Knowing Your
Partners in China

www.eusmecentre.org.cn



|@EU Are You Ready for China?
Centre

Published by:

EU SME Cene

Room 910, Sunfbwer Tower

37 Maizidian West Street
ChaoyangDistrict, Beijing 100125
PR.China

Phone:+86-10-85275300

Internet: www.eusmecente.arg.cn

Updated in June 2015 with the assistance of :

R&P China Lawyers

www.rplawyers.com

Further updated in January 2018
By Helen Jul.egal Advisor to the EU SME Centre

The EU SME Centre is an initiative implemented with the financial support of the European Union


http://www.eusmecentre.org.cn/
http://www.rplawyers.com/

Knowing Your Partners in China

C

EU

Centre

1. The Importan ce of Finding the Right Partner in China

1.1.Whatis Due Diligenceand Why o Conduct It?
1.2.Typesof Due Diligence
1.3.Seven Rules d Due Diligence

2. Verifying a Companyd Administ rative and Legal Standing

2.1.BusinessLicence

2.2.Company Stamp

2.3.Permits and Licences
2.4.Premisesand Land
2.5.Intellectual Property Rights
2.6.Checkingthe Identity of Individuals

3. Verifying aCompanyd O & E 1SfafusA E A |
3.1.Company Capitaland Liability
3.2.Financial Staementsand Audit Reports

4. Verifying a Company6 Operational Status
4.1.VisitngtEA 0 AORMid®6 O 0
4.2.Verifying the Compayd Grganhisational Structure

5. Practical Due Diligen ce Tips
5.1 CaseStudy

6. Frequent Scams and Mistakes

6.1.The Imposter
6.2.The Fixer
6.3.The Bank Account

7. Due Diligen ce Best Practices

8. Public Authorities

9. Appendi ces
9.1.ChinaDue Diligence Checklis

9.2.SampleQuestions fom the Online QuizGaugingYour Readiness

N N o P

©

13
16
16
18
18

19

19
19

20

20
22

23
24

25

26
27
28

29
30

31
31

33



IGCEL! Are You Ready for China?
entre

1. The Importan ce of Finding the Right Partner in China

When contemplating whether or not to do business with China, you, as an EU SME, have many
choices. You may chooseto simply export from Europe, use alistributor in China, establishyour own
office/ manufacturing basein Chinaor acombination of these.However, no matter what you do, you are
likely to be confonted with the option of working with a local partner.

Working with a local partner has avariety of advantages and, if not ceeful, possible disadvantages. It is
important to stress that thevast majority of companies in China i@ honest and willingto develop
sustainablebusiness. Hwever, just asimportant aswhether to partner or not is the question: How to
find, and assess, the ght partner?

This report will help answer this question.

Introduction to the EU SME Cerg Starter Kit ]

J

To help EuropeanSMEsentering the Chinese maket with aninformed decision, theEUSME Cente
has published a series of diagnostic businesstools entitled Are you readyfor China?Four reports
on different aspects of maket entry are accompaniedby an online quiz tailored to help
entrepreneurs checktheir level of market readiness andpoint them towards further resoucesto
improve understanding of leser known business aeas. The series is designe work as astep-
by-step introduction to the Chinese business reironment, allowing SMEsto gauge their
preparedness in doing business in China.

This report, Knowing your partners in Chinais the last in the series of four to aid EU SMES
understand and enter the Chinamarket. It servesasa concise guideto due diligence in Ching from
verifying a companyd O A Arhtizd afdde@al standing to checklistsfor visitsti OEA DJAOOI
premises, it overs all aeasof basic due diligencelt also offers avariety of case stuly examples,
practicalrecommendations and eferencesfor further in formation.

Exporting
Online quiz: . goods, services
Gauging your Is Ch:::::: yout vg]?;i:z:l;::l:; € and technology Knowing your partners in
readiness : to the Chinese China

market

Online quiz - Gauging your readiness: This electronic learning module will help you assessyour
knowledge of the Chinese businesswgironment.

Report 1 - Is China on your radar? A general introduction to Chinad @acoeconomicframework
and what it meansfor European SMEs, including specific opportunitieby industry sedor.

IC2NJ GKS LJzN1}2&asS 2F (KAA& NI L2 NahgKovgéanddauhavy difierens I1€gal ¥yStesjfoma | A y
Mainland Chinalthough they are part of the Chinese territory politically.
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Report 2 - Ways to enter the Chinese mark et: An overview of different modes of entering the
Chinese maket, from exporting to investing, fom joint ventures to wholly foreign-owned
enterprises.

Report 3 - Exporting goods, services and technology to the Chinese market: A closer look at
import regulations and pocesses, including pactical tips and best pactices.

Report 4 - Knowing your partners in China: A concise guide to due diligence in China from
verifying a companyd @dministrative and legal standing to checklists for visiting the DA OOT A0S
premises,this guide covers all aeasof due diligence.

To find out more, please visitvww.eusmecente.ag.cn/diagnostic
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The bestway to make the right choicefor your businessis through due diligen ce. Duediligence,in its
simplest form, is the act of evaluating a prospecive businessdecision by getting information about the
financial, legal, opeational andreputational state ofanother party.

Due diligencethat is well reseachedand conduded on apotential partner can helpyou avoid a number
of common China partnership pitalls, such as:

Fake ®@mpanies

1
J

A patential partner may not exist at all.

{E(
Paper Tigers ]
E

J
A potential partner may promote itself as a leading company in its industry but is an

imposter or does notreally exist.

1
J

F A potential partner may possessall the required registration information but no significant
assets or adie businessrecards.

Shell @mpanies

f{ Parasite Gmpanies ) \

E A potential partner may rely too heavily on its relationship with local government officials.
The company may beoperating in a legally grey area, vulnerable to changesin government
personnel.

y

,—( Opportunistic Companies )
E A potential partner may have good intentions but lack experiencand is overly optimistic about
its own abilities, often coupled with a mistaken belief that cutting corners and operating in
legally grey areais possible.Almost invariably, the partner is unable tolive up toits part of the
\ bargain.
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There ae different types of due diligencevhen selecting a business partnein China.Eachis equaly as
important and must be completed efectively to ascertain that your China maket entrywond O  Ung A1 A
unwanted surprises.

The due diligenceto be underteen is:
1. #EAAEETI ¢ A AT I PATUBO AAI ET EOOOAOEOA AT A 1 ACA
2. CheckingaAl | PAT U6 O £ET AT AEAT OOAT AET C8
3. #EAAEET ¢ A Al | EaAdtreck@cod. DAOAOQET T O

Sections 2, 3, and 4 of thiseport will take a closerlook at the three cdegories of due diligenceNow,

this report presentsthe seven rules of due diligen ce that should alwaysbeonacompanyd O | ET A8

4 1
Rule 1: Assesshow Chinese Companies Treat Partner Companies
E It is harder for Chinesecompaniesto mislead other Chinesecompanies,and there is less
incentiveto do so.
F Strive tolearn how other Chinesecompaniestreat (and are treated by) your potential partner

company.
A pany J

4 )
Rule 2: Do not Take Company Introductions at F ace Value
E It is better to make introductions through your own trusted networks and advisors than
through your potential partner company.
E Suppliers, competitors, employeesor customers involved with the partner company may have
an agendahat benefitsthe partner company(and may even be part of a scheme)

\ J
4 S N A - )
Rule 3: Always Ask Yourself ,O ) T@is Too Good to be TOOA e 6
F Remain vigilant throughout your due diligence.
LE Always be prepared for plain fraud )
@ )

Rule 4: Scrutinise the Company Operations

E The partner company may send youpaperwork that is inaccurate at best and fraudulent at
worst.
Z Thebestwaytoknow A AT | Biwdd idedti) is through assessingits businessoperations

due dili t 3).
. (due diligence stage 3) )

[ =
Rule 5: Scrutinise the Company0 Raperwork )

E Alwaysbeon the lookout for mistakes, suchasnamesof banks,locations,customers,suppliers,
logistics,and production amounts (duediligence stages 1 and 2).
E Verify key information through multiple sources (it is hard to manipulate everysource).
6 } i AA

Z A mistake may seem hones, but it may also be a crucial clu¢o the compayd O |1 ACE
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4 )
Rule 6: Speakto Other Stakeholders
E A multil evel check have competitors, suppliers, regulaors, expeded cusomers and industry

L mediaevenheard of the company?If so,what is the companyd 1@putation? b

4 )
Rule 7: Do Not Delegate
E Businesssubordinates may have reasors to conspire with the potential partner company, (see
stage 2)
E Make sure your decisionsare basedon your own conclusions reachedby consulting different

independent souces.
\ J
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2. Verifying a Company® Administ rative and Legal Standing

The questionsyou must first ask bdore partnering with a business in China:
E Is the company duly incorporated?
E Is the person | am negotiating with authorisedo represent the compay?

F Hasthe company obtained all permits and licencesrequired for the businessit performs and are
those permitsvalid?

E Is the compay entitled to use the pemises or land it occupies?
E Doesthe company legally own the intellectual property rights z trademaks and patents z it claims?
This chager will tell you how to find the arswersto these initial questions.

Every company legally incorporated in Chinapossessesa business licence. It is an official document
issued by the State Administ ration of Industry and Commerce (SAIC, ) and
actsasthe companyd O EAAT.OEAEAAQET 1

2.1.1. Checkingthe Online SAIC System

The easiest way to check whether a potential partner holds a busineisenceis to checkthe online
company registration system of the SAICh{tp://gsxt.saic.gov.cn/). This websiteis available only in
Chinese andhappearsas follows:

EREWEAERATRZSR

National Enterprise Credit Information Publicity System

v SWERES SEERES EESEEEAUES

O, BELUEH FtoERREaEms = A
sugte FRIREEFL (£5. CERERESENE. CESSErTERA. =5

EENE PVESIER NEEWER EEEEEE

Whensearching fora company perform asearch on the Chinese company namtée unified social credit
code, or the company registration number. It is important to obtain the full Chinese name of your
potential partner; should the companyclaim that it has only an English nhame by definition, it is not
incorporated in China

Page [9
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When searchingthe online SAIC system the following companyinformation can befound:

r

Z
Z

1. Company Name )

The name online must exactly match the name of the potential partner company.

Every document during the due diligence process must have exactly the saf@kinese name,
including the business licencecompany stamp and bank account.

. AiiPATU TAIA OOGAII U AilOEOOO (iy® & 608hA

c OOAAA TAI A Cc EI ABOOOU cCc #i8h , OA8H

2. Company Address

The address must correspond to a real place of business.
An unannounced visit to the premises is recommended.

The legal representative ighe person authorised to represent the company to third parties (e.
sign contracts on behalf of the company and affix the official company stamp).

It is acceptable to ask for the ID of the person who claims to be the legapresentative.

™M ™

3. Legal Representative
g.
\

4. Registered Capital

Theregistered capitalsets thelimit ation of liability of A AT | BsAarehbides.
A low registered capital may be an indication you are dealing with a shell company.

Sincethe New Company Law came into effect in March 2014nvestors have more flexibility to
contribute capital, so the legal requirements for a minimum capital and paying the registere
capital within a certain time limit have been abolished (except for certain industes).

J

5. Unified Social Credit Code \
Each company shalhave one unified social credit code whichs composed of 18 numbers or
numbers and capital letters.
4EA OTEEZEAA O1T AEAI AOAAEO AT AA T &£ A Al i bBPA
company whichremains unchangedhroughout the existence of the company

Page [10
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6. Term of Business and Date of Establishment \

Note the term of business/business licence expiration date.

If the potential partner has been recently established, this may indicate the potential partnéias a
limited track -record/experience.

Limited information will be available if the company has been established for less than 6 months

7. Form of Incorporation

F Usually limited liability company.
( 8. Business Smpe \
Z Make surethe AT | D Abusire<8 sector and activies in which you are going to cooperate, ar

(‘FF[

included in its scope of business
This can help identify the permits and licencesequired and those still needing applications.

J

9. Shareholders y

E Checkwhether the persons claiming to own the business are actually listed as shareholders J
é 10. Management Team 1

E The company should list the identitiesof its directors, supervisors andgeneral manager

Z Use this information to verify you are indeed dealingwitOEA AT I PAT U8 O AEO
\

11. Company Satus
I AT T PAT UB O : ®>BihdgOA ODLT ADD 1 EARRAAACHDOOADAARAA
I 606
Deregistered means that the companyo longer exists, while a suspension is usually the result ¢
the company havingviolated certain laws orregulations.

M |

12. Abnormal List/Blacklist \
7AAOEOA OEI xO EZA£ A AT I PAT U EO 11 awhytdd déted)] iJOi
Abnormal companies failed to make filings, filed incomplete/incorrect information or could nobe
contacted for blacklisted companies, this has been the case for 3 years in a row.

3O0AE AAI ET EOOOA OE O Automatidallyimike & doinpardy subdedk, Odt iia sign
that one should be car&ul (especially if the company is blacklisted). W
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2.1.2. Checking the Business Licence

Although the online SAIC system is usually up to datéhere are no guarantees Therefore, this
information should always be confirmed by official documents.

The key document forsuch verificationis the potential partner AT | D AT U & Olicehdd Gdt shAuO
alwaysdemandacopyl £ A AT [ PAT U8 O 1 AAEchdewith thefoflidal cBripangsfam@ O O
(A1 O1 ET1 1chdpd affiged 1 it. Qote that the original businesslicenceis often hangingon the

AT T PAT UB O x Awouldbe @dleto Aakelalpictdke of it, while the duplicatelicenceis usually
stored somewhere safe

The following information that you initially found online (explained earlier) can andshould be verified

i'T OEA AAOEO 1T & Okédnée AT i DPATUBO ADOOET AOO

1. Unified social credit code 5. Registered capital

2. Companyname 6. Term ofbusiness and date of establishment
3. Companyaddress 7. Form ofincorporation

4. Legalrepresentative 8. Businessscope

Example of aduplicate business licence

%9, Nt G

Unified social credit code % jk m '
| == | nn

Company name

Business type

Address

"

Legal representative

Registration capital )
Registration date 3
Term of operation

Business scope

QR code

Registration authority o >

On the business licence there is also a QR cofeanningthe codeleads to the companyinformation in
the online company registration system of the SAIC
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To be considered official, any documentin Chinaneedsto be affixed with a company stamp or chop.
The company stampis the O 1 A/&EdattrA bf the company and must be affixed on every important
document you receve. The importance and use of the compa stamp in China is the same as the
signature of the CEO or gemal manager inEurope. Without it, the document can be ealsi questioned
asnot being official.

Two important questions needto be aked about the compay stampwhen finding a business partner
in China:

E Is the compayy stampgenuine?

E Has it been usedy the authorised compay representatve?

2.2.1. Confirming the Validity of a Company Samp

( 1. Goto SAICand the Public Security Bu reau (E ) Where the Company is Located

2. Ask Whether the Company Stamp is Registered
E Registration of a compay stamp at the Public Security Bteau is mandaory.

3. Inspect Various Documents Filed W ith Local Authorities
E Ensue that the same stamp has been used on all documents.

Can You be Sure It is Valid

— J J

[ 4. Only if the Stamp is Registered or It is Used on all Filed D ocuments

It is vital to confirm the validity of acompany stampto ensurethat your potential partner is alegitimate
business;this can be undertken efectively only by local Chinese dwyers (even for them, it may be
difficult) . In some cities the local Public Security Bureau maintms a website where it is possible to
search forimages of registered stampshowever,a physical checkof courseprovides more certainty.

In several cities the Public Security Bureau is known tde uncooperative when it comes to verifying
chops. If this is he case, thealternative is to compare the chop with the chop used by the company
itself on official documents filed with the localSAIC(see 2.2.4 on how to obtain such documents).

2.2.2.Confirming Authorised Use of the Company Stamp

( 1. Visit the Company HQ )

( ¢ 8 | OE g eréoh WhoBtEmpedthis Document E mpl oyed by Your CompanU e 6 )
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( 3. OEq OBmploydeEMtibrised to Underta ke this Particular B OOET AOOe a
4. If Both Questions are Answered Affirmat ively, then Use ofthe Company Samp was
Authorised

An alternative method is to require the legal representative of the company to sign next to the chop.
Since the legal representative is authorisethy law to represent the company, there can béttle doubt

s~ A N e

whether OEA OOAI P66 O OGhsuchdae AOOET OEOAA

To ensure the signature is indeedhat of the legal representative ask the person signing to identify him
or herself and compare the namen the IDcard with the one stated in the onlineSAIC database (note that
it is not uncommon forChinesepeopleto haveexactly the same name). Another method is to compare the
signature with the signature of the legal representative on official documentshat the company itselfhas
filed with the SAIC (see 2.2.4 on how to obtain such documenys

2.2.3. How the Stamp Should Look

When looking at stamped compay documents, ensue that the stamp on the document is:
F Circular (sometimes oval)
E Inred ink (almost always,with very few exceptions);

7 4EA AT | ®iAiIChinese AharActers only(although some companiesshow the name in
both English and Chinese)and

F Compleely legible.
o In most placesa 13-digital number appears onthe chop.

Examples of arofficial company chop:

Some &amples ofhow an official Chinese companyghop doesnot look :
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For and on behalf of
COMMON SEAL CO., LTD

oooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooooo

Authorized Signature(s)

Somefurther examples of how an official Chinese company chop doast look:

FLHEE S1THFEE S 0
AN YVIENE

Bl e o— — e

2.2.4. Researching the Company at SAIC and its Banches

Accessing gotential partner companyd @cords through SAICand its local branches isnot easy, but it
will p rovide you with more reliable and accuate information than would be provided by basic compay
seach firms.

To successfuly obtain a companyd @cords from SAIC:

1. Hire a ChineseLawyer

F SAIC has been kawn to open uprecardsonly to licenced Chinesedwyers (even lawyers may
have difficulties accessing SAIC files in certain cities)

( 2. The Lawyer Should Visit the SAIC Offi ce in Person )

3. Review the Company File and Make Copies at the SAIC Office

E All documentswill be in Chinese Hiring a translation serviceis advised, usually through the
hired law firm.

SAIC usualy releases the file uporrequed, but there is a chance that agAIC office nay blockreseach
on a file of a pwerful partner company.
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Certain business advities require special permits issued by different state authorities, usualy
responsiblefor supervising therelated industry.

By looking at the business scope on the business licengsmu will get a beter understanding of the
permits to request from your potential partner. Study them with the same atention to detail (e.qg.
company name,date, stamp) asyou did the businesslicence.

Be aware that for an investment into certain industries/businesses, there is an obligation to establish a
joint venture (JV) with a Chinese partner with a prescribed limit of foreign investment.

Permits needed nay include:
E For animpor ter or exporter :import or export licence (foreign trade operator filing form);
E For asupplier : specialpermit for manufacturing the product;

E For adistributor : distribution permit (for certain products a special distribution permit is needed,
e.g.food);

E For aservice provider :permit to provide aspecific service(often included in the business scopen
the businesslicence);

F For a manufacturer : Site related opinions, such asan environmental assessment repot or
operating permits.

Kindly note that, garting from October 2016 in Ching acombination of five certificates (business licence,
enterprise code certificate, tax registration certification, statistics registration certificate, and social
iInsurance registration certificate) were mergedinto one business licence with one unified social credit
code. Although the five certificates are combined into one (business licence), in practice after obtaining the
business licence, a company also needs to submit paper documents to relevant authaositi@uality
supervision bureau and tax bureau etc.) for the filing. Just that these authorities will not issue the other
registration certificates.

Check i the online systemof the Ministry of Commercej O- / & # (http:Bie€@ms.mofcom.gov.cn/) and
that of the State Administration of Taxation the http://www.yibannashuiren.com/ ) to see if the potential
partner company has filed with MOFCOM fdhe foreign trade operator qualification and registered asa
VAT general taxpayer.

Check online regarding vinether an import/export company has been properly registeredvith the customs
authorities: http://www.customs.gov.cn/publish/portal0/tab9408/  (Chineseonly).

For further information or specificenquiries on permits andlicences pleasecontactthe EUSMECertre.

The following questions needto be arswered inrelation to a pdential partner companyd Qeniises:
Z Do they have the right to use the land?

 What rights do they have over the land?

E What can the land be useébr?

2.4.1. Land Use Rights
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Land-related rights and its use can be cheded at the local land and resources bureau?. However,
state-owned enterprises (SOEsXo sometimesnot possess landuserights certificates,in which event
they must be asked to obtain one and then slow it to you.

Two types ofland-use rights exist in China:

E Allocated Rights: the right to usethe land for a period of years. This meansthat any structures
or additions to the land will not benefit the use but the landlord. Further, if the lease is solly
betweenthe Chinesepartner andthe landlord, it isworth having agreementsin placez suchas leters
of intent z that ensure you can sty on the land if the Chinese partner daults onrent.

F Granted Rights: title to use the land for a limited timeframe. This is the more secue of the two
rights, especidly if you are making a significant nvestment in the land. Ganted rights can be used
to gaina loan fom a Chinese bankand a pofit can be made on theeventual sale.

2.4.2. Premises

You needto askfor the valid lease contract (checkthe specification of premisesand clauses aboutthe
term of lease),property purchasecontract, certifica te(s) giving him the right sto use the land and
to property ownership . Ensue that the designaed use of the land is in line withwhat you planto use
it for, e.g. commecial or industrial.

Previously Stateowned land use right certificate and property ownership certificate were issued to
prove the land use right and the property ownership respectively.

B (SBARARERY). (B8
ARRRNLANGN) K (SEARN
ERNERRARL) Waman. »
KPLRTACANSRED, MLl
BEASSRCREARNLREN B Saax »
RER, RTRE SxXRe /

Rt T UL
ey T

it T ep——

2|t has beerchanged to local natural resources bureathe Ministry of Land and Resources has been changed to be the Ministry
of Natural Resourcedue toli KS { G+ (0SS / 2dzy OAt Q& LyaidAdGdziazylt wS&dNUzOG dzNX
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Property ownership certificate

Starting from March 2015 inChina real estate certificate began to be issued, and issuance of state
owned land use righs certificate and property ownership certificate stopped though those already
issued can still be used now.

FHhFRE %

]
H
1
|}
i
!
1
!
1
]
]
]
L]
]
]

Real estate certificate

Your potential partner company may have trademaks, patents and/or copyri ghts. The exact nature of
these rights should be cheded, ensuring thatthey are properly proteced andlegitimately owned or
licencedby askingfor the companyd iBtellectual p roperty ri ghts ownership certifica tes.

Registration information regarding trademarks can also be checked othe official website of the
Trademark Office of SAICK({tp://sbj.saic.gov.cn/sbex/ ) (Chineseonly).

For further in formation or specific enquiries on irtellectual property in China please contact the IPR
SME Helpdesk at ww.chinaiprhelpdesk.eu.

Whenthere is a needo confirm the identity of an individual (either in his/her personal capacity or

ET OEA AAPAAEOU AO A CKRI BAIODSE @ ADAEOA OAT ALOGEEGA @
(each Chinese adult citizen should have thi® card; note that a large number of Chinese people do not
have passpors).
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Check theMinistry of Public Security(T Y . " E ) online databaseto seewhether a certain
name matches a certain IDcard: http://www.nciic.com.cn/framework/gongzuo/index.jsp _ (Chinese
only). The main purpose of chedkg is to confirm whether an ID card could be fake. This websitds
accessibleonly by certain pre-approved companieswith a legitimate business need to conduct these
checks €.g.someChinese law firms)
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3. Verif ying a Companyd Onar&ial Status

Inaccurate financial reporting is commonin Chinato the extent that many companiespossesstwo or
eventhreesetsof books: onefor the tax bureau,one for investors and one for senior executives.This is
mainly to avoid taxes, but the practice can cast shaalvs over the true financial health of a paential
partner company. It is therefore tricky (yet vital) to learn the accuate financial position of the paential
partner.

Two important questionsto ask ae:
Z |Isthe partner compayd O AADPEOAI Y1 EAAEI EOU OOAL£ZEAEAT Oe

F What isits current financial situation?

Company liability isdetermined by the amountofregiseredcapitalonthe businesslicence.lt isimportant
that you are satisfied with the limit of liability and that it adequaely covers your business opeations.

Regigtered capitalis not necessarly paid upon issuanceof abusiness licence inChina.To confirm the
paid-up capital, askfor the latest audit report . If the companywas establishedprior to the March 2014
PRC Company Laywit should also be able to providecapital verification reports . However, asstated
previously, this confirmation doesnot mean the capital is still in the compay.

A standad requestto verify a patAT OEAT DAOOT A0S Oto 4skfor A trddEworthin€s® AT A
letter (also known as &ank reference letter ) issuedby your partneO dadk. It will give you apicture

of the company O reht@ir@ncial situation. However, your potential partner will h aveto consentto this
disclosure and signrelevant bank documents béore the bank will release such iformation. If your
partner is serious,it should understand andexpectyou to be making suclrequests.

Obtaining aeditworthiness letters on behalf of the compayd O rebdldérs is alsorecommended.

In Ching listed companies have the statutory obligation to disclose theiaudited financial statements
annually, and such informationcan be obtained frompublic resources online For companies which are not
listed, audit reports and financial statements are documentsseldom shared at the initial stagesbut
can berequested asthe situation allows it or obtained directly through the local AIC (note that such
information at the local AlClevel tends to be dated) If these documents cannot be obtained officidy
from the AIC and the compay has not been audied, be cautiousthe company may not present its true
financial situation. Please also kindly notéhat such information obtained through the local AIC can only
be used for reference sincstarting from 2014 annual inspection was changed to be annual report and
AIC authorities expressly state that it is the companies that should be responsible for the authieation
and lawfulness of financial statements submitted by them to AIC authorities for such annual repsrt

A potential partner companyd € edit history can be obtained from the PAT D | B&rgk @f Chinad O
Credit Reference Centre upon application by the partner company.

Obtaining financial information about your partner without written legal cooperationis quite difficult,
but there are severalinvestigation companies that could assist youHowever, note that some of them
operate in a grey areamake sure they are not breaching any laws when conducting the investigation.

It is important to ensue that the bank account the partner compay provides is acompany accourt, not
a personal oneand it should belisted with the exact name asthd 1 | DPAT UG O 1 Al A
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It is advisable to hire a gofessional accounting pactice with experience in China. Pleaseefer to the
service povider databaseon the EU SMEentrA dw@bsite: http://www.eusmecentre.org.cn/service -

providers.

The Supreme Courtmaintains an online database showingndividuals and companies whohave not
complied with certain court orders: http://zhixing.court.gov.cn/search/ _(Chineseonly), which can be
searched byname orID number. Inclusion in this list (which is incomplete) is an indication thatyour
counterparty may have a history of noncompliance with court orders and may hbdisinclined to live up

to contractual obligations.In addition, ajudgment disclosure platformhttp://wenshu.court.gov.cn/_was
OAO OPb AU OEA #EET AOA 30POAIT A #1 600 TT1ETA xEEA
all levels.

4. Verifying a Companyd Operational Status

You cannat know whether a Chinesecompany is truly what it claimsit is and can provide you with
essential information unlessyou investigate its operations.

Here are theimportant questions to ask:

Are the premises and equipment appopriate for the business the compay performs?

What do the compayd O O OP DB 1 EtAr®abdicugbrnersBaj?0 E

What is the compayd ¥@rifiable track record/relevant experience?

7EAO0 EO OEA AT I PATUBO 1T OCAT EOAOQETT AT OO0OOAOGOO.
What is the number of empbyees and management and/hat are their qualifications?

M M WM WM W

It is important to visit every one of your potential ® A O O Tbusi@sdspremises z including factories,
officesandwarehousesz anumber oftimes, both announcedandunannouncedto analysethe companyé O
daily business pocesses.

This will help ensure that the partner company:
F Is legitimate.
E Matches the business scope aits business licence.

E Can fulfilyour businessrequirements.

4.1.1. Premise Visit Checklist

When visiting a partner companyd Qenfises, beain mind the following:

f‘( 1. Qganisation ) 2

E Understand the entre workflow.

E Does it m&e sense? Cathe companydo what it says it cando?
E Are there any bottlenecks?

LISE Ask questions. If aswers ae notforthcoming, it is awarning.
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2. Quality @ntrol 1
J
Number and location of chekpoints.
How are rejections handled?
Canyou understandthe reasons forrejections?
\

3. Cleanliness \
)

Cleanlinesswill tell you a great deal about the partner company8 @ttitude towards quality,
reputation and businessrelations.

4. Empbyee Conditions ) N\

If employeesare treated fairly and with respectitislikely OE A O A T Huénadsparin€s
will betoo.
This is also a guideo the quality of business opeations.

(13
4
4
4
4
4
4

)
J

F Askdetailed questions, suchaswhat eachmachinedoes,where they are from and how old they
are.

f-( 6. Location ) \

E Are the premises closeo suppliers,warehousesdistribu tors?
E Are the premisesnear a pot, logisticsinfrastructure?
E Check uility quotas on electricity; this may affect production.

5. Machinery

4.1.2. Talk to Sakeholders

7~
A

Just béore, during and afer your visit, it is important to talk to the paential partner companyd O d,
E Employeesz at all levels, including entry kvel staff, mid-level managersand so on

Z Neighbours z they may have spotted suspicious activity or know about the partner companyd O
history.

F Competi tors z they will have inside knowledge on how the partner company operates.If they have
not even have head of the company, something is wong. However, do notconsiderinformation as
AAA O xfeobnla cofnpeiicd

Z Suppliers z they will know about the partner comparyd O 19 EhBiband ay inefficiencies.

Z CQustomers z paying customers will give you one of the best ideas of how the company8 groducts
or services ae truly perceived.

Page |22



Knowing Your Partners in China
: G-

Z

Z

Regulators z ched the local environmental bureau, AIC andelated government organisations for
additional information.

Industry and trade associations z these groupsmay be ableto provide information on the statusof
the company within the community and industry.

Media zmedia coverage of the company and discussions with journalists may also provide
insightful information.

While you may not have time to conduct chedks with all these stakeholders, professional service
providers that can do thisfor you.

Togetatrue pictureofyour potential D A O O bpr&tidonal success you needaclearunderstanding of its
organisational structure.

To verify the companyd Qgarhisational structure, checkhe following:

( All Investors and Shareholders are Mandated )
4 . 3
The Companyo External Organisational Structu re
E Domestic and overseas subsidiaries, representative offices, branches, distribution centres,

reseach opeations and other associted erterprises.

LIi:’ Appropriate documentsevidencing proper establishment and opeations. )
é - 1
The Company0 Bternal Organisational Structu re
E Full names,ageand contact details (if possible) of members of any supervisory board, board
L of directors, senior management and othekey personnel. b

( Company Manuals, Rules and Policies
4 A
Details of Meetings

E Minutes of meetings by board of directors, general shareholders, any supervisory board and
. any committees in the last3 years. )
4 1

Constitutional D ocuments

E Shaeholder ageements, JV comacts, articles of association,@yernment approvals and

L registration documents. )
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5. Practical Due Diligen ce Tips
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g Do Not Engagelf: h Bank Account )

F The company wantsyouto move Check details sveral times from
too fast. different sources bdore wiring

E Thecompany®offeringis payment.
considerably cheape than market Is the name thesameasin the
average. contract?

Is the account number the same
on all invoices?
Pay to another or new bank
account if confirmedin writing
L p with the companystamp. p
o N Y
Contact Details Communication Style

E Website: ensue it is in Chinese Is it consistent?
and Erglish. Are contact details Dothey sounddistracted or
consigent? defensve?

E The company email addess If all correspondence igelated
should not be a public onefor to an action thatyou must
example,Yahool163.com. complete, this is awarning

E Try calling thefixed phone line a sign.
few times.

\, y J
4 N N
Contact Person Business Discussion
Z Has the contact person changed? Dothey thoroughly understand
Z Is the person helpful orobstructive? their business?
Do they have a verifiable
track record?
Are their claims consisent?
\, _J J
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i Sarté: A @GseStudy on Partner Due Diligence]
o )

Sarté, a French pharmaceutical company, was considering aJV with Henhao, a Chinese
pharmaceuticalcompany in Wuhan,to manufacture and marketits goodsin China.Henhaoclaimed

~ A s o~ N

tobeoneofChisd O 1| AAAET ¢ PEAOI AAAOOEAAT Al i PAT EA(Qs8

Sarté,with the help of aprofessionalservice provider, investigated Henhaod €aims by reseaching
its administration, finances, and opeations, as well as its general reputation. Sané took the
following steps:

E Primary reseach: direct contact and irierviews with Henhao st&eholders (see chaper 4).

F Secondary reseach: company documents, mediareports, government documents and
regulations, compay websites and industryreports (see chapers 2 and 3).

Through this examination, Sarté amasseda wealth of information about Henhao.Sarté learned:

Z Henhaod Business licence was valid and the companyd @ddress, business scope and legal
representative were consigent. Saré hadpreviouslymet ( A1 E Aefjafr&presentaive.

Z Henhaod $ated revenueswere probably 30% higher than reality: a review of both local media
publications and a check with the local AIC sheed clear discepancies.

Z Henhaod Qroduction capacity was overstated by about three times: an undercover gueg,
familiar with the pharmaceutical industry, visited the factory. He noticed thatmuch of the
machinery was not in use and thdacory was understafed. Undisclosed coversations with
Henhao empbyees also confirmed capacityvas smaller than staed.

F Many employees did not have labour contracts and frequently worked overtime. However,
they were complimentary about the leadershigeam andfelt the company was successful. Téy
also applaudedthe company for building a schoolfor the staffé €éildren andfor paying salaries

promptly.

E All members of the board were well conneded within the local community and had receved
numerous awards.

F Chinad fational pharmaceuticalindustry associationfelt Henhaowas not a significant player
in the market andgarnered attention only because ofts eccentric CE.

Z Henhaob @oductswere extensively available in provincial hospitals and pharmaciesin Hubei.
However, its pharmaceuticalswere not available in some of the major hospitals in Beijing and
Sharghai.

F Henhao had oy one environmental compliance violation in the last years.
E Henhao had &0-year lease on its poperty, expiring in 2022.

After thorough investigation, Sarté concluded thatHenhaowas a legitimae business with good]
local successdespite questionable practicesand claims. Sarté wasimpressedwith the ambition of
the CED, his local connections, and Henlod O A fcilaliprBspects. Saté decided notto pursue a
JV withHenhaoimmediately but signed a distribution agreementwith the company for regional
sales inChina.

\ J
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6. Frequent Scams and Mistakes

Scamsare not unique to China,but its distancefrom your home country, the impenetrable languageand
vastly different culture combineto make eventhe shrewdestbusinesspersonapt to lose money through
fraud.

The main scamwarning signs ae:

An unsolicited requed.

Goods being soldar below market value.

Payment into an unknown bank accouritnot in the name of the partner company
Payment of facilitation fees, unkrown taxes, gifs and so on

= =/ 4 =4 A

Full upfront payment.
On thefollowing pageswe introduce a number of common scanthat businesses lave faced.

Once you have been scammed, there is often little to be done. Your counterparty knows from the
outset that you will try to come after them, so theyare careful to cover their tracks and make it
impossible for you totake any recourse againstthem.

The best place taeport a scam is often the Public Security Bureau where the other party is located

Or, if the company doesnot exist, thebank branchwhere their accountwas registered. However, do

not expect active investigatiom from local authorities. Sincesomeembassies and cosulates keep lists

of fraudulent Chinese companies, reportinga scamOi  UT OO AT O1 OOUB8 O AAl AcC/
possibility.

It is different, of course|f there is agenuine business dispute or sudden nonpayment by a regular
customer. In such casgyour partner probably had no premeditated intention to default under the
contract and then vanish, so recourse is often possible.

It is important to act swiftly and with determination because your partner maytry to disappear. In
some caseghinese lawyeranay help youfreeze bank accounts or other assets This will put pressure
on the other side to settle the disputeln any event you can be sure there will be recourse once there
is a court rulingin your favour.
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1. FC* getsunsolicited email from
OC** offering to suppy goodsto FC*
for avery low price.

3. FC pays morey to CC.

Goods delvered are poor quality or
worthless materials.

d )
2. FC aksfor samples.
Samples ae of good qualiy.
\, J
]
\
4. Cvanishes.
J \, J

*FC:Foreign compay
**QOC: Chinese compay

~

Due diligence would have found that

QC:

E Was not incorpaated.

E Did not possess the caiect
permits.

E Had offices in aresidential
area and not in a commeial
or industrial zone.
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1. FC getsunsolicited offer from CC
to suppy goodsto FCfor avery [ow — [re—
price.

2.FC 'nyitedto_cometo AChinAa €.g. 5
toatAT A OO E&rofyd €8 A A

3. Ctells FC that it must my money i
i Ascsh A AAT N@AO PP |Z=[ CO' A;/EEAEAI Qo
_ : . FCmyST0 move process along.
speed pocess along; pocessing
fees; taxes, éc.).

f N f N

Due diligencewould have found that
CC:

Was not incorpaated.

1 [Z Did not possess the cawect

4.CCvanishes. permits.
F Had offices in aresidential area,
no staff, etc.

™
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O

4 \ 4 \
1. Relationship isformed between :
Ft  AfepreséntaivA 6 1 /& té o ¢ O F [CAecidedo buy from CC. Ofen,
. alarge ader is placedbecause
CC (e.g., on iternet or at trade S :
goodrelations had been ceated
show). .
ealier.
\. J \. y
I
d A ~ \
o RepfesentatvA éells FCto send 4.No goodsreceved.
payment to non-CC account (Nayhe | &R taivA Sanish
citing tax reasons). epresentativA anishes.
\ J \ J
|
Due diligencewould have found
that:
Z (RepresentaivA 6 A BvArk T 1
for CC.
5. CCtruthfully declaresit had no E'i1 OWI ADAOIivdd G
communications or contact with FC. fakes.
G J \ J
i

N

A Gommon Variant : a regular contact at an existing supplier sends an email asking f
payment to another account. The timing of this request does not surprise (there is indeed
payment to be made), nor does the tone and content of the email. The amount is paid, but
supplier later claims never to have received the amount. It turns out the employee has go
rogue or the email was hacked. Due diligence would have found that thew account was not
registered in the name of the supplier and authorisation to change the ament was missing.
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7. Due Diligen ce Best Practices

Not Everything Might Be as It Sems)

F Assumptions can putyour business at risk.
E Attheveryleast duediligencecanexposeinformation that will helpin negotiationsandstrategy.

)
J

E Itis recommended that you conductlue diligence throughout your time in China.
EZ Maintain ongoing due diligence as a natural instinct within your business:todayd @onest
partner may betomorrowd @wslit.

Post-due Diligence

f.( UnprofessionalWebsite and Enail ) \

E Chinesebusinesspeople and even government officials sometimesuse public domain emails
(e.g. sina.com, 163.conmather than a compay email addess.
E This is not an immedide deal lreaker, but it isworth gaining deeper insght.

E An Emglish-only website is also avarning.
\ J

Pay Now, beSecure Later )

F The complexity of the Chinamarket and labyrinthine nature of information-gathering means
that paying a professional service povider to conduct due diligence is a smalbut highly
sensible cost compeedto the paential losses of not doing so.

f-( Quality ntrol and Quality Assuance) N

E Are the premises closeo suppliers,warehouses, distribuers?
E Is it near a pot, logisticsinfrastructure?

E Utility quotas on electricity may affect production.
\ J
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8. Public Authorities

Thereare several public authorities outlined in this report that canassistin your duediligencereseach.

Below is ashort introduction to the mainorganisations lised in thisreport and additional bodies that
are a good souce of iformation:

State Administ ration of Industry and Commerce (SAIC)

SAICwas acentral-level government body responsiblefor brand protection, enforcing anti-monopoly
competition affairs and for general administrative afairs, including company registration (including
foreign invested enterprises [FIEY) and issuance of businessnames and licences. The Bureau for
Registration of Foreign -Invested Enterprises ( o3 Y ) drafts measuesfor
FIE registration procedues and processesthe registration of foreign-invesed erterprises and
representatve offices offoreign companies.

! AAT OAET ¢ O OEA 30AO0A #1 OTAEI 60 )1 OOEOOOETT Al
Congress on March 13, 2018, State Administration for Industry & Commerce (SAIC) has been
incorporated into the newly established State Administrationof Market Regulation together with
former China Food and Drug Administration, and General Administration of Quality Supervision,
Inspection and Quarantine.As the existing supervision systems of relevant authorities still apply after
the institutional restructuring, until new measures are adopted in the future, in this report we will
continue to use the former name of thauthority i.e. SAIC.

Ministry of Commerce (MOFCOM)

MOFQOM (T Y., 7 F )is a centally adminisered ministry overseeing domestic and
foreign tade, regulating and pomoting foreign investment and utilisation, and supporting Chinese
companies thatexpand overseas. Itexamines and appoves foreign investment acivities in China and
develops trade policies;administersimport/ export licences;setsquota systems;andformulatesforeign

investmentcatalogues and cataloguefr imported/ exported products andtechnologies.

China Council for the Promotion of In ternational Trade (CCPIT)

CCPIT(T B W ) aimsto operate and promote foreign trade, useforeign investmert,
introduce alvancedforeigntechnologies,conductactivities of Sinoforeign economic andtechnological
cooperation in various forms, promote the development of economic andrtaderelations between China
and other countries andregions aound the world and promote the mutual understanding and
friendship betweenChinaand peoplesandeconomicandtradecirclesof all nations around the world, in
line with law and government policies of thePA T D IR&odblix of China.

Member State Embassy

Each member stée offers avariety of commercial servicesto companies fom its country. Companies
are alvisedto inform their embassyd O A fcialiséktion in itsrespeded country.

Delegation of the European Union to China

Thedelegation is responsiblefor the conduct of officialrelations between China and th&uropean Union.
In all matters pertaining to the European Union, the delegation works closdy with the diplomatic
missions ofthe EUmember states. It does nd, however, dealwith trade promotion, consularmatters or
other issuesthat have traditionally been handledoy the member stae embassies, consuliges or national
tourism offices.Thedelegation keepsthe EuropeanCommissionabreastof significant political, economic
and other developments in China.
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9. Appendi ces

Administ rative and legal standing (chap ter 2)
O Check theonline SAIC registration (chapter 2.11)
O Compay name
O Unified social creditcode
O Company address
O Legal representatve
O Registered capital
O Term of business/date of establishment
O Form of incorporation
O Business scope
O Shareholders
O Managementteam
O Companystatus
O Checkthe duplicate business licence (chapter 2.12)
O Company name
O Unified social credit code
O Company address
O Legal representaive
O Regigered capital
O Form of incorporation
O Business scope
O Term of business/dae of establishment
O Find andverify official AIC stamp
O Confirm validity of company stamp (chapter 2.2)
O Visit Public Security Bueau and AlGvhere compay is locaed
O Askwhether stamp isregistered
O Inspectvarious documents filed with local authorities
O Is stamp used orall documents?
O Confirm authorised use of compay stamp (chager 2.2.2)
O Visit company HQ
O Is personwho stamped the document empulyed by the compay?
O Is that employee authorisedto undertake that particular business?
O Reseach the company at AIC (chaper 2.2.4) Hre a Chineseawyer
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O Lawyer visits AIC office
O Review company file and m&e copies at AIC office
O Confirm company possesses allequired permits and licences (chager 2.3)
O Confirm company has satisactory property ownership and land usage mhts (chapter 2.4)
O Leasecontract
O Property purchase contact
O Ownership certificate
O Certificate of right to use
O Confirm nature of company OtellEctual property rights (chapter 2.5)

Financial status (chap ter 3)
O Oeditworthiness letter (bank reference letter)
A Audit reports
A Financial staement
A QOredit history
A Capital verification report (if the company is established before Marct2014)
Operational status (chap ter 4)
O Visit companyd Qemiises (chaper 4.1.1)
O Organisation
A Quality control
A Cleanliness
A Employee conditions
A Machinery
A Location
O Talk to stekeholders (chager 4.1.2)
O Employees
O Neighbours
O Competitors
O Suppliers
O Check compayd Qgaisational structure (chaper 4.2)
O All investors and shaeholders mandated
O External structure
O Internal structure
O Company manuals, rules and policies
O Details of all meetings
O Constitutional documents
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Theonline quiz GaugingYour Readinessaccompanieshe four reports of the EUSMECentA &trter Kit.
It will help you gauge your knowledge of the Chinese business mvironment. Here are some sample
questions:

Doyou have any evidence that thee is a gowing demandfor your product in China?
How much doyou know about your competitors in China?

Doyou know in which citiesyou should be sellingyour product?

Doyou know which distribution channelsto use?

Doyou know your cusomers?

Have you confirmed thatyour product can be sold in China?

Doyou know how to find the legal/ technicalrequirementsfor your product?

Have you already decidedwhat would be the bestway to access the Chinese miaet?
How much ae you ready to invest upfront?

Doyou understand thevarious legal structures in China?

What doyou know about the availability of your required humanresouces in China?
Have you found a Chinese partneto distribute your products?

Doyou know how to perform preliminary due diligence in China?

What are your expectations interms of timeto acheve your goals?

Doyou have previous experience in accessing other nrkets?

M T M T A A MTMMAT AT AN T NN

What isyour strategyto protectyour intellectual property in China?
To find out more about the online quizGaugingYour Readiness please gao
Www.eusmecente.arg.cn/quiz
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The EU SME Centre in Beijing provides a comprehensive range of haotssupport services to European
small and mediumsized enterprises (SMES), getting them ready to do business in China.

Our team of experts provides advice and support in four areagbusiness development, law, standards
and conformity and human resources. Collaboratig with external experts worldwide, the Centre
converts valuable knowledge and experience into practical business tools and services easily accessible
online. From first-line advice to in-depth technical solutions, we offer services through:

1 Knowledge Centre z Containing over 100 comprehensive market reports, guidelines and case
studies available to download from our website

1 Advice Centre z Saving your time, money and providing reassurance that you have the right
information to support your business decigsons

1 Training Centre - Offering training programmes both faceto-face and online to plug the
knowledge and skills gaps of SMEs entering the China market

1 SME Advocacy Platform - Providing a coherent, consistent and consolidated voice for European
small businesses

1 Hot-Desks & Meeting Rooms - Readyto-go workspace available for you in central Beijing

To find out more about our servicesvisit the EU SME Cené website at

www.eusmecentre.org.cn

To download up-to-date and pactical maket reports, guidelines and case studies, do

www.eusmecentre.org.cn/knowledge -centre

To post your businessenquiries to our in-houseexperts and recdve ananswer within sevendays,goto

Wwww.eusmecentre.org.cn/expert

f'( Disclaimer ) \

This document is povided for general information purposes orly and does not constitae legal,

investment or other professional alvice on ay individual matter. Whereasevery effort has been
madeto ensue that the information given in this document is accuate, the EU SME Cerd accepts
no liability for any errors, omissions or misleading statements, and no warranty is given or

responsibility accegded asto the standing of any individual, firm, company or other organisation

mentioned. Publication aswvell as commecial and nonrcommercial transmissionto a third party is

prohibitedunlessprior permissionis obtainedfromthe EUSMECentre. Theviewsexpressedn this

publication do not necessatlly reflect the vienvs of theEuropean Commission.

A\ _J
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