency registration, and apply ing to
the local tax authorities for tax registration, among others.
In Part II of this article, we will look
at common difficulties and legal challenges as well as the role played by the
Chinese government. I
FIE.
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