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Introduction

China, one of the fastest growing, most vibrant economies in the world, is 
on track to become the world’s largest economy. It recorded five years of 
double-digit growth to 2007, and current estimates show GDP growing 45% 
by 2010.1
 
The country continues to change at remarkable speed in terms of its busi-
ness environment and regulation, and the impact of these changes has 
been dramatic. China now has more than 100 billionaires – second only to 
the U.S. In November 2007, PetroChina overtook Exxon Mobil as the world’s 
largest corporation based on market capitalization. The republic is now also 
home to the world’s largest bank, airline, insurer and telecom company. 

Fundamentally, there are sound reasons to suppose that these markets will 
continue to enjoy further rapid expansion. Despite the credit issues facing 
western institutions, the global marketplace continues to look to the emerg-
ing markets as a source of huge potential growth and, especially in the case 
of China, both inward and outward investment. Domestic demand is gener-
ally far stronger than a decade ago and external debt levels are lower and 
foreign exchange reserves are larger. However, alongside the undoubted 
growth opportunities, aspiring foreign investors are now facing significant 
new realities and challenges:

• Unprecedented capital formation in the region means there is now more 
money available than there are opportunities to invest it. In addition, very 
strong competition from home-grown funds means that money alone no 
longer wins you the deal. Aspiring investors need to be able to offer spe-
cific business expertise to improve operations on the ground. The ability to 
differentiate your offer in this way is not just a business reality. In fact, the 
Chinese government now mandates that foreign capital must be “value 
added,” and is particularly interested in capital formation that is willing to 
take technological risk. 

• The Chinese government wants to cool the economy and is taking strong 
action to reign in foreign investment. While opportunities are still abun-
dant, transaction approvals are expected to be much slower and more 
stringent, particularly in first-tier cities.

Managing these risks demands the right information and timing. Making the 
most of future investment opportunities will require keen insight into interna-
tional structuring techniques, local laws, business practices and the shifting 
government position.

1
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Since the mid-1990s, China has become one of the largest recipients of for-
eign direct investment (FDI) in the developing world. While China may wish to 
significantly increase the amount of capital that foreigners can invest in the 
mainland, government regulators also want to foster a shift in the character 
of foreign investments. This will entail, among other things:

• A greater focus on technology and management know-how
• A reduction in export-oriented, resource-sensitive industries
• An expanded focus on the less-developed inland regions 

China’s regulators have stepped up their scrutiny of transactions in recent 
months. Despite this, China continues to attract growing attention from 
equity sponsors, who will face new challenges on inbound investments. So 
it appears likely that 2008 will be a year of intense competition for private 
equity (PE) and M&A activity in China. 

Investment Rules and Opportunities

Given the prevalent anticipation of growth, how is capital actually being 
deployed? The overall trend in China is for more sophisticated deal structures 
and terms. The graphic below shows the four primary structures for invest-
ment based on our experience.
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It seems that the government wants to push foreign investors onshore to put 
money directly into private companies in China, as opposed to using holding 
companies outside of China. Recent regulations have been geared toward 
achieving this goal. Traditionally, foreign investors have been able to invest 
in Chinese businesses by setting up holding companies outside of China. 
Holding companies of this type generally have the advantage of escaping 
Chinese regulatory scrutiny, with little government control of subsequent 
transactions like trade sales or IPOs. However, the government has recently 
passed a number of regulations to make offshore holdings more difficult, 
and the pool of available Chinese companies that have offshore holding 
companies that were established before the new regulations became effec-
tive is running low. 

In addition to increased overall regulatory scrutiny of foreign investments, 
there is an intense focus on fair market value. The media has reported that 
securities regulators in China are rejecting deals in which they think shares 
are being sold at a discount to foreign investors. In fact, Beijing is expected 
to pass a new law that will prohibit state-owned assets from being sold 
cheaply. For publicly traded State Owned Enterprises (SOEs), any share 
valuation will have to be based on the trading price at the time of closing a 
deal, rather than the price at the time of signing a deal. If past experience is 
any indicator, we may see this pattern repeated in the private sector in the 
future. In any case, it appears likely that the government will continue its ag-
gressive promotion of onshore investments and onshore exits (i.e., 
the Shanghai Stock Exchange)2. 

Selected Institutional Risk Issues

Global institutional investors have to assess and manage certain institu-
tional risks, not just deal risks. These institutional risks may arise from the 
laws of the investor’s rather than the target company’s home country and 
may impair an institution’s public image or reputation even if there is not a 
clear legal violation. Clearly, local business and legal teams of global private 
equity investors need to be mindful of the importance of risk management 
and internal controls even in a very competitive investment environment. But 
business and legal team members at headquarters also need to understand 
the difficulties the local teams face as they negotiate with increasingly confi-
dent Chinese companies that have alternative funding sources. Some of the 
frequently discussed institutional risks under U.S. law include OFAC, FCPA, 
PFIC and other U.S. tax risks; in Chinese law, they would include issues sur-
rounding anti-trust and governing law.
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2 For example, Ping An Insurance, one of the country’s largest insurance companies, recently 
announced the launch of a secondary offering of approximately US$22 billion – one of the larg-
est equity offerings ever made.



U.S. Legal Issues

In the past, Chinese companies were relatively deferential to U.S. legal 
requirements, but these days they are pushing back on the ground of over-
reaching U.S. extraterritoriality. Negotiating the standard (which frequently is 
really a “U.S. standard”) provision on a case-by-case basis may be very inef-
ficient (and in some cases can frustrate the potential target so much that 
the investor loses the deal). So it is imperative for global institutions to study 
their concerns internally and develop “house positions” on these issues. 

• OFAC: Partly because it is very U.S. specific, OFAC is becoming one of the 
most contentious issues during negotiation (Middle East, Japanese, Singa-
porean and many other investors do not have the same concern). Certain 
OFAC-sanctioned countries are, in fact, allies of China. As a result, Chinese 
companies are increasingly rejecting any request for OFAC representations 
or any obligation to comply with OFAC.  

• FCPA clauses: Lifting FCPA language customary in the U.S. and inserting it 
into a Chinese contract generally would appear very alien to Chinese read-
ers. Contracts may need to be heavily reworded to be acceptable. Further, 
the Chinese party may be asked to comply with anti-corruption laws of 
both China and the U.S. so that the contract reads more even-handed. 

• Tax: Essentially, Chinese companies are pushing the busy work back to the 
U.S. investor. They are not interested in devoting their time and resources 
to working out the U.S. tax system and running all the necessary calcula-
tions to determine if it might be a PFIC and so forth. 

Chinese Legal Issues

• Anti-trust filings: In 2007, China passed an anti-monopoly law. It is expected 
that a new anti-monopoly commission will be established and the imple-
menting rules to the new law will be published in 2008. In the meantime, 
the Ministry of Commerce (MOFCOM) remains responsible for antitrust fil-
ings related to foreign investments in China. In the past six to eight months, 
MOFCOM has been increasingly active in reviewing anti-trust filings. 

• Governing law: In 2007, the Supreme People’s Court issued new rules 
providing in part that all contracts related to investments in China by 
foreigners must be governed by Chinese law. Although these new rules 
are supposed to only affect judicial interpretations, MOFCOM and other 
government approval authorities have informally indicated they will follow.  
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Foreign Corrupt Practices Act: An Area of Growing Concern

Foreign Corrupt Practices Act (FCPA) compliance is a vitally important com-
ponent of any transaction in China and represents a significant risk that can 
wreck deals. But the challenge is evolving. Before 2005, there were virtually 
no Chinese FCPA enforcement actions from the U.S. government; however, 
during the past few years, over 25% of all FCPA prosecutions have arisen 
from China deals.

One of the main reasons China is so significant for FCPA is that the govern-
ment is deeply involved in all aspects of the regulatory environment and 
the channels through which business is done. The best way to mitigate this 
risk is to have a significant due diligence process in place from the start 
that pinpoints any area where there is a ”government touch” and thorough-
ly scrutinizes books and records from an accounting perspective. It is also 
important to ensure any acquired companies are integrated into your own 
FCPA program; the post-integration period can be a dangerous time if this 
step is neglected.
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Leveraged Finance: Getting Around the Roadblocks

Panelists

Bill Schwitter, Head, Global Leveraged Finance Practice, Paul Hastings, New York  
Brett King, Partner, Leveraged Finance Practice, Paul Hastings, Hong Kong

In terms of size, the Asian LBO market is much smaller than those of the U.S. 
and Europe: in 2007, the total for Asia (excluding Japan and Australia) was 
around 30 to 35 deals. Since China’s first LBO in 2004, there have only been 
around 12 to 15 true western-style LBOs, so clearly this is a very immature 
market. The question is: Why is there such a thin deal flow in what is, after 
all, the world’s third-largest economy? 

The answer, in part, is both cultural and legal. State authorities do not share 
the positive Anglo-Saxon view of LBOs and do not see them as value-creat-
ing transactions. Looking at the corporate landscape in terms of how much 
capital expenditure is required to sustain growth, we might think there is a 
disconnect here. Clearly, capital demands in the coming years will be huge, 
but, for the Chinese, this doesn’t necessarily translate to the western enthu-
siasm for typical LBO use of proceeds. At the same time, management talent 
is still thin on the ground. Indeed, there are a limited number of people who 
are accustomed to running highly leveraged companies or distressed cred-
its. While one can envision a growing level of leveraged lending in China, this 
is not currently supported by the management infrastructure and skill set. 

Barriers to Leveraged Lending and LBOs in China 

There are also numerous legal restrictions that make it extremely challeng-
ing, but not impossible, to structure an LBO for a Chinese company. Because 
of the many barriers in the way of these deals, it takes a considerable 
amount of faith in the market and a clear understanding of how the mecha-
nisms work to be comfortable in taking an aggressive stance on Asian pur-
chases. The most successful PE funds working on LBOs in Asia have been 
there since the early days of 1999 to 2000. 

In China, unlike in the U.S. or Europe, there is no simple template for LBOs 
because the structuring and legal perspectives are unique in each case. 
Essentially, deals have to be based around offshore loans made to offshore 
companies, which acquire shares in PRC companies (or other BVI-Hong Kong 
companies that own PRC companies). The acquisition must be kept offshore 
because the current PRC legal regime does not permit proceeds from loans 
to be used to finance the purchase of equity/shares. The result is that there 
is significantly less leverage available for PRC LBOs, and deals generally take 
much longer to complete. 
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Practical barriers that need to be overcome include each of the following:

1. One problem in organizing leveraged lending with a Chinese business is 
that Chinese banks may not make loans where proceeds are used directly 
or indirectly to buy equity (this also applies to foreign banks located in 
China). This banking rule effectively prohibits leveraged lending in the 
context of M&A, and it makes it almost impossible to do an onshore M&A 
deal. The obvious alternative, if you have identified a PRC acquisition 
target, is to do an asset deal, but this takes patience as transferring 
assets in China (particularly property, plant and equipment or real estate) 
can take months or even years. 

2. In general, PRC law does not recognize the concept of a financial holding 
company. As a result, currently, it is not possible to form a Chinese com-
pany, capitalize it with equity from offshore, and use it to buy a Chinese 
operating company. Even if it were possible to do this, it would be very 
tax-inefficient because in China – as in most of Asia – there is no consoli-
dation for tax purposes. 

3. Another complication is that the legal form of a Chinese company is 
often determined by who its shareholders are. Any change in shareholder 
makeup is likely to result in a change of legal form, which adds another 
layer of complexity to closing a deal.

4. Chinese companies are not generally permitted to make inter-company 
loans. If you own a group of companies and you want to do leveraged lend-
ing, the inability to lend between companies severely diminishes your cash 
management abilities. Chinese banks have now begun to exploit this situa-
tion by offering entrustment loans3, which are starting to become popular.  

5. Converting Rmb into foreign currency to provide capital for offshore 
investments and to make offshore loans is all but impossible. Even very 
high profile M&A transactions have found it extremely difficult in the past 
to get SAFE approval for transactions across borders. For this reason, 
many investment laws were amended in 2006 as the existing laws made 
it all but impossible for PRC companies to purchase offshore companies. 
Unfortunately, the amendments only made it easier for PRC companies to 
acquire foreign companies.

6. One of the biggest issues when considering LBO on a cashflow deal is that 
Chinese companies can only declare dividends once a year out of retained 
earnings. Again, this seems very alien to U.S. investors and makes servic-
ing offshore debt a challenge.

7
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in Shenzen loans the same amount to X’s sister subsidiary.



Difficult, But Not Impossible

Nothing demonstrates the prospects for growth of the China market – and 
the region in general – more compellingly than the fact that the people still 
believe the leveraged finance market will continue to burgeon in 2008 
despite the western credit crunch. Leveraged lending may be difficult, but it 
is possible, and good returns can be achieved, as has been proven on the 
few exits we have seen to date. 

Asia is one of the few markets where leveraged finance still has potential 
to be a vital business. Asian banks are cash-rich and cash-confident, and 
their attitude towards risk reflects a sound understanding of the drivers of 
efficient and effective deal structuring. Asian banks are well positioned to 
attract underwriting business and increase their share of syndicated and 
leveraged lending to acquisitive companies and private equity sponsors in 
the region and beyond. 
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Recently, there has been a raft of new legislation and regulations aimed 
directly at foreign property investors. This is part of the government’s 
attempt to cool off the property market and reduce commercial property 
inflation, which is currently running at twice the pace of China’s double-digit 
economic growth. The latest rules require foreign investors in property to 
register in China, gain frequent government approvals, finance at least half 
of each project with equity, use Renminbi-denominated debt – and have 
doubled the amount of time it can take to close a deal. 

On the positive side, these efforts have been modestly successful in squeez-
ing out speculative capital. Furthermore, for well-capitalized and experienced 
investors, the rules are helping by creating barriers for potential new com-
petitors. But of course, the Chinese property market is not driven by foreign 
investors alone. So while it may be convenient for the Chinese government 
to point to overseas speculators as the reason that property is becoming 
unaffordable for local residents – and use this as a reason to introduce new 
rules and tighten credit – they know that restricting foreign investment alone 
is not enough and have started to introduce tighter restrictions on domestic 
investors.4

Foreign Investment on the Rise, Despite Restrictions

Despite these new rules, the statistics tell us that government action is not 
discouraging the inflow of funds. In 2005, US$3.4bn of foreign money came 
into Chinese real estate. In 2006, when the government initiated serious 
restrictions, foreign investment rose 58% to US$5.4bn. By 2007, with the 
government taking many additional steps to curb investment, there was a 
72% increase to US$7.4bn. Whatever the government’s goals and motiva-
tions, there is every indication that investment will continue to follow the 
abundant opportunities.
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there is a 10% interest rate penalty on any loans they take out.



Positive Demographics 

The key – and unstoppable – positive trend for real estate is the growth of 
the Chinese middle class. As in the United States in the 1950s, Chinese 
people are making more money and they want middle class things such as 
houses, shops and travel. The government’s plans for urbanization will take 
800 million of the country’s rural population into the cities of the industrial-
ized economy, which creates enormous opportunities in real estate5 – in 
particular affordable mid-class residential property, big box retail and budget 
hotels. The issue to date with those particular asset classes has been the 
considerable speculative demand. The latest government moves should help 
to take speculators out of the market, bring supply and demand into better 
balance and help pricing to grow at a sustainable level.

Second- and Third-Tier Cities Offer New Routes to Growth

The tighter-approvals regime is showing its teeth in the major cities. For 
example, in the last four to five months in Beijing, just one Wholly-owned 
Foreign Enterprise (WFE) has been approved. The picture is completely dif-
ferent in second-tier and third-tier cities, where in excess of 700 WFEs were 
approved over the same period and the market is – so far – less crowded. In 
2006 and 2007, China created some 80 new cities with a population more 
than one million. Local governments in these cities are keen to promote the 
local real estate markets, because land auction is a big source of income. If 
investors can find the right local partners, and work patiently through what 
can be a lengthy approval process, this is an area of continuing potential. 

The other big continuing story is Macau. There is a great deal of residential 
and hospitality supply coming in and an unlimited market in terms of gam-
ing, so visitors need hotel accommodation and workers have to be housed. 
We can expect all the amenities to get better, so even if there are some 
oversupply periods, this market has long-term potential. 
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the 12% to 15% rise in residential property prices, indicating that people’s ability to buy hous-
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Property Management Gap?

At present, there doesn’t seem to be an indigenous property management 
offering. The high-end properties tend to be managed by the international 
“name” firms, and many investors are continuing to build up their own local 
teams to perform services – such as high-level lease negotiations –  that you 
would usually expect from an operating partner or a third-party service pro-
vider. This may signal an opportunity to spin off into the property management 
business for some investors. However, given the entrepreneurial spirit of the 
Chinese, we can expect this expertise to evolve domestically over time. 

Market Remains Attractive

Some market commentators are expecting Chinese property to go through 
a rough patch in the near future. They are predicting a material re-pricing in 
residential property prices and questioning whether demand for commercial 
property will keep pace with supply. 

It’s certainly true that China is now, in some ways, one of the more chal-
lenging places to invest in property and that the market will be slowing in 
response to government controls. On the other hand, factors like the rise 
of the middle class and population shifts from rural to urban are driving 
internal growth. Government estimates show that around 22 million people 
moved to cities in 2007. That’s the equivalent of the combined populations 
of New York, Los Angeles, Chicago and Houston moving in one year. This 
trend will undoubtedly continue. Another positive effect arises from the fact 
that China is a “closed loop” as far as capital is concerned. Much of the 
money being made in the country is staying in the country and is going into 
the stock market and real estate. Until something changes on that front – 
and we may see some market gyrations – real estate remains an attractive 
long-term prospect for those who can find the right local partners and deal 
with the regulatory environment. 
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Today’s tight regulatory environment presents real estate investors with 
challenges not just on one but on many fronts. They include understanding 
how to move money around, dealing with government approvals, structuring 
transactions to comply with the labyrinth of rules, and preparing effective 
exit strategies.

Regulatory Changes Favor Early Adopters

Swift rule changes continue to be a fact of life for real estate investors. 
A survey of the past two years demonstrates how important it is to be able 
to act fast and structure deals early. Indeed, the government rarely asks 
investors to go back and restructure once deals have been done, so if you 
hesitate you risk losing out on the next round of change.

Starting in July 2006, the government began to restrict foreign investment in 
real estate industry. Before that time, life was relatively easy. It was possible 
for foreign investors to buy property directly through a non- Chinese entity, or 
even go to China as an individual and buy real estate personally. It was also 
possible for foreign investors to pursue offshore financing by their collaterals 
in China. 

Then the government adopted Circular 171, which required real estate inves-
tors to come onshore and form a Chinese company (either a Wholly Foreign-
owned Enterprise or WFOE, or other forms of Foreign Invested Enterprise or 
FIE). The registered capital requirement was raised from 33% to 50% of the 
total investment amount, making it much more expensive. In May and July of 
2007, the country adopted Circulars 50 and 130, which introduced another 
package of regulations. So during the first half of 2007, companies were not 
allowed to register foreign debt or accept loans without government filing, 
and by the second half of the year, the rule had changed and no foreign debt 
was permitted at all. This meant the remaining financing – if any – had to be 
brought onshore.
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It’s important to understand that the requirement for central MOFCOM filing 
introduced by Circular 50 is a misnomer. In theory, projects with foreign 
investments with a total investment amount less than US$100m (for encour-
aged or permitted projects) or US$50m (for restricted projects) only need 
local approval from the MOFCOM branch known as COFTEC. Above this 
threshold, the formation of the company needs to be approved by MOFCOM 
in Beijing. Under Circular 50, even locally approved investments still need 
to be filed with central MOFCOM. The process actually involves publication 
of your company name on a MOFCOM-approved list, and until this filing is 
complete you are prohibited from converting foreign currency to seal the 
deal. Therefore, for practical purposes, the MOFCOM filing really translates 
to central MOFCOM approval for all deals. 

Can Foreign-Based Investors Compete Equally with Local Capital?

Certainly, local Chinese capital is going to have an advantage in terms of 
speed. Local developers with Rmb capital ready to invest do not need the 
same level of approval, so in this sense the whole market favors domestic 
players or very large foreign players with money already in China. However, 
depending on your position in the market, there are certain strategies you 
can adopt to tip the scales more in your favor. If you already have capital in 
another Chinese entity, consider an entrustment loan, or take out some form 
of mortgage. Aside from price, another deal winner could be a specific skill 
or expertise you bring to the deal.
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Hot Topic: Land Use Auctions

To maximize state revenues for the sale of land and green field sites, the 
government is taking greater control over land sales at all levels. As a result, 
we are starting to see much stricter enforcement of auction requirements. 
Land auctions worth US$60bn were completed in China in 2007 and a 
100% to 150% annual increase in these numbers should be expected going 
forward. Current prices are impressive:

• Land use rights on one big development in Greater Shanghai recently sold 
for just under US$1bn

• One land use auction in Nanjing Road, Shanghai (one of the city’s main 
commercial centers) achieved US$850 per sq. ft. for the land use rights 
alone, an astounding sum. By way of comparison, completed New York 
office buildings have been selling for US$1,400 per sq. ft. 

Key Issues with Land Auction Procedures

Catch 22: Last year, the government published a requirement that compa-
nies had to have a business presence in China in order to acquire land-use 
rights. A few months later, they announced that companies had to have land 
use rights to establish a company in China.6 Since then, the government has 
stepped back and will now allow buyers to sign a land use contract – but not 
actually have the land – before setting up their company. The restrictions do 
not necessarily stop deals, but a nimble approach is required to work around 
the rules with the officials. 

Bidder qualification: Qualification to participate in land auctions is not just a 
matter of who can pay the best price. Although the government is interested 
in making money, it is also interested in making sure that whoever wins the 
bid has excellent development capabilities, and that their plans will enhance 
the city. Qualifications are often drafted to exclude certain bidders, but if you 
feel you can bring particular expertise to a project, there is nothing to stop 
you from negotiating for the qualifications to be changed or narrowed. Until 
recently, there had been some doubt about whether foreigners could partici-
pate in land use auctions, but with the publication of Circular 39 in September 
2007, the government confirmed that they indeed could. This should make life 
easier when approaching local authorities. However, even though directed bids 
are officially no longer allowed, the local authorities may still favor one bidder 
over another, based on what they feel to be socially acceptable for the district, 
even if their preferred bidder cannot pay top dollar for the assets.
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Deposits: Typically, bidders will pay a deposit of 10% of the reserve price. 
If the deposit needs to be in Rmb, you may need to bring money into China 
and convert it. Specific approval from the State Administration of Foreign 
Exchange (SAFE) is required not just to bring the money in, but to take it out 
again. Prospective bidders need to carefully consider their approach before 
they decide to participate. 

Signing the land grant contract: Upon winning an auction, investors are 
required to pay for the entire purchase within 60 days of signing the land 
grant contract. At the same time, bidders must be in the process of setting 
up a WFE or FIE to enable them to own the land. This requires careful man-
agement to get the timing right, in terms of bringing money in, paying for the 
land, securing the necessary approvals and handling any issues that may 
arise if the 60-day period runs out before the payment is made.  
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Managing Risk: Complying with the FCPA 
and Protecting IP

Panelists

Jamie Wareham, Chair, Global Litigation Practice, Paul Hastings 
Timothy L. Dickinson, Partner, Litigation Practice, Paul Hastings, 
Washington, D.C. 
Kevin Rooney, Assistant General Counsel, AIG 
Larry Gotts, Partner, Intellectual Property Practice, Paul Hastings, New York 

Corruption and intellectual property (IP) issues are notoriously hard to 
protect against when operating in developing economies, and China is no 
exception. Companies operating in China should be aware of some of the 
recent developments in this field in order to avoid the biggest pitfalls and 
legal headaches.

Getting FCPA Compliance Right

Compliance with the Foreign Corrupt Practices Act (FCPA) has proved chal-
lenging for U.S. companies operating outside the U.S., as well as for foreign 
companies listed on U.S.-based stock exchanges. Statistics show that the 
U.S. government has increased enforcement of the FCPA as well as ag-
gressive investigation of violations, and a significant number of the cases 
currently under review by the Securities and Exchange Commission and the 
Department of Justice are based in China. 

The FCPA applies directly to more than 50 of China’s most prominent 
companies, including CNOOC, China Telecom and China Life Insurance. 
The penalties for violations can be severe, making effective and enforce-
able compliance procedures essential to a company’s ongoing prosperity. 
The government of China has also increased its enforcement of domestic 
anti-corruption laws, presenting even greater risk for companies without a 
comprehensive compliance program. 

Cultural Issues

China presents a particular problem because of its longstanding culture of 
gift-giving and business entertainment and its strong ties between govern-
ment and business. Virtually every corporation operating in China interacts 
with government officials, whether for an operating permit, customs ap-
proval or approval to move currency. Addressing cultural norms and the 
legal requirements of the FCPA and other anti-corruption legislation can be 
difficult at times. 
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Awareness Is Everything

Basic lack of awareness is a major concern – both in terms of knowing your 
responsibilities and knowing what constitutes a violation. Many Chinese 
businesses do not realize that they may be subject to FCPA rules even if they 
never leave China, have only Chinese nationals as employees, and conduct 
business only in China. The fact is, if a Chinese company is listed on a stock 
exchange in the U.S., the company, their employees and representatives are 
required to comply with U.S. securities laws, including the FCPA. Many also 
do not realize that it is the offer of an improper payment – and not the 
consummation of that offer – that violates the FCPA. A company cannot 
prevent an FCPA violation simply by stopping the payment. Once the offer 
is made, the transgression is completed. It is therefore vital to focus on 
prevention, in particular:

• Conducting thorough due diligence in advance of entering into any joint 
venture, hiring any third-party representative or acquiring any corporate 
entity

• Ensuring that strong, clear policies and procedures are in place and that 
violators are appropriately disciplined

• Integrating any newly merged or acquired entities into your FCPA compli-
ance program immediately upon merger/acquisition

• Training employees and relevant third parties, including updating training 
as needed

• Conducting audits to confirm FCPA compliance

Key Risks and Actions

Engagement of third parties

The practical aspects of doing business in China often require companies 
to engage a consultant or other third party, or to work with people who have 
existing relationships with the government. Under these circumstances, 
companies need a thorough due diligence process in place to ensure that 
any third party is trustworthy and willing to comply with both your company’s 
anti-corruption policies and the law. If any improper payments are offered 
or made on your company’s behalf, your company is in violation of the FCPA. 
Where a company has a long-term relationship with a third party, ongoing 
due diligence is critical when conducting business in high-risk areas known 
for corruption.  
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Inheriting problems through M&A or joint venture

If a company acquires an entity with a history of bad practices or a lack of 
anti-corruption controls, the acquiring company also acquires potential legal 
liability. Consequently, a crucial aspect of pre-acquisition due diligence is a 
thorough investigation of the time and resources any target devotes to its 
FCPA compliance program. This also applies to joint ventures: Know who you 
are dealing with and be aware of their practices. 

Conclusion

A company and its employees must take compliance seriously – it is not 
enough to hire an attorney. Senior management needs to be involved in any 
compliance discussion, setting the tone from the top. Moreover, this focus 
on compliance must also be clearly communicated to all business partners.

Protecting Intellectual Property

China has made great strides in the past few years in addressing market 
concerns with effective IP laws and courts. IP rights are well-recognized, 
and the issues of counterfeiting and infringement are taken very seriously. 
However, foreign entrants still have concerns about how to best protect the 
valuable intellectual capital built up in their businesses and enforce their 
rights against Chinese entities. 

The other side of the picture is that there has been a steady increase in 
Chinese patent filings, many from western companies, but a large number 
from Chinese entities. Chinese companies are now realizing the strategic 
benefits of being a plaintiff and are emulating their western counterparts 
by bringing actions in the courts for IP or patent litigation. Even big compa-
nies – including giants like Microsoft – are being drawn into court by some 
smaller Chinese companies. These cases are setting a significant precedent, 
even if the damages awarded are still relatively small. Trials tend to be much 
quicker than in the U.S., and the time to trial is also shorter, which adds to 
the attraction of China as a battleground for IP.

Managing IP Risk: Taking a Global Approach

As a business or investor, your priority should be to develop a strategy for 
protecting and enforcing IP in China before you make critical investments. 
Your Chinese competitors will be competing with you on a worldwide basis, 
and consequently IP issues need to be considered on the same global
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basis. This means developing a coordinated, strategic global IP portfolio that 
includes China as a piece of the global puzzle. Chinese patents are relatively 
inexpensive and should be considered as part of the due diligence process 
in preparation for entry into the Chinese market. You need to protect brands 
and trademarks long before you get into China – and not just western 
brands and names but also the transliterations.

If things do end up in court, make sure you consider the interplay of China-
U.S. litigation and coordinate those efforts. Take advantage of the various 
patent friendly forums and courts and consider parallel enforcement in the 
U.S. and the ITC to strike back against your competition. The ITC does a good 
job of asserting against Chinese counterparts. Not only is it fast-track, but it 
also obtains the discovery you need but may not otherwise be able to get.

Conclusion

World IP markets have historically been U.S.-centric, largely because of the 
extremely high remedies available there and the fact that the country offers 
a transparent IP system, but China’s approach to IP is evolving rapidly. In 
fact, it’s set to become a force for the future and it will become increasingly 
important to incorporate China into your company’s global IP response. 
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Employment: Ready or Not, the New Laws are Here

Panelists

Erika Collins, Partner and Chair, International Employment Law Practice, 
Paul Hastings, New York 
K. Lesli Ligorner, Chair, Employment Law Practice, Paul Hastings, Mainland 
China; Partner, International Employment Law Practice, Paul Hastings, Shanghai

Last year saw the promulgation of many new employment laws and regula-
tions that affect almost every aspect of the employee-employer relation-
ship – from the form of the employment contract to overtime regulations; 
from annual leave to non-competition provisions; and from data privacy to 
discrimination. 

The new Employment Contract Law (ECL), which took effect on January 1, 
2008, is set to increase pressure on employers – and their cost base – by 
enhancing the bargaining power of workers. The new law seeks to lengthen 
employment relationships, thereby making it harder to dismiss workers. It 
also contains a number of specific conditions and requirements from em-
ployee manuals to the need for accurate job descriptions. 

Together with higher minimum wages, social security payments and the Ren-
minbi’s steady appreciation against the U.S. dollar, the new regulations may 
prove a real challenge to investors. At the same time, the competition for 
talent within the People’s Republic of China (PRC) remains intense, meaning 
that employers have to ensure that the full package of salary and benefits 
they are offering is robust enough to attract and retain the resources they 
need to achieve business growth.

Practical Impacts of the ECL

The ECL grants greater rights to employees, which may prove quite chal-
lenging for employers. Below are brief highlights and an indication of some 
potential hot-button areas.

Types of contracts available

There is a preference for longer-term and open-ended contracts. If no written 
contract is provided within 12 months, a penalty is payable (the employee is 
entitled to double wages for the period during which he/she did not have a 
contract), and the employee is further given the right to an open-ended 
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contract by default. The stress on the “duration-of-the-project” contract sug-
gests that there is no room in the landscape for independent contractors. 
Employers will be well advised to carry out a strategic review of all contract 
direct employment and independent contractor arrangements.

Probationary period

Under the new law, the length of probation is tied to the length of contract. 
A longer-term contract permits a longer probationary period, which may give 
employers greater flexibility from a strategic viewpoint. 

Part-time employees

The law sets new standards for part-time employees, who are limited to 
working no more than 24 hours a week. They must be paid every 15 days, 
whereas most employers in China are accustomed to paying monthly, so 
payroll issues may need to be addressed accordingly.
 
Contract workers

There are rigorous new standards with regard to staffing agencies. Any 
employee hired for secondment must have at least a two-year fixed-term 
contract, and agencies will pass that obligation on to your business. There is 
not a lot of flexibility because, if you return an employee before the two-year 
term is finished, you can expect to pay penalties. The law also states that 
these employees must only be used for temporary, auxiliary or substitute 
positions, so companies that employ significant numbers of their workforce 
through agencies will need to re-evaluate. 

Overtime

Overtime regulations have traditionally been largely ignored in China, but 
there is now a specific article in the law emphasizing that overtime must be 
paid in accordance with existing regulations. 

Termination

The new law allows employees to claim severance payments if they termi-
nate their employment because the employer has failed to pay their wages 
fully and in a timely manner. The ECL also confirms that severance is also 
required in the event of a mutual agreement to terminate, if it is the em-
ployer who initiates the discussion. As a compromise for employers given the 
increased severance requirements, the government has introduced a cap to 
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limit employers’ exposure to severance in certain circumstances. Notably, 
severance pay related to the non-renewal of a fixed-term contract is meas-
ured from January 1, 2008, when the ECL took effect, but other forms of 
severance are measured prior to the new law – effectively meaning there is 
a two-tier system. The reason for termination will determine whether sever-
ance is required and how to calculate the severance payment.

Post-termination restrictions and non-competition provisions

The new law emphasizes that these types of provisions are still available and en-
forceable if they are properly drafted. The key issue is that they require financial 
consideration that is paid at least monthly upon the employee’s departure.

Unionization

The new law assumes that every employer in the PRC has a trade union in 
place. Article 4 of the Law stipulates that a consultation process must take 
place with a trade union or the employees at large, if employers want to im-
plement a new policy or rule regarding topics such as benefits, wages, hours 
or leave. This is a big change for many employers whose management has 
operated with unfettered discretion until now. The new law also suggests 
that unions will have a greater say in terms of arbitration, workers’ rights and 
enforcing employment contracts. 

Developments in Discrimination Law: The Employment 
Promotion Law

The Employment Promotion Law emphasizes existing prohibitions against dis-
crimination, and adds new protected categories, including infectious disease 
carriers and rural workers, but it does not provide absolute clarity on what is 
prohibited in the PRC.7 Many international companies have a global code of 
conduct that includes more categories than those protected under PRC law. 
Employees will need training to ensure that they understand these rights.
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Annual leave

For the first time, employers have to comply with specified annual leave terms, 
which are based on an employee’s total years of service. Employers that offer 
more than the new statutory minimum, which depends on an employee’s total 
number of years in the workforce, will need to reassess the issue of accrual 
and ensure the leave terms they offer position them strongly in the current war 
for talent. 

Data privacy regulation

Pursuant to an article in a new regulation, employers will have the obligation 
to keep “personal information” of employees confidential as of May 1, 2008. 
Consent will be required if an employer wants to publish the protected data. 
The current challenge for employers is the lack of a definition for “personal 
information” in the regulations.

Areas to watch 
 
It is absolutely critical that companies understand and comply with the new 
laws. Further issues we expect to emerge in the coming year include: 
 
• A continuing rise in labor disputes: The new Employment Dispute Media-

tion and Arbitration Law allows employees to bring no-cost cases, and no 
doubt they will. 

• More unionization pressure directed at large, multinational employers. 

• Increased media scrutiny and criticism: With the backing of unions, workers 
will be increasingly confident in coming forward, and the media will be happy 
to publish the stories. 

• Potential impact on M&A: Layoffs were not easy before the new laws and 
can only become more challenging. This is a conversation that companies 
must have with employees before the deal closes.
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Paul Hastings and Our Greater China Practice
Paul, Hastings, Janofsky & Walker LLP, founded in 1951, is a leading international 
law firm with 1,200 lawyers located in 18 offices throughout Asia, Europe and 
North America. The firm serves a diverse client base including leading global 
financial institutions and offers deep capabilities in banking and finance, capital 
markets, corporate/M&A, litigation and dispute resolution, intellectual property, 
project finance, investment management, real estate, labor and employment and 
tax advisory services. 

China occupies a prominent place in the strategic goals of many of Paul 
Hastings’ largest institutional clients, and conducting business successfully 
in modern China requires a unique combination of legal and business skills. 
Investors need professional help in understanding the complexities of the local 
business environment, from tracking rapidly evolving laws and regulations to 
navigating government decision-making processes.

As a leading global law firm, we offer clients an unparalleled commitment to 
helping them achieve their objectives in the People’s Republic of China. Our 
clients rank among Fortune 100 companies, multinationals from Asia, China 
and globally, and leading international and Chinese financial institutions.   

As one of the first major firms to establish an Asia-Pacific regional practice, we 
now feature one of the largest teams of any international firm operating in the 
region, including more than 200 legal professionals working on the ground from 
offices in Beijing, Hong Kong, Shanghai and Tokyo. To serve the needs of our 
clients, our team of legal professionals is qualified in U.S., English, Japanese 
and Hong Kong law. All are fluent in English; many are native or fluent in 
Mandarin or Cantonese (as well as other local Chinese dialects), Japanese 
and/or Korean.
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