China Market Entry:

Legal Options for Swiss Startups
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In view of the complexity of the market, the
challenges of a successful China market entry
are manifold. For startups of all shapes and
sizes, choosing the right legal set up is an early
ground-breaking decision in establishing a
presence in China.

In recent years, China’s digital, consumer, and industrial market has
increasingly come into the focus of Swiss startups, as they see huge
potentials for their products and services in China. Particularly,
if they are looking for venture capital in China, the Swiss startups
often face the request of the Chinese venture capitalist to invest
into a local Chinese entity rather than into the Swiss startup. One
of the main reasons for this is that the Chinese investors do not
want to deal with the administrative hurdles that the overseas direct
investment and capital export control regulations entail. Another
reason is that they only want to focus on the development of the
Chinese market and do not want to use their investment for a
market outside of China that they are not familiar.

In addition, Chinese local municipalities have started initiatives
to attract foreign innovative startups by granting them substantial
subsidies if they establish a legal entity in one of their especially
dedicated zones. However, one of the key conditions to get such
public subsidy usually is that the foreign startup establishes the local
entity in the form of a joint venture with a majority shareholding
of a Chinese partner. For those Swiss startups who want to develop
sustainably the Chinese market, the question eventually arises how
they shall establish their own presence in China.
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Legal Update &#TEEmAs

New Foreign Investment Law in 2020

Before making the decision how to establish the presence in
China, the Swiss startup is advised to consult - as any other foreign
investor who wants to establish a legal entity in China - the so-
called Negative List for Access of Foreign Investment. The Negative
List sets out all business activities that are either only possible with
restrictions or completely banned for foreign investors. It is updated
annually. The 2019 Edition of the Negative List sets out 40 business
activities that are prohibited or restricted for foreign investment.

If the intended business activity of the Swiss startup is not
included in the Negative List, it enjoys equal treatment with
domestic investors in China. The Negative List-Concept for
foreign investments will remain also under the new Foreign
Investment Law that will enter into force on January 1, 2020.

In practice, the most important structures are either the wholly
owned Chinese subsidiary by the foreign investor or a joint venture
with a Chinese partner. It is also possible to establish a representative
office for foreign investor who want to get to know the local market
in China first. However, since apart from a very few exemptions a
representative office is not entitled to conduct an active business that
generates revenues, this legal form is not attractive for a Swiss startup.

100%-Subsidiary to replace WFOE

The most commonly used legal form of Swiss investors entering
the Chinese market is the WFOE (Wholly Foreign Owned
Enterprise), which under the current legislation is established
in the legal form of a limited liability company. Under the new
Foreign Investment Law, the legal term WFOE will not be
used anymore. Instead the Swiss startup will from 2020 simply
establish a limited liability company pursuant to Chinese
company law held as a 100%-subsidiary.

The major advantage of establishing a 100%-subsidiary is that the
Swiss startup has complete control over the Chinese company and
the corporate governance. In addition, the startup does not have
to share the profits with a partner. A simple holding structure is
usually more attractive for Swiss and foreign venture capitalists
(other than a Chinese investor) who finance the startup in
Switzerland. A simple holding structure facilitates the evaluation
of the Swiss startup in future financing rounds and a possible exit.

If no obstacles occur due to special requirements by the registration
authorities during the establishment procedure, a standard trading or
service company may be established within approximately two months,
including the preparation of the documents. The establishment of
a manufacturing company is more complex and time consuming,
since the foreign investor must conduct an environmental impact
assessment procedure before the company may be established.

From an intellectual property protection point of view, the
risk of intellectual property theft is reduced since the startup
keeps complete control over the daily process and operations.
Nevertheless, it is also in this set-up structure important to
protect its intellectual property and let the key employees sign
confidentiality and non-competition agreements.
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More complex Joint Ventures

The joint venture is the preferred option for a Swiss startup, if
it wants to profit from Chinese subsidies or if it wants to receive
finances from a Chinese venture capitalist who is primarily
interested in the development of the Chinese market.

However, the set up becomes more complex, since the Swiss startup
must first negotiate a joint venture agreement with the Chinese partner
that is mandatorily governed by Chinese law. Typically, a startup would
want to govern the following major items in the joint venture agreement
with the Chinese partner: shareholding of the startup and the Chinese
partner in the joint venture; total investment and registered capital of
the joint venture; premium payment by the Chinese venture capitalist;
deferred payment of the registered capital by the startup; constitution of
the board of directors, supervisor, and management team,; restrictions
on transfer of shares; competencies of shareholders, board of directors,
supervisor and executive management; minority shareholder’s rights;
profit distribution; call/put options; drag-along/tag-along terms; and the
term of the joint venture.

Under the current legislation the joint venture is established as a
limited liability company with the exception that the organ with
the highest authority of a Sino-foreign joint venture is the board of
directors. This unique feature will disappear under the new Foreign
Investment Law. Furthermore, a joint venture may under the new
Foreign Investment Law also be established as a joint stock company.

In a standard Sino-foreign joint venture the foreign know-how flows
to the local Chinese partner, which is critical from an intellectual
property protection perspective. In particular, where the Swiss startup
obtains only funding from the Chinese partner, the joint venture
company must establish a good corporate governance to ensure that
the intellectual property is shielded from the board of directors, in
which the investor will be represented.

Conclusion

Both the wholly owned subsidiary and the joint venture with a
Chinese partner are viable options for a Swiss startup. However,
the joint venture is more complex and needs more time to
establish. Furthermore, the startup must on a case-by-case basis
thoroughly examine how it can protect its intellectual property
and take the corresponding measures.
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