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INTRODUCTION

There are significant differences in attempting to start a business in the United States and in China. A decision to establish a business relationship with or in China must be made only after conducting careful evaluations and receiving competent advice.
The U.S. Perspective
· Setting up U.S. businesses is relatively easy – usually filing a few forms and paying fairly nominal filing fees; set up can be completed in a matter of days or even hours

· Flexibility in choice of entity: proprietorship, partnership (general or limited), limited liability partnership, limited liability company, C corporation, S corporation, business trusts
· Except for tax authorities, little governmental regulation and compliance (except certain regulated industries like telecommunications and financial institutions)

· Flexibility in capital structure

· Flexibility in ownership and business relationships

· Although not recommended, most businesses can be created without any legal or accounting assistance

The China Perspective
· Setting up business in China can take weeks or even months to obtain government clearance – up to three governmental authorities must approve

· Choice of entity more limited and again, subject to government approval

· Government monitoring of ongoing operations

· No right to own land, only land-use rights

· Minimum capitalization and debt limitation requirements

· Restrictions on ownership and change of ownership

· Competent legal and accounting assistance a necessity

· And – the Chinese do have taxes and authorities that regulate the assessment and collection of them

OPTIONS FOR DOING BUSINESS IN CHINA

Option 1 – Distributorship or Licensing Arrangement
· Agreement to export/import product or technology with Chinese entity
· Profit sharing, fee arrangement or price mark up

· Term

· Quality control issues

· Enforcement in the event of problems

· Government interference – quotas, tariffs, boycotts, embargoes, customs

· Financial obligations of parties

· Collection or payment issues

· VAT taxes

Option 2 – Representative Office

Basic Parameters

· Usually preliminary step to evaluate Chinese market or promote business
· Cannot engage in revenue producing activities
· Permitted activities: employing a representative at the office; conducting market research; promotional activities; facilitating transactions (but not consummating); execute contracts for home office with Chinese entities
· No minimum capital requirements
· Not considered a “legal person” in China, so no limited liability for U.S. company establishing it

Approval Process
· Procedures established by Ministry of Commerce

· State Administration of Industry and Commerce (“SAIC”) controls registration of office
· Other government agencies may be involved depending on industry (e.g. financial, securities, transportation)

· Also must work with other agencies on immigration and visas, customs, taxes, currency-exchanges and employment

· U.S. company submits applications form and letter to SAIC describing purpose, business scope, name, address and term of Representative Office with supporting documents:

· Charter or license of foreign company

· Letter from foreign company’s bank as to its creditworthiness

· Power of attorney for chief representative with his or her resume, passport and photos


Taxation
· Generally, the activities of the Representative Office will not be subject to tax in China if they are restricted; consulting businesses can have a “Representative Office” and then income will be subject to tax
· Need to review China-US Tax Treaty to determine if Representative Office is a “permanent establishment” and therefore, subject to tax in China
OPTION 3 – Foreign Invested Enterprise (FIE)
· With an FIE, the foreign investor is actually establishing a business presence in China with or without a Chinese partner

· Several basic FIE structures: joint venture, wholly foreign owned enterprise and foreign invested commercial enterprise

· All FIEs must have specified capital structure in terms of debt and equity depending on level of investment:

· $3 million or less – 70% must be equity

· $3 – 10 million – 50% must be equity

· $10 – 30 million – 40% must be equity

· $30 million or more – One-third must be equity

· Loans to FIEs and repayment terms must be approved by government
· Taxation of FIEs income in China is usually at 30% national rate and 3% local rate. Certain production companies located in certain districts for a term of 10 years or a “high tech” FIE receive a “Tax holiday” – no income tax for two years and then 50% of regular rates for three years. “Encouraged” FIEs and “high tech” FIEs can have permanent tax rates as low as 15% depending on geographic location
· “Clawback” provisions if violate business scope or go out of existence within 10 years


Joint Venture (JV)
· Historically, JVs were most widely used structure for foreign investment and in certain industries, were the only structure permitted

· Two types: equity JV and contract JV


Equity Joint Venture

Basic Parameters
· Offers limited liability like a corporation

· Management, profit and loss allocations and return of capital contributions can be structured like a partnership

· US investor must own at least 25% of the JV

· US investor can contribute cash, land use rights, intellectual property or labor

· Contributions not returnable except on dissolution with government approval

· Finding right partner in China is key, so due diligence important
· Profits and losses must be allocated in accordance with capital contributions

· Chinese law permits minority owners to veto all major decisions, so can create potential deadlocks


Approval Process
· Negotiate letter of intent or memorandum of understanding with Chinese partner

· Prepare and submit a preliminary project proposal report to government authority for approval (for $30 million plus projects, to Ministry of Commerce; for others, to local approval agency)

· Once approved, a formal Feasibility Study Report must be submitted and approved by same authorities

· Formal negotiation of JV contract and Articles of Association between US and Chinese partner, which also must be approved by authorities

· Certificate and business license will be issued by SAIC or local agency on final approval


Contractual Joint Ventures

Basic Parameters
· Can be contractual arrangement or as separate legal entity

· Capital contributions can be withdrawn prior to dissolution

· Contributions not limited to physical assets or money; can be “cooperative conditions” like finding lease space or employees

· Profit and loss allocations are based on partners’ agreement and can vary over time

· Distributions can be made in cash or other property or rights

· Parties can share products of the JV

· If Chinese partners receive all fixed assets of JV on termination, US investors can recover their investment early

· Management is more flexible

· No veto rights for minority owners except on reducing registered capital and mortgaging JV property


Approval Process
· Same as for equity joint venture


Special Taxation Notes
· If contractual, the partners are considered taxpayers and subject to Chinese taxes at 30% national and 3% local rates on China source income
· If separate entity, entity pays tax on worldwide income at 30% national and 3% local rates

WHOLLY FOREIGN OWNED ENTERPRISES (WFOE)
· Now becoming preferred structure since Chinese partner not needed

· Offers limited liability protection like a corporation


Basic Parameters
· Management and operation controlled by US or foreign investor

· No Chinese ownership permitted – wholly owned by foreign investors

· Must export 50% or more of its output from China or qualify as “high tech” enterprise


Approval Process
· Similar to JV – submit preliminary project report, feasibility study and articles of association to governmental authorities for approval

· Some local jurisdictions like Shanghai required the foreign investor to employ an authorized agent in China to act for the WFOE

FOREIGN INVESTMENT COMMERCIAL ENTERPRISE (FICE)
· Historically, China has restricted business opportunities for foreign investors wanting trading or distribution vehicles in China
· In April, 2004, Ministry of  Commerce relaxed rules for enterprises qualifying as FICEs

Basic Parameters
· FICE must be engaged in one of following activities:
· Commission agent or broker

· Wholesaler of goods and related services

· Retailer to consumers

· Franchising (license to use trademark, name or mode of business)

· Foreign investor must demonstrate powerful economic strength, advanced commercial management experience and marketing technology and extensive international sales network

· FICE can be a JV or WFOE

· Certain minimum capital requirements – approximately $60,000 for wholesalers and $36,000 for retailers

· Debt/equity ratios same as for WFOE


Approval Process
· Similar to WFOE and JV, except approval combined into one step

· Approval required at provincial level and by Ministry of Commerce

· If FICE is a retail shop or shops, local commerce bureau must submit letter saying shops conform to the local government’s urban development and commercial development plans

· If FICE involves license, technology, management or service contracts, those contracts must be attached


Other Options
· Foreign Invested Companies Limited by Shares (FICLS): These are companies established by foreign investors with  Chinese companies with capital contributions raised by promotion or a public offering with a minimum capitalization of over $3.5 million. Very restricted and rarely used

· Acquisition of assets or stock of Chinese entity – this can be a challenge due to difficulty in conducting due diligence and lack of good records in many instances for many Chinese entities


Other Considerations
· China has VAT taxes – 17% on domestic products or sales and 4% on export sales

· Also taxes on imported equipment and share transfers

· Transfer pricing issues – sales of services or products or provision of management or overhead between related parties must be on arm’s length basis

CASE STUDY – SETTING UP A WFOE FOR CHINA OPERATIONS

Scenario:  Bumberchute Manufacturing, Inc. (BMI) makes and sells umbrellas to retailers across the US. At its production and sales facility in Crossroads, SC, the umbrella parts (ribbing, handle and fabric) are assembled for sale and shipment to customers. The ribbing and fabric are supplied to BMI from various US manufacturers. BMI makes the handles on site using plastic injection molding machines and manual labor. BMI has studied its handle manufacturing costs, including costs of raw materials and labor, and believes it could manufacture the handles at significantly lower costs in China. After consulting legal and accounting advisors, BMI determines it should establish a WFOE in China to manufacture the handles and export them back to the US for final assembly.

Actions and Requirements to Establish the WFOE:

1. BMI may choose to set up a “Representative Office” to explore possible manufacturing sites, labor markets, materials access, tax incentives, customs issues, and other factors before proceeding with the WFOE.

2. BMI must file a preliminary project report with government authorities for approval. This report would include:

· a synopsis of the project, including purposes of the WFOE

· scope and scale of proposed operations

· description of products to be manufactured

· description of technology and equipment to be used

· estimates of export sales by product and percentage on annual basis for first three years of production

· land and area requirements for operations and description of how WFOE will get land use rights

· facilities and utilities requirements, including electricity, water, sewer and other utility needs

· estimates of environmental impact

3. Once preliminary report is approved, BMI must submit a feasibility study for government approval which includes:
· Proposed Articles of Association for the WFOE (this describes products to be manufactured, capital structure, composition of board of directors, management organization and authority, the rights of employees to unionize under China law, tax year elections, accounting systems, establishment and handling of bank accounts, creation of reserves, bonus and welfare funds, distributions back to the WFOE owner and appointment of an auditor)
· Proposed name for the WFOE (must include reference to geographic region or city)

· List of directors, with resumes and passports

· Proposed ownership

· Note: Ownership of WFOE cannot change without government approval

· Letter from BMI’s bank as to its creditworthiness (wherewithal to meet liabilities as they come due)

· Three years of financial statements from BMI

· Copies of charter or other organization documents of BMI and any ownership entity

· List of equipment and materials to be imported by WFOE

· Power of Attorney authorizing persons to be in charge of WFOE
· Response of authorities to preliminary project report

4. Once feasibility study approved, BMI would submit a registration application with Ministry of Commerce or local commission with all previously submitted materials and information to receive a license. Registration fee required which is a percentage of capital.
5. Other registrations could be required depending upon industry or scope of activity.

6. From the US side, BMI would determine WFOE ownership

· If WFOE will generate losses early, consider pass through entity for tax purposes; can convert later to taxable entity to trap profits
· Consider holding company below BMI if BMI could have ownership changes, since these changes require government approval

· Distributions from WFOE to BMI subject to 10% dividend tax – tax treaties can mitigate this tax, so consider possible offshore entities if taxes are an important issue

CONCLUSION
· Establishing a business presence in China is a time consuming and complicated process, subject to many governmental approvals

· Chinese business operations owned in whole or in part by foreign interests is subject to significant regulation by the government and these regulations are still evolving

· Decision to establish a presence in China should be made only after creating a comprehensive business plan with clearly stated objectives and an analysis of alternate approaches and risks with advice and consultation from advisors
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