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Foreword

Mergers and acquisitions are gaining more and more importance on the Chinese
Mainland. At the same time the legal framework governing China-related M&A
transactions has become very complex. This book aims at providing a structured
introduction to legal aspects of China’s M&A regime. Different topics are discussed
in their practical context, in particular from the viewpoint of foreign investors.
Comprehensive references and bilingual versions of the most important M&A-
related laws and regulations are meant to allow for an easy access to primary and
secondary sources.

In many M&A-related areas, Chinese law is still unclear, incomplete and
inconsistent. I have tried to flag these areas and to point to practical solutions that
have been used in the past or might be available in the present and in the future.
Further, Chinese law must be seen as “law in development™ with many changes to be
expected in the near future. This is in particular true for the rather young Chinese
M&A regime. | have addressed possible future developments wherever they are
already foreseeable to a satisfactory degree of certainty. However, this book is not
intended to, and can by no means, replace legal advice in relation to specific M&A
transactions. On the contrary, the legal situation of every practical case must be
analysed based on the underlying facts and the then applicable law.

The work on this book was generously supported by a Direct Grant of The Chinese
University of Hong Kong. Further, I would like to thank Ms Roxanne Sien, Hong
Kong, for her valuable assistance in relation to necessary research and Ms Elaine
Wong and Ms Sharon Yap of CCH Hong Kong Ltd. for taking diligent care of the
publication. I am grateful for any comments and suggestions, My contact details are
available online at www.wolff-hk.com.

Hong Kong, August 2006

LUTZ-CHRISTIAN WOLFF
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WEOER .. om0 i emisrasmissiiissttsns: Wholly foreign-owned enterprise

WFOE LaW iwssssmmssinisvasionsaniss PRC Wholly Foreign-owned Enterprise Law (date of

effectiveness of latest version: 31 October 2000)

WFOE Law Implementing Rules. PRC  Wholly Foreign-owned Enterprise Law
Implementing Rules (date of effectiveness of latest
version: 12 April 2001).

Endnotes

' See www.cbre.gov.cn (last visited on 6 June 2006).

? See www.csrc.gov.cn (last visited on 6 June 2006).

? See www.mof.gov.cn (last visited on 6 June 2006).

* See www.mofcom.gov.cn (last visited on 6 June 2006).

? See www.sdpe.gov.cn (last visited on 6 June 2006).

® See www.npe.gov.cn/zgrdw/home.index.jsp (last visited on 6 June 2006).
" See www.pbe.gov.cn (last visited on 6 June 2006).

¥ See www.sasac.gov.cn (last visited on 6 June 2006).

? See www.safe.gov.cn/model_safe/index.jsp (last visited on 6 June 2006).
' See www.saic.gov.cn (last visited on 6 June 2006).

"'See www.court.gov.cn (last visited on 6 June 2006).

© 2006 CCH Hong Kong Limited



Xi

TABLE OF CONTENTS

Chapter 1 Introduction

CIENBAL iscavsnsysseivinzvsmmsass oy anmes wassHETs SRS RO SRR SRS SAST AR A 4345 fl1-100
The Meaning of M&A
DIEHIDILIONL ;v sesusmninssmminnensarmomaramsasnasamnnsssnsisssstsasaso s samenissssortnasasans suan §11-200
MEA 1N NUMDETS ...ovveiiirieeiiee i iaieeeeisassneesseeeinsseeeaeeaecarasesssaaeens f1-210
The Significance of China-related M&A Transactions ..................... f1-220
The Historical Development of China’s M&A Regime
China’s ECOnOmIC SYSIEM ....uuiieiiiiieieiiirsiiiiisee e s e isieaeeeesnseesanseeas 11-300
Foreign Investment in China
DT OB s s amnsssiomi s s2amamicswnsamiasaiasm e Sk N AT a4 f1-310
GOVEINING LAW <.iiieviiiiieiieeiisiiisisesseasisisesesessssesinesssessssesessssnss f1-311
Government CONTIOL ......ooviiiiieie e e fM1-312
EqQuity JOINt VENTUIES ....coveiereieriereereeeeesereeeeeseessesaneseeesnassenses f1-313
Co-operative JOINt VEeNUUEeS: .. s v mssivissscsaisssssivss sasavossssasiuisisass f1-314
Wholly Foreign-owned Enterprises ........ccovviceecinenieierinicnsinans f1-315
Foreign-invested Companies Limited by Shares ...................... q1-316
M&A Legislation since 1978
The Company Law Background .......c..cccoeiviiiiiiiiiiionniiiicinne. 1-320
Important M&A Laws and Regulations.........cccoccvvveeicnneceninnnn. f11-321
M&A Law and Practice — a Caveat..........occoveveeveeriareennennnns q1-322

Chapter 2 Due diligence

GEINCTAL 210 g 2T 2 T TR T vmmesamam s Smcsmma i AT TR ST 5 TR ST TR R R 12-100

Legal Due Diligence in China
IETOAUCTION ...ttt e 912-200
EStabliShmEnt ......cocoioieiiiiieiie ettt eneeenneene 92-210
Organiisational SHUGHUTE ..c.smssusvusmamsivivemsainasisessismamis e 112-220
Material CONTACTES ...ooveeeiirieiiiiireiiicnie et eia et cees s sbe e in e siene s 92-230
Land Use Rights and Buildings ........ccccoocveiviiciiieiiiciniecies e 912-240
OhET VAT ASSEUS! cxoessmsncssmsss sonms ex shvss 5335« FHS TR AT OISR F ARSIV 12-250
FIMANCE . oeivieureeieeieiirinseae e e b esne s ue s kn e e e ssnes e ahnsenr e sneen st esabannaesasass 12-260

Mergers & Acquisitions in China: Law and Practice



xii

Table of Contents

W s N G S ST e n cnsares mamemaesmam A oy A e s S R NS 92-270
Labour and Social INSUTANCE........ccvrvveisiiarimineinsereeriressnesssseessssenessesns 92-280
Intellectual Property Rights and Technology Transfer ...................... 12-290
Environmental ISSUES ..........ooveriiiiiiieiriieieie e e 92-300
ADE-ITUSE ISBIES ...coiseomisinmsinionsaismssniasiansssssnmme s sosssasanssansoemues sisbiurnesss 92-310
Legal Proceedings ......ccocviiieiiiiiiincnseienieacamineensecnsensesessseessensorsssnne 92-320

Chapter 3 The law governing M&A transactions and
government control

GEINETAL ...ttt e e et s s e sas e e areenesesnesaaeens 113-100
M&A-related PIL RUIES. ..o 113-200
Counfracting Oul PRO LAWY .cooumnsmomimimmmnsrmrrass s sysym s 113-300
Government COmrol .........cooiiiiiiiiice e 113-400
Chapter 4 Structuring options — an overview
GEINETAL ...ttt ere s sen s e rae e s enseennean 114-100
Direct Investment vs Offshore Structures ..........ccocoevveriirieeieenceeieeicnn. 114-200
I VS IVIBEA <5555 miwssns s e oo s snses v 5 5 S0 e s i s s m8sdism s smsi s ammn 114-300
Shene Dealsrys Aeset DEals. ovcmwsrssmesmmmnpommmmsesomsmmssmmm s f14-400
AcCqUISTHONS V8 MEIZETS .ottt ittt st esaeesae e 914-500
COMBINATIONS ...ttt e e ee s s e s b e e snesnresrsamnssenes 114-600
Chapter 5 Acquisition of FIE equity interest
Foreign Investors Acquiring FIE Equity Interest
GEHCIRl crvasmmrssssrmmsv s RS S SRR RS AT P PSR 115-100
Compliance with FTIE RUIES .......cccivviriiiiiiiiieciiiiiieieesaresiaeaens f15-110
VETTFICAION .uvveiiiieiiieiit sttt et a e s e e nene 95-120
ADTCTAL e snssn s ossmcr e 83 ANV W 3 AT AN SV SRR f15-130
RE@ISTIATION ..iviiiitieieciieiicose e e st esaasanessa e esa e e s sbassneessanneesrnes fI5-140
PUICHASE PIICE oottt e e eeenas e 15-150
ASSIZNMENE AGTEEIMENE ..evvieieiieecriievireeeineceneeerines s reeseseseneneeseeeesene 15-160
B G EH VIE TG s swmsssnsmmavsasioness imws doasvassms Fiv s R TS A TR BT AESATAR 115-170
Non-FIE Chinese Investors Acquiring FIE Equity Interest
GENETAL oottt 15-200

© 2006 CCH Hong Kong Limited



Table of Contents Xiii

Chapter 6 Foreign investors acquiring equity interest in
non-FIE Chinese companies

GENETAL ...t s e eb s et e ke s ens s e e ns s baesnseeenes fl6-100
Compliance With FIE RUIES.....c.coiieiiieieieiiciieeeeee e 16-200
Verification, Approval and Declaration ............coccoeeeevrniieniiececeeeeeeeeens f16-300
PR ISITATION. 550100 smmsvissmsns s sun 053 5005505 SR SR S PR ST VRSP 7% f16-400
PUrChase PriCe ....oooiiiiiiiiiiiieii e e e f16-500
ASSIENMENE AZIEEMETIE 1ouvveitviiiereieersieseeesieesnieeeeesesseessteeseesrnessseenseensneensas f16-600
BIECHVE IDHUC scse v snsnsasossssvesinsas savsss s 55 S5 0535 1o £90HE80 ¥R o R 45 KERVSRAT N RS oS HES §j6-700
Chapter 7 Asset deals conducted by foreign investors
[1B,7):75) 7] (S US S S U D  SP 117-100
Acquisition Modes and Compliance with FIE Rules .......cc.ccoveiveiiceninnan {17-200
Transfer of Title to the Target’s ASSEtS ..oceovvieeiieiiieenieee e eiee e {7-300
Verification, Approval, Declaration and Registration..........ccccocoececincnianen, f17-400
PUTCRASE PTICE ..viiiviieeiieaiiiiis e cerit ettt en e s aaesns b e s e e b e s sbaneenaeearae s 9[7-500
Asset PUrchase AGreement .. .......ccvieeueiveerieieeeieeieerseeesseeneeesseesesernsensensnes §[7-600
B ORI IVATE et esmicassts masmans s rdamissios iuma s s omnanRT St AT SR 5 SRS 117-700

CHEIBEAL, woovasruarmvnins comsianssivenss massass e EETS 15 A A3 TRA  AN3 0T AR AT S5 00 A 18-100
Companies Limited by Shares...........ocoiiiiiaiiiriiiiineniir e 118-200
Share Deals
LiSted SRATeS.....ceveeeeeieeeii it rneeece e eeneesee s s saeenseesssesennas 118-300
UInTStee] SHATES xsassu5s ssvars ianavissimsis o ehiis s miassssms s i s f8-310
Verification, Approval and Registration.........cocccovevieecnroiniecoieeeninnn 118-320
General OFFRr . ..ot e e 118-330
DUSCLOSUEE rcsmmanmosssomimessirsssmmmmsan insmars i SESEERES F A S5 AE S SR KA 118-340
Asset Deals
GENETAl oo et {8-400

Mergers & Acquisitions in China: Law and Practice



Xiv Table of Contents

Chapter 9  Acquisition of Chinese financial institutions by
foreign investors

APPTOVAL ottt et sn e n e fI9-100
PrECOMAITIONS. sexmumormmmnss s s s s e s it A2 ST s SR B s 919-200

Chapter 10 Onshore acquisitions

(@ 1= | U SPUROt 1110-100
Acquisitions by FIEs
HOIAINEZ-FIES ..ottt sa e aeen §110-200
FIEs without Holding-status
Share DealS......oiuiiimicireiieeiieiiie it et sbaa s 110-210
ASSEE DRAIS 1.t f110-211
Acquisitions by Domestic Enterprises without FIE-status
GENEIAL 1oviviiiieie ittt s ae s e e e ae bt sane s b e s bseens e e eemnaees §10-300

Chapter 11 Mergers

GEIMETAL ...t e ekt s e e eeamesas e eraeesasam e aeessesaba e st esasesieesrae e e naeaas f11-100
Onshore Mergers with FIE-involvement
INErOAUCTION 1. cueeeee ettt ee e esn e s e e s e e enseenseenasensaemnaennas f11-200
Merger Modes and Compliance with FIE Rules......c.ccoccciiviininnn. q11-210
Approval and Verification........ccooeiiariiiinecciie e f11-220
REZISIIATION ..t seeeie s eeta et see s ne e et e e enaaenaesaens f11-230
CONSIAGTALION ... smmes e ss o osmsmmmarasi se s o8 £ a8 S5 5 bk 418 854555443 65 TR ET 355 q11-240
NG AP TR IO o xanmsuessisms mosysinzs 3 58 BRSBTS AT SO f11-250
EAFECtiVE DAE....cveieieeieeiieeeieiieie ettt st f11-260
Onshore Mergers without FIE-involvement
CTCIICIAL. ... .. v e cveismiais s v o 5 S5 FA VR T3 ¥ A B4 oS4 A RSB0 AS AR RS VEHS T ORIV f111-300
Cross-border Mergers
GENETAL ..ottt e e s n s e en e aennnens §11-400

Chapter 12 Special rules regarding M&A projects in the
state-owned sector

(GEINBTAL..... co ceeenrtesmmn v smvemsmnsm s o fomi mmmmmis i b N E4545 VNG RS HE SR f112-100
Qualification of FOreign INVESTOTS ...c...cveuiiiirrecriineisessee e censeais s f12-200
Reorganisation PIan ..........c.cooiiiiiciiiciiieitieecceieeie e §12-300

© 2006 CCH Hong Kong Limited



Table of Contents XV

Owner’s Congent i ASSEt DRALS wuiriuiismsimsmsiniiassssammirarsssasssorsssnssssonsnnssnn 1112-400
APPTAISAL ettt e enans f112-500
Sale and PUrChase ..........oovviiiriiiiieiciereceeeee e ecn e e §112-600
Verification, Approval, and RegiStration .........cccceeeeeeirreesirenieeeceeeenns f112-700
Purchase Price and Capital Contribution.........c.ecvvriviveciieeiiiiieiieeeenie e 112-800

Chapter 13 Offshore transactions

130T 121 TS S TIPS PN f113-100
Offshore Special Purpose VEhicles .......coviaiienreiiiiiiiniieniicicecies e 1113-200
Outbound-inbound TranSacCtions .......c.ccueeeeoiieiiaiirieeiiiiee e rrieeee e 113-300
Chapter 14 Labour issues
GENETAL ....ociionisiseciearinsuneasassrevesasassnssssss sasasmsssen soss e sesessas sns e vs sasassass sesasessse f[14-100
Lay-offs following M&A TranSactions........c..ecveeereieeirieeeneresnreseeneniene {14-200
Re=pogitionitig: Of EMPIOYEES s mavsssesssummsssssrssvavimsrassasssncsvsmnsassmssssssesisnss 14-300
Transfer of EMPIOYEES ..iviveciiiiiiiiiiee et eiecein s e f14-400
Special Rules for SOES ......oivieiiiireieceeciiisree e s ete e s sseeesaee e 1114-500
Chapter 15 Anti-trust law
GEINETAL ..ottt e st et e e et e e e s e e e emses s e s seesest e sase s e saneenansae e ean f15-100
ONShOre TTANSACTIONS ...eeeviieieieieiiieeite et e e e eesaaeeerbeeeennesensasenseeenen 1115-200
OFfShore TrANSACHIONS saiisscress s sssvaniesannssssssasimanonvassiiniss saas st neassssassnisinnnssos 1115-300
PLACHICE .teeereivieceneeeieaserireeteahta e s s s isaeabaebs e ebs s b e asb s sbtas b e b b e sms s s aernsaeas 1115-400
Chapter 16 Tax

GEINETAL ...oeciiiiiiiiriiescsineesis s e eeie s s e ste e e saseasa oo esa e e sina e raaeensbassanessnaeennaaans 1116-100
Registration with Tax AUuthOrities ........cocoovciiiiiecinciiinei e 116-200
Taxation of Acquisitions

SHate DEANS «uuuuisisvississimsismimunsssvsisissviams s H6ssssavarassssssssssssnimrsissasess {116-300

ASSET DIEALS ..ttt e f16-310
Taxation of Mergers

CACTUBTA 5000w 575 mrniinnn s i 555 A P A A AT AR S A KT 1116-400

Mergers & Acquisitions in China: Law and Practice



XVi Table of Contents

List of quoted laws and references

Page

List of Quoted Laws, Regulations and Quasi-legal

PrOVISTOMS. ¢ttt ettt ettt es et eese e s e abe e s e e e et s e b aessseers s e e s e ebaesneeen 181
RTINS .o e muimmmmm c5es G s cn am b ot anais e st wains s msas ovaie b e bbb S bms ke s ot oo swaseres 193

Legislation

Changes in Equity Interest of Investors in Foreign-invested

EnteTprises Several PIOVISIONS :urwssessnmssstvivssissais s osss vos ik asasssossesisos ieas 204
Asset Reorganisation by State-owned Enterprises Using

Foreign Investment Tentative PrOVISIONS .......coocivieiiierniieenieeriiee e eeianens 218
Investment within China by Foreign-invested Enterprises

Tentative PrOVISIONS ...cieuiioireiiiriniisieiieseeaaesieesssaeesennesineesssaasasaseseasesnaanas 228

Merger and Division of Foreign-invested Enterprises
Provisions (REVISEA) .......cirieeoiiiiieieee e e e et s e e e e e ensesnaeeeeseseesssnaaeas 242

Issues Relevant to the Transfer of State-owned Shares
and Legal Person Shares in Listed Companies to

Foreign INVEStOrs CITCUIAT ....ccoviiiiiieiireiieieecitieessneenie s e sseeieesereenneneneens 264
Using Foreign Investment to Reorganise State-owned
Enterprises Tentative PrOVISIONS .....ccoiviciieiieiiniiiiciisiees e 270

Administration of Equity Investment of Overseas
Financial Institutions in Chinese-funded Financial

InStitutions Pro¢eaUIES .cwvssumassavarsmsssssemmsssnsisasesssnssssssissnis s sesnsissssassnss 286
Administration of Transfer of State-owned Property

Rights of Enterprises Tentative Procedures ..........ccccoooiciiieiiiiiinnciccannns 294
Establishment of Companies with an Investment

Nature by Foreign Investors Provisions ...t 314
Administration of Strategic Investment in Listed

Companies by Foreign Investors Procedures ............cccccoiviiiiviniiciniincns 332
Establishment of Companies with an Investment

Nature by Foreign Investors Supplementary Provisions ..........ccevvevineene 350
Administration of the Takeover of Listed Companies

PrOCEMUIEE s a5 vvsusssrons saavosssssseimisusss s e s tesensssss s s bas segvms 46708 5 30 xaEe Epass 1953 356
Acquisition of Domestic Enterprises by

Foreign INvestors ProVISIONS.......couuveretcrcrrienimieecicrecneeesenesenees s seare s 416

© 2006 CCH Hong Kong Limited



Table of Contents

Finding aids

Legislation FINAING LISt .....oociiiiiiiiiiiieieeeee et esae e eesens
VRN s 505550 8 5SSV 5 0 A 3 4 3 ST RV AT S ST

Mergers & Acquisitions in China: Law and Practice



CHAPTER 1 INTRODUCTION

General.......ccevveeecnrnrennns —— ) L (]|
The meaning of M&A... - ————— ) B0 1]
The historical development of China’s M&A regime........... [1-300

11-100 General

In January 2006, the PRC’s National Bureau of Statistics commissioner Lie Deshui
announced that due to strong investments and record exports, China’s economy had
grown by 9.9% in the year 2005 thus overtaking Great Britain as the fourth largest
economy in the world." The People’s Bank of China has forecasted that China’s economy
will expand 10.3% during the first six months of 2006 and the growth rate is expected to
continue at 9.1% in 2007.”

China® has been regdrded as a hot market in particular for foreign investments for
more than 25 years now. * According to a recent survey of 1410 CEOs of globally
leading companies, 78% describe the market opportunities in China as “significant™. In
fact, the volume of foreign investment and non-investment related business activities with
Chinese partners has increased constantly over the past years, with just a temporary slow-
down in 2005. Already in 2004, China had become the second most important target
country worldwide for foreign investments overtaking even the US.” In addition, China is
close to replacing Japan as Asia’s strongest trading nation.’

In light of these numbers and the developing global M&A market, it is surprising
that M&A transactions are a rather new phenomenon in China. Before the mid nineties,
the sale and purchase of Chinese business entities was only considered by foreign entities
in exceptional cases.’ Smce then, however, M&A transactions in China have seen
explosive growth rates.* In 2004, a Chinese investment official was quoted saying that
M&A transactions in China will multiply tenfold over the next five years.” Credit Suisse
chief regional economist Dong Tao summarised the situation in late April 2006 as
follows:

“China 1s about to face a major wave of mergers and acquisitions. The pattern of
China’s FDI [foreign direct investment] is changing from setting up new factories to
acquisitions,™"

The legal framework goveming M&A transactions has long been incomplete and
extremely hard to handle.'" In line with the increasing volume of China-related M&A
transactions, only in recent years have more comprehensive structures been put in place.
However, problems arising out of inconsistencies, unclear rules and legislative gaps
continue to exist as will be shown in the following chapters.
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111-200 Definition

The term “M&A™ stands for mergers and acquisitions. Generally speaking, the term
“merger” means the fusion of two or more partners thus creating a totally new business
entity or continuing the operation of the partners “under the roof” of either of them.'? In
contrast, the acquisition of a business entity by another indicates that one party takes over
the shares, equity interest or assets of another entity. The parties to an acquisition
therefore do not appear as equal partners of the transaction.

Normally, no emphasis is laid on the distinction between mergers on the one hand
and acquisitions on the other. In fact, in practice the differences between these two
transaction types may be marginal. Psychological aspects could be more important in
anbweling whether a particular transaction is communicated as a merger or an ac.quisition
as in the case of an acquisition, the target company may give the impression of
weakness.” However, as far as China is concerned the situation is different because
dlﬁel't,nl rules may apply depending on whether a particular transaction qualifies as a
merger' or acquisition."

fl1-210 M&A in numbers

After years of market consolidation, 2006 is expected to witness the highest volume
of global M&A activity based on transaction growth over recent years. Year 2000
recorded a volume of US$3.327 trillion. In 2005, the value of announced M&A
transactions had rlsen by 38% year-on-year from US$2.1 trillion in the 2004 to US$2.9
trillion in 2005.'® The average size of the deals rose from US$147.5 million in 2004 to
US$181.7 million in 2005." According to a survey conducted by Emst & Young in 2005,
inbound cross-border acquisitions jumped 22% to US$31.5 billion."

Although foreign direct investments (FDI) in China experienced a slow-down in
2005 with an actual FDI volume of US$60.3 billion against the US$60.6 billion recorded
in 2004, foreign investors are increasingly interested in China’s M&A market."” While
the number of M&A transactions fell for the first time during the first six months of 2005
and was down by 5% year-on-year to US$26.2 billion,” from the point of target
companies in global M&A activity, China ranked 9th worldw1de in 2005 with 1,642 deals
worth US$63.4 billion, up 7% on a year-on-year basis.”'

All in all mvestors are very optlmlstlc regarding the development of China’s M&A
market. China will see the biggest deals in the next two or three years according to a
statement of a leveraged buyoul legal expert in carly 2006 * Indeed, during the first half
of 2006, M&A transactions in China set a regional record with US$41 billion in deals, up
71 % from the first half of 2005.”
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