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China Alliance
The China Alliance is a unique arrangement of four leading independent law firms in response to the
increasing importance of China to the global marketplace and to North American businesses.  The
four law firms, Armstrong Teasdale LLP, Butzel Long, and Michael Best & Friedrich LLP of the
U.S. and Blake, Cassels & Graydon LLP of Canada have agreed to collaborate in the development of
their respective China practices.   Office facilities in Shanghai and Beijing offer clients on-the-
ground capabilities in China’s primary business and regulatory centers.

Lawyers from China Alliance members provide advice and counseling to businesses with interests
and operations in the Chinese market.  Through this operating arrangement, member firms offer
companies and other interested organizations significant depth and a broad range of relevant China
and Asia experience  with access to the skills and capabilities of 1,300 lawyers.

Alliance member lawyers are actively involved in the Chinese business community and are familiar
with local business practice.  In addition, they maintain close relationships at all levels of the Chinese
government.  With the ability to conduct business in English, Mandarin and Cantonese, their
experience provides clients with pertinent professional advice, access to key decision makers, and a
pragmatic approach specifically tailored to the Chinese business environment.

The structure of the China Alliance provides clients with a significant depth of resources, in-country
capabilities and a cost effective approach for representation on critical business and strategic issues
in China and throughout Asia.  Whether the issue is local or multi-jurisdictional, practice area or
industry specific, lawyers from China Alliance member firms provide relevant advice and timely
solutions to business issues at every level.
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DOING BUSINESS IN CHINA
AN OVERVIEW FOR FOREIGN INVESTORS

The Chinese government has gradually been reforming China's economy and opening the

Chinese market to foreign investment. This process has been accelerated since China joined the

WTO in late 2001. Since that time, the Chinese legal system has developed very quickly. Much

emphasis has been placed on passing laws, regulations and policies to encourage foreign trade and

investment. As a result, foreign investment has increased in a wide variety of industry sectors.

However, foreign investors should be aware that investment in China remains quite restricted in

some areas and that the Chinese legal system is less than fully developed. Although the Chinese

market presents many opportunities for foreign investors, expectations and investment strategies

should be adjusted to take these factors into account. This memorandum will provide a broad

overview of the Chinese foreign trade regime and the various forms foreign investment may take

in China. It will also briefly analyze the impact that China’s WTO accession may have on foreign

trade and investment. Because this is just a brief overview, we strongly advise prospective

investors in China to seek advice specially tailored to their circumstances, needs and objectives.

FOREIGN DIRECT INVESTMENT AND BUSINESS VEHICLES

Representative Office

In practice, representative offices are the cheapest and easiest way for a foreign business to enter

the Chinese market. Generally speaking, approvals are granted relatively quickly and as a matter of

routine. Most foreign businesses choose to open a representative office in China as a preliminary

investment. Representative offices provide foreign companies with the opportunity to explore the

Chinese market without making the more sizeable investment and commitments that are required

when establishing Chinese business entities. Under Chinese law, a representative office may be

established to act as a liaison between the Chinese market and the foreign company. A
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representative office's liaison activities are restricted to research, marketing and other activities that

facilitate business between the Chinese market and the foreign company. Representative offices

are not permitted to engage in any direct business activities.  In other words, the representative

office is not permitted to accept payment for goods, issue invoices or contract for sales on behalf

of the head office. All sales contracts must be signed by the foreign company and payment must

be remitted directly to the foreign company overseas.

Generally, once the application is submitted, a local branch of the Ministry of Foreign Trade

and Economic Co-operation (MOFTEC) will review the documents and examine the

credibility of the applicant, and an approval will normally be granted within approximately one

month.

FOREIGN DIRECT INVESTMENT

Essentially, two types of business entities are generally used by foreign companies in China for

manufacturing, processing or the provision of services: joint ventures and wholly foreign-

owned enterprises. In addition to permitting foreign companies to engage in direct business

activities, these business entities are advantageous because they qualify for the many preferential

tax policies applicable to foreign investment enterprises in some regions in China.

Before establishing a separate business entity in China, however, foreign investors need to consult

the PRC Foreign Investment Industrial Catalogue (Revised), (the “Investment Catalogue”) and any

relevant industry specific laws and regulations. The Investment Catalogue classifies industries into

four categories (encouraged, permitted, restricted and prohibited) which indicate the extent

to which foreign investment in those areas is supported and encouraged by the Chinese

government. Industries in the encouraged and permitted categories are subject to very few

restrictions, while those in the restricted category are subject to approval from higher level

government authorities and other special conditions. Foreign investors are not permitted to invest

in industries that fall into the prohibited category. In some cases, the Investment Catalogue also

indicates that for certain industries foreign companies are required to form a joint venture rather

than a wholly foreign-owned enterprise and will require the Chinese party to hold the controlling

interest.
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Joint Ventures

Two types of Chinese-foreign joint ventures are permitted under Chinese law: the equity joint

venture (EJV) and the co-operative (or contractual) joint venture (CJV) (both of which can be

established as limited liability companies).

The EJV is the most common. It is popular not only because it was the first business vehicle

permitted for foreign investors in China, but also because many foreign companies find it

advantageous to work with a Chinese partner that is familiar with the local market and has

established relationships with Chinese businesses and government officials.

In order to establish an equity joint venture, the Chinese and foreign party must jointly prepare a

feasibility study, enter into a joint venture contract and agree upon articles of association which

must then be submitted to the relevant Chinese authorities for approval and registration. In

establishing an equity joint venture, each party may contribute capital in the form of cash, land,

buildings, intellectual property, equipment and/or technology. Generally, the foreign party must

contribute at least 25% of the registered capital of the EJV. The parties then share in the

management, profits, risks and losses of the joint venture in proportion to their equity interests.

Currently, EJV companies are generally permitted to operate in the following sectors: energy

development and the building material, chemical and metallurgical industries; machine building,

instrument and meter industries and offshore oil exploration; equipment manufacturing;

electronic and computer industries; communications equipment manufacture; light industries,

textiles, food, medicine, medical apparatus, packaging industries; agriculture, animal husbandry,

and fish breeding industries; and tourism and service industries.

Co-operative joint ventures are in many ways similar to equity joint ventures, but are somewhat

more flexible in that the joint venture contract may provide for the foreign party to recoup its

investment before the end of the term of the joint venture. The form of the parties’ capital

contributions to a co-operative joint venture can also be more flexible and its management may

be contracted out to a third party.
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Chinese parties generally prefer the equity joint venture, however, and although less flexible, it is

often more desirable for the foreign investor as it is better defined and regulated under Chinese

law.

Unlike the approval process for a representative office, which is largely a matter of routine, the

authorities responsible for reviewing joint ventures have the power to reject or suggest revisions

to the joint venture application documents (feasibility study, contract, articles of association, etc.)

if they determine that the documents contravene Chinese law or government policy. Whether a

joint venture requires local, provincial or central government approval depends on the nature and

size of the investment. Approvals are supposed to be determined within 3 months of receiving all

of the required documents but that time period may be re-started if the approval authority

responds with questions or suggested revisions. Moreover, while local government approvals are

usually granted within 3 to 6 months, central government approvals can take up to a year or

longer.

Wholly Foreign-Owned Enterprise (WFOE)

Instead of a joint venture, a foreign company may also choose to establish a wholly foreign-

owned enterprise (WFOE). The main advantage of a WFOE is that the foreign investor may

retain the sole control over the management and financial affairs of the company.

Currently, establishment of WFOEs is prohibited in certain industries, including the press, radio

broadcasting, television, cinematography, domestic commerce and post. It is restricted in

industries such as basic telecommunications services, public utilities, transportation, real estate,

trusts, investment and leasing.

It is relatively simple to establish a WFOE. After preparing a feasibility study, the relevant

application forms and articles of association, the application documents are submitted to the

government authorities. Approvals for WFOEs are generally granted more quickly than for joint

ventures. According to Chinese law, once submitted, the approval authority should respond to the

full application within 90 days of receipt. However, that may vary depending on which level of

government is required to grant the approval.
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ENGAGING IN FOREIGN OR DOMESTIC TRADE

Traditionally, the foreign and domestic trade sectors have been more tightly regulated than many

other sectors of the Chinese economy. For example, wholly foreign-owned enterprises generally

have been precluded from operating trading businesses. The Chinese government has required

that the import of goods into China be handled by a government-approved Chinese foreign

trade company, which possesses a business license that permits it to import the goods in

question. Accordingly, foreign companies have been required to enter into agreements with one

of these companies in order to distribute products to Chinese customers. Certain types of goods

imported by Chinese foreign trade companies also have required import licenses and have been

subject to import quotas. That being said, foreign investment enterprises (joint ventures and

wholly foreign-owned enterprises) are, and traditionally have been, entitled to import raw

materials, equipment, etc. used in their own production processes and to export their own

products.

However, China has been gradually liberalising its trade regime.  As discussed below, the law

regulating trading has been amended to permit certain equity joint venture trading companies to

engage directly in trade, although the criteria to establish such a joint venture is high.  In addition,

MOFTEC has recently announced that it will commence issuing approvals for foreign invested

enterprises (FIEs) engaged in production in China to export any product from China (not just

those the FIE produces).  According to the notice, such FIEs will also be permitted to import and

sell products related to those the FIE manufactures in China, providing the value of such imports

does not exceed 50% of the value of the combined import plus the local manufactured unit.

Also, such FIEs may now import items for market testing purposes.  Presently, the law has not

been officially amended to reflect MOFTEC’s announcement, but it is expected that MOFTEC

will begin issuing such approvals soon, and that regulations regarding these changes will soon be

published by MOFTEC.

Similarly, more flexible policies have been applied in certain special economic zones, although

corresponding changes in the national laws have not been made. For example, in the Shanghai

Waigaoqiao Bonded Free Trade Zone (WGQ), WFOE trading companies have been

permitted for some time. The Shanghai Municipal Government, which governs the WGQ, has
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issued far more liberal regulations regarding the establishment of WFOE trading companies in the

WGQ. In addition, the WGQ is considered to be outside Chinese territory for the purposes of

import duties and other taxes imposed on imported goods. Companies in the WGQ are offered

simplified customs procedures, liberal foreign exchange privileges and qualify for significant tax

reductions and incentives. Some of the WFOEs established in the WGQ have been permitted by

the local government to conduct trading activities that would not have been, and perhaps still

would not be, permitted outside of the zone.

Equity joint venture trading companies are permitted under Chinese law to engage directly in

trade, although they may be established only in certain specially designated economic zones, such

as the Pudong New Development Zone in Shanghai and the Shenzhen Special Economic Zone.

Obtaining approval to establish such companies has been difficult in the past (prior to the recent

MOFTEC notice), and the criteria for obtaining such approval is stringent. To qualify, a foreign

party to an EJV trading company must meet the following conditions:

(i) its turnover for the year prior to the application must be not less than US$5 billion;

(ii) its average annual volume of trade with China for the three years prior to the application

must not be less than US$30 million; and

(iii) it must have maintained a representative office or offices in China for three years prior to

the application, or have invested in excess of US$30 million in China.

Similarly, the requirements for the Chinese partner are significant:

(i) it must have the right to engage in foreign trade;

(ii) it must have an average annual volume of imports and exports for the three years prior to

the applications of not less than US$200 million, of which exports must account for not

less than US$100 million; and
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(iii) it must have established not less than three branches, subsidiaries or equity joint ventures

outside China, and the average annual turnover of the enterprises outside China must

have exceeded US$100 million for the three years prior to the application.

The ratio of registered capital is also prescribed by law; the part contributed by the Chinese party

may not be less than 51% of the total registered capital and the registered capital of the foreign

party must be between 25% and 49%.

It is expected that MOFTEC’s notice regarding FIE approvals will alter the current system

regulating approvals for EJV trading companies.

CHINA'S ACCESSION TO THE WORLD TRADE ORGANIZATION (WTO)

China joined the WTO late in 2001. As a result of its joining the WTO, many of the existing

barriers to trade and investment will be removed. The following are some of the highlights of

China's commitments related to foreign trade and investment.

Tariff Reductions

China's industrial tariffs will fall from approximately 25% to less than 10% within the first five

years after accession.

Trading and Distribution Rights

WTO rules limit the use of quotas and other quantitative trade restrictions. China has agreed to

eliminate these restrictions with phase-ins over five years. Under the agreement, trading rights

(import and export) will be phased in over three years.  During the same phase-in period, China

will also open up sectors related to distribution services, such as repair and maintenance,

warehousing, trucking and air courier services.
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Foreign Investment

Foreign investors will increasingly enjoy national treatment in China and more industry sectors

will be open to foreign investment. In addition, certain existing trade and investment restrictions

will be phased out.  Laws such as those which apply to Wholly Foreign Owned Enterprise Law,

Chinese-foreign Co-operative Joint Venture Law have changed and are expected to continue to

change.

China has also made commitments to phase out most restrictions in a broad range of services,

including distribution, banking, insurance, telecommunication, professional services (accounting,

law, etc.), business and computer related services, motion pictures and video and sound recording

services.

WTO and the requirements of a changing Chinese society will bring about many new

opportunities for foreign and Chinese businesses. However, it is widely acknowledged that China

has a great deal to accomplish before it will be in a position to comply with its many

commitments regarding the WTO. Therefore while foreign businesses can view the Chinese

market with renewed optimism, it will remain important to be aware of, and plan for, the many

challenges that will inevitably lie ahead.
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China Alliance Offices
Beijing Office:
Suite A - 1, 21st Floor
Hanwei Plaza
7 Guanghua Road, Chaoyang District
Beijing, China 100004
Telephone: 011-8610-6561-1515
Facsimile: 011-8610-6561-0667
beijing@blakes.com

Shanghai Office:
1376 Nan Jing Xi Lu
Shanghai Centre - Suite 718
Shanghai 200040
P.R. China
Telephone: 011-8621-6279-8808
Facsimile: 011-8621-6279-8866
tbarrie@armstrongteasdale.com

For further information, please contact one of our China Alliance law firms at the following
locations:

Armstrong Teasdale, LLP
One Metropolitan Square, Suite 2600
211 North Broadway
St. Louis, Missouri 63102-2740
Telephone: (314) 621-5070
Facsimile: (314) 621-5065
www.armstrongteasdale.com

Butzel Long
150 West Jefferson, Suite 900
Detroit, Michigan 48226
(313) 225-7000
Facsimile (313) 225-7080
www.butzel.com

Blake, Cassels & Graydon, LLP
Suite 2800, 199 Bay Street
Toronto, Ontario
M5L 1A9
Telephone: 416-863-2400
Facsimile: 416-863-2653
www.blakes.com

Michael Best & Friedrich,LLP
401 North Michigan Avenue
Suite 1900
Chicago, IL 60611
Telephone: (312) 222-0800
Facsimile: (312) 222-0818
www.mbf-law.com




