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CHAPTER XX

CHINA: LAND OF THE PANDA, THE GREAT WALL

AND REVERSE MERGERS

Who could have imagined even five short years ago the impact that the People’s Republic of China (PRC) would have on the US capital markets and reverse mergers in particular? Certainly not this humble observer. 


Not long ago the PRC Government was extremely concerned about Chinese companies selling ownership to foreign companies or going public outside of China. This attitude thawed dramatically starting around 2003. Since that time, as China has sought to encourage foreign direct investment in the country, dozens and dozens of Chinese businesses have completed reverse mergers into US shell companies. Indeed in 2008 alone Chinese companies constituted xxx% of the total number of companies completing reverse mergers into US shells.


Some are skeptical about the China phenomenon. They believe valuations of these companies are much too high and that at some point the bubble will burst. They point to a small number of scam artists who have soured the landscape a bit (including one company that made it all the way to Nasdaq before it was discovered that the company chairman was a totally fictitious person). They also see the world concerned about issues concerning the safety of Chinese toys and food.

Others suggest we are just getting started, that there is a seemingly endless supply of exciting entrepreneurial companies that want to take advantage of the benefits of a public trading stock. They believe the scam stories are a very small number in comparison to the many great companies that are going public. They point to a fast growing economy in China, government support for these efforts, a cheap labor force making these companies highly competitive (this is slowly beginning to change as the economy steams ahead there), and businesspeople willing to learn from success stories from the West.


In the first edition of this book published in 2006, the China phenomenon, which I dubbed the “yuan rush,” was noted briefly as a growing trend but not yet very significant. Since then, a number of players in the reverse merger world, including investment banks and law firms, have set up permanent offices in the PRC and have devoted tremendous resources to completing more and more Chinese reverse mergers.


In this first attempt at cataloguing the trend in a full chapter, we will look at the sometimes up and down regulatory attitude, challenges in due diligence, language and culture in dealing with Chinese companies, unique issues in structuring these transactions, and the outlook for the years to come.

PRC Regulators Challenge, But Do Not Prohibit, Shell Mergers

Decrees in 2005


After signaling a willingness to allow Chinese companies to combine with US shell companies, in early 2005 the Chinese government passed a series of decrees requiring all those completing reverse mergers (and other deals where Chinese nationals would control a foreign company) to seek approval from the central government’s foreign exchange regulators, the State Administration of Foreign Exchange, also called “SAFE.” These new decrees were set forth in Circulars 11 and 29.


A quiet panic hit players in the reverse merger business who were betting heavily on Chinese deals. They wondered about the approval process and time line, not to mention how they would comply with rules lacking any clarity.


What triggered this decree? Initially, the government supported ownership of foreign companies by Chinese nationals; however, this led to money not only coming into the country but going out as well, which apparently caused the government concern.


Following an outcry, in late 2005 the Chinese government effectively reversed itself in Circular 75. It required registration, rather than approval, of deals, and only at the local SAFE office, which made it easier than filing with the central government.

Six Chinese Ministries Act Jointly in 2006
But we were not done. In the summer of 2006, six key Chinese ministries adopted sweeping rules relating to foreign acquisition and ownership of PRC enterprises, known as the Regulations on Mergers and Acquisitions of Domestic Enterprises by Foreign Investors. 

The rules allowed share swaps as a method of acquisition for the first time, which simplified the structure in many foreign acquisitions. But the regulations also dramatically increased the number and types of transactions that require central government approval, in many cases multiple agency approval. For example, a potential acquisition by a foreign company of a business in a "sensitive industry," or which incorporates a well-known Chinese brand, required approval. 

Larger acquisitions, as well as those by offshore "special purpose companies" set up to make the purchase (including public "shell" companies used in reverse merger transactions with PRC companies), were expected to face layers of government analysis, including the consent of the Ministry of Commerce or MOFCOM. 

Why the timing on this change? The savings rate in China had skyrocketed, exceeding the country's domestic investment needs, thereby reducing the need for foreign direct investment (FDI). This was coupled with the PRC's growing concern about foreign control of domestic companies against a relatively small annual FDI of about $60-70 billion. 

The 2006 rules appeared, in part, to have been triggered by the Carlyle Group's attempt to acquire a stake in Xugong Group Construction Machinery, a $350 million deal which had been stalled in government approvals for nearly a year at the time (the deal was ultimately completed with Carlyle only being permitted to purchase a minority 20% interest in Xugong). Xugong controls the majority of China's crane and road-paving equipment market.
Yet some were surprised at the timing, as many thought any new tightening of FDI would wait until after China was showcased in the 2008 Beijing Olympics. China's role in the global economy was also a concern which led to this change. Li Deshui, former head of the National Bureau of Statistics, had stated: "If China lets multinationals' malicious mergers and acquisitions go ahead freely, China can act only as labour in the global supply chain." Others had expressed concern about foreign owners which had shut down R&D departments of Chinese enterprises, potentially weakening China's technological development. 

The government believed these changes represented a step in the maturity of the regulatory environment for an M&A business that was still in its infancy, encouraging FDI but preventing both undervaluation of PRC assets in foreign sales and the loss of important companies.

After these regulations were passed, some moved to more joint venture structures, or management arrangements that did not involve an outright combination with a US shell. In other cases lawyers seemed comfortable determining that central government approval was not required. But the uncertainty continued.

SAFE 106 


During the summer of 2007, SAFE released internal guidelines to its local offices implementing SAFE Circular 75, included in its Notice 106. Once again panic hit initially. However, practitioners quickly sought to assure players that the end had not arrived. In a client memo, now defunct law firm Thelen LLP said, “A closer examination of Notice 106 suggests that it will make it more difficult to execute some financing transactions, but it is hardly the end of foreign investments in China.”


Initial reviews of the circular suggested to some that central MOFCOM approval would be required for all transactions with “special purpose companies,” and that these special purpose companies (presumably shells) had to be in business at least three years in order for the transaction to be approved.


More careful reading by experts suggested that the language was not at all clear, and that in many cases simply submitting a transaction for local MOFCOM approval would be likely to lead to the local office approving the transaction without insisting on central government review. 


SAFE 106 did eliminate one approach used to attempt to get around Circular 75 mentioned above. These were structures designed to avoid a technical acquisition of the Chinese company through complex “sale-leaseback” arrangements or management agreements that basically shifted all responsibility for running a business to another entity and providing payment for those services essentially equal to all the profit of the business operation. 

SAFE 106 also put a final end to the “round trip” sale of a Chinese company for cash to a British Virgin Islands company (see below), where that cash was essentially supplied by owners of the Chinese company, who got the money back and got control of the BVI company to complete the reverse merger. Structures used currently are discussed below.

Where are We?


There is clearly concern on the part of the Chinese government with respect to these transactions. Ironically, while the US shell technically acquires the Chinese company, in fact, if it could be done without restriction, on day one the US former shell company would continue to be controlled in substantial part by the Chinese nationals who own the Chinese company. Thus this is not a situation where the government should actually be concerned about ultimate foreign ownership of these enterprises.


Given that most Chinese companies completing reverse mergers are relatively small, it appears that the government will continue to tolerate these transactions, which have a goal of assisting these companies in obtaining growth capital and investment liquidity.
Due Diligence and other Unique Challenges

There are a number of unique issues surrounding work on a Chinese reverse merger. These include due diligence, language and cultural barriers and issues relating to the financial audit.

Due Diligence

As part of the completion of any reverse merger with a reporting shell company, a comprehensive disclosure document under cover of SEC Form 8-K must be filed within four business days after closing. See Chapter XX for more information about the “super” Form 8-K as it is known.


To prepare this document requires, among other things, inclusion as exhibits of all material agreements to which the company is a party. We generally ask the Chinese company early in the process to provide all documents that might need to be included. Often management does not initially fully understand this request. Once a client responded by sending four documents, three of which were in Chinese. We knew there were going to be dozens of documents.


Slowness in responding to due diligence requests should not generally be interpreted as of concern, however. The first time this happened, we asked ourselves whether our client was seeking to hide something. What we quickly learned, since this happened in a number of other deals, is that the Chinese culture simply resists this type of openness and disclosure. 


Another issue in due diligence is the challenge of determining which documents are indeed material to a company’s business and therefore require disclosure. This is particularly challenging because as lawyers we are used to working in Democratic countries, but what is important to us here may not be important in a Communist country such as China and vice versa. When we are not sure we discuss the issue with management as well as with their Chinese counsel. 


The quality of PRC counsel cannot be understated. It is important to work with Chinese lawyers experienced in these types of transactions. The same is true of the company’s auditors, who should be very comfortable with US shell mergers.

It is not necessary to use only a “big four” accounting firm with offices in the US and China. A number of very capable smaller firms in the US have affiliation arrangements with equally capable PRC auditors. The US firm will certify the audit based on the work of their PRC affiliate, which gets the job done often at a much reduced price and, frankly, often less hassle than working with a large firm. That said, we have worked with big four accounting firms in these transactions and, especially with larger companies, they can be quite effective indeed.

Practice Tip: Make sure lawyers and auditors in China know what they are doing and are well-respected and experienced in reverse mergers.

Language Barriers

It is very helpful to have a Chinese speaking person on all sides of the transaction so that the parties are not relying on third party interpretation if at all possible. Many law firms active in these transactions, including my firm, have Chinese lawyers on their team to help.


Prior to hiring a Chinese speaking lawyer in my firm, several years ago I worked on a Chinese deal with a very talented intermediary who put the deal together. This woman (it is refreshing to me how many Chinese women are involved with finding and organizing Chinese transactions where in the US is it unfortunately too much of a male-dominated business) also served as interpreter when we had conference calls with our Chinese clients.


At one point I gave a 10-minute overview of fiduciary duties and other disclosure obligations that they needed to understand as board members of the US public company after completion of the deal. The intermediary/interpreter translated for five or six minutes, the client responded for 2-3 minutes, and the interpreter spoke again for a bit. After this, she said to me, “He says it’s ok.”


Of course it was important to me that I learn exactly what my client said, which is the purpose of interpreting. It took several slightly tense moments before she finally revealed that the client in fact did not fully understand what I was explaining, after which we went through things again and they became more clear.


One also sometimes worries that, without each side having a Chinese speaking person, translation can be inadvertently or even intentionally skewed to present a point of view or mask a problem or concern. The Chinese speaking lawyer in our firm (and other law firms who have the same arrangement) provides a clear interpretation of everything being said.


Another challenge the language barrier creates is translation of documents. The SEC requires that an “authentic translation” of documents which are in a foreign language be prepared and filed as an exhibit to the company’s SEC filings. As mentioned above, all of a company’s material documents have to be so filed.


Translation companies are very capable but can be very expensive. You can easily spend tens of thousands of dollars to translate the average company’s documents. Our problem in the past had been we were unable to help determine whether or not a document was material until it was translated. This meant sometimes spending the money and time to translate documents that ultimately were deemed not material.


To ameliorate this problem, we worked out a process with the Chinese lawyer in our firm. She reads each document in Chinese, talks with the client and with us to determine which are material, then she translates only the material documents. As to the other documents, which we still have to review, she provides an English language summary of their contents rather than a full translation. I understand that other law firms in this space use a similar approach.

Cultural Barriers

It is just as inappropriate to paint all Chinese with one brush as it is for foreigners to suggest that all Americans are cowboys. But there are some similarities that one finds with most Chinese in the business world, just as it is true that many Americans indeed gallop through the business world just as we plowed West a hundred fifty years ago. 


First, the Chinese tend to be quite plodding in their approach to business decision-making. Rightfully so, they ask many questions and explore every angle they need to in depth before taking risk. Sometimes they ask the same question several times just to be sure that you are sure of the answer. But if Americans are indeed cowboys (and cowgirls of course), then Chinese businesspeople are more the “Whoa, Nellie” type in looking at business deals.


The result of this extra care is that transactions tend to take longer than similar ones might in the US. This is not necessarily a bad thing. It probably means that some transactions do not move forward that might have here – but they may indeed be deals that should not have gone forward in the first place. But once they commit they do so with everything they have. They push all parties to move quickly and they put an intense focus on completing the transaction.


Second, while the Chinese government seems concerned about growing foreign ownership of Chinese companies, most in the Chinese business world are very welcoming to the Westerners who bring access to capital and a path to liquidity of their company ownership. When we visit China we are always treated fabulously. This seeming contradiction sometimes causes a little strain.

Third, much as I have found in several other (not to be named) countries, often advisors in China seem OK with form winning over substance on legal issues. In our country, you generally cannot do indirectly what you are prohibited from doing directly.  It appears that in China, as long as you have a technical loophole around something, even if it gets to the same place that the government is seeking to prevent you from going, you are not only permitted to do so, but lawyers will give a legal opinion that you can.


Fourth is my continuing concern that at any time the government can, with a stroke of a pen, put an end to the effort of Chinese companies to go public outside of their country. The government has announced, for example, that it is opening up a “bulletin board-like” lower level stock exchange for smaller companies to go public. More and more companies are finding the Hong Kong Stock Exchange rather hospitable.


I know of at least one PRC national, a Communist Party Member, who was detained without being charged with any crime for four years leading up to around 2003 (apparently the government can do this with Party members). It appears his only crime was trying to take Chinese companies public outside the country. When the government’s attitude changed around that time, he was unceremoniously released. One hopes that the government’s attitude will not change once again!

Audit Issues

Most of the delays I have encountered in Chinese transactions relate to getting the audited financial statements completed. So many times while we are waiting to move forward we receive the email that effectively say, “Still waiting on the audit.” 


There are challenges for sure in completing an audit for a Chinese company, as well as reconciling that audit with United States generally accepted accounting principles, which is required as part of the “super” Form 8-K and in SEC reporting following the merger.


Just one example. In the days when Chinese companies were first sold to BVI companies controlled by management of the Chinese company, often the purchase price would be paid in part initially and the rest in stages. In this case the payments for the purchase of shares were made, but they were made directly to the company rather than its shareholders as technically required. Under Chinese rules this was not considered a default in payment, but under US accounting rules, since the seller of shares was not given the money, a default had to be declared. 


The good news is the SEC’s former Chairman Christopher Cox made a priority of moving towards allowing all US public companies to use “international financial reporting standards” or IFRS if they choose, and possibly to mandate it by as soon as 2014.


In November 2008, the SEC issued a release called “Roadmap for the Potential Use of Financial Statements Prepared in Accordance with International Financial Reporting Standards by U.S. Issuers” (Release Nos. 33-8982; 34-58960; File No. S7-27-08). The release proposes several milestones to be reached before IFRS could be available to all or mandated. These include improvement in accounting standards, education and training and other items.


Comments to the SEC proposal were due in February 2009, [after the deadline for completing this edition of the book.] Hopefully the new Chairman following Mr. Cox will retain this as a high priority.

Practice Tip: Get ready for IFRS, but not any time soon.
Issues in Structuring Reverse Mergers with Chinese Companies

Start with a WFOE

In most cases, before anything else can move forward, the Chinese company has to be converted into, or combined with, or its assets contributed to, a company that is approved by the government to be foreign-owned. These are called “wholly foreign owned enterprises” or WFOEs. The industry calls them “woofies.” The process usually is not that difficult but can be a little time-consuming.


In fact, even before that, a process of privatization must occur. Prior to 1978 virtually every Chinese company was owned 100% by the government. After this time, when then Premier Deng Xiaoping adopted the policy of “socialism with Chinese characteristics,” some private ownership was permitted, but even then the government almost always retained an interest. Prior to combining with a WFOE, which will be wholly foreign owned, the government must consent to relinquish any ownership it may have in the company. 


This final step of privatization generally is not difficult or time-consuming, but some have said that it is important to have friends in high places for the process to be completed efficiently and quickly.

Upon completing privatization, conversion to a WFOE takes place. A WFOE is defined in www.wikipedia.com as “a common investment vehicle for mainland China-based business. The unique feature of a WFOE is that involvement of a mainland Chinese investor is not required unlike most other investment vehicles. This can give greater control over the business venture in mainland China and avoid a multitude of problematic issues which can potentially result from dealing with a domestic joint venture partner.”

WFOEs are limited liability companies and typically are 100% foreign-owned. There are various tax holidays, tax incentives and financial rebates available to WFOEs as part of the government’s effort to attract foreign direct investment. The owner of the WFOE has no liability for the debts or obligations of the entity. The companies have stated registered capital (the government takes seriously the need to have certain minimum capital in these companies) and a publicly available ownership register.
Steps Following Creation of the WFOE

The steps after setting up the WFOE have changed over the last few years. The most common next step at the time of this second edition involves the [cash] sale of the company to a Hong Kong company also owned by the same owners as the original company.

The final step before the merger generally includes the cash sale of the ownership of the Hong Kong company to an offshore entity owned by unaffiliated people. This cash presumably makes its way back to the owners of the Chinese company. Usually this sale is at a price somewhat lower than the value intended to be given the company upon the merger. This makes sense because a company that is public is worth more than one that is not public.

Most deals we have seen involve a sale to a company in the British Virgin Islands, or BVI. There are other jurisdictions that can and have been used, such as the Marshall Islands. It is not entirely clear why the BVI lucked out into all these deals. Much like many traditions in the SPAC world, my impression is this one just happened. The first dealmakers appreciated the low cost and flexibility of organizing in the BVI, and others simply followed. There are some pretty happy lawyers and registered agents in the BVI enjoying both the great weather and the nice income from these Chinese deals.

But wait. Does this make sense? Under this scenario one would think the management and owners of the Chinese company should continue to have meaningful ownership in the company following the merger to incentivize them to continue to pursue the company’s growth.

Previously, it was possible for the Chinese management and owners to have control of the BVI entity and exchange that for interest in the ultimate public entity. The management could provide the actual cash that made a “round trip” from them to the BVI entity and back. Because of regulatory changes this became implausible, and the structure above is what is currently utilized.

But back to the question of how to get the management and owners the incentive they need? The answer: earn-back rights. Management arranges with the BVI company and its new post-merger parent, the former US shell, to earn back the right to acquire shares based on the performance of the company post-merger. These performance requirements, generally, are quite achievable, but need to be real and not “low end” expectations.

Warning: given the fluid regulatory environment described above, it is very important to keep up on any changes that may occur which could totally alter the approach one takes in structuring transactions. 

Practice tip: Keep up on Chinese regulatory developments after publishing of this book at www.reversemergerblog.com! 
Movement and Conversion of Funds
Moving money in and out of the PRC is also a challenge. Limits sometimes apply on amounts which can be sent out. However, it appears that some can move funds to a Hong Kong bank and that no limits apply there. While I am no expert, it appears the issue is more about exchanging funds from RMB to dollars than it is about getting the money out. In any event, if you are considering a transaction with a PRC company, make sure you understand what limitations may apply to the conversion and movement of money.

Share Exchange

The actual structure of these transactions is typically through a share exchange. In this approach, the shareholders of the ultimate parent of the Chinese company, usually a BVI company, swap their shares for shares of the shell company, taking control this way. The structure generally does not require approval by shareholders of the shell so long as there are sufficient shares authorized in the shell to be issued to the BVI holders.

As discussed above, the nominal owners of the BVI parent, in most current transactions, are individuals previously unaffiliated with the Chinese operating business, though in some cases they are relatives living outside of China. These holders presumably supplied the cash to buy the company from the Hong Kong entity or WFOE.

Thus, the transaction is completed between these new owners and the controllers of the shell. But at the same time the actual operating company is a critical component as well, and its former owners, now waiting in the wings to begin working on the opportunity to earn their shares back, also must cooperate with due diligence and the like. In truth, they are usually the ones actually negotiating the share exchange agreement on behalf of the BVI owners, since typically those owners are friends or relatives of the operating company’s management.

The Outlook: Good!

There are numerous exciting opportunities for high growth companies from China to access the US capital markets to fuel that growth. Many of these companies have struggled to obtain necessary funds to growth their business. Some have already established customer bases or other business relationships in the US or the West. Going public in the US helps them obtain that capital and creates an opportunity to start on a path to liquidity of their ownership and that of prior investors in their company.


My two cents: the China phenomenon is exciting. I have enjoyed being a part of it. Much like other stock market bubbles such as the Internet, at some point the valuations will come to Earth. But that does not mean that companies in China will stop wanting to be public. Even though Internet stocks crashed, the Internet as an industry continued to thrive and now even more so, especially after the Google IPO several years ago.


As long as the Chinese government allows it, and we all work hard to keep the charlatans from taking advantage of the challenges in these transactions, Chinese reverse mergers appear to be here to stay.

Practice Tip: When it comes to China, reach for the sky with your feet firmly on the ground.
