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Overview of Seminar

• Introduction of Lovells, Tahota and SGLA
• Session 1 – Getting Paid - Payment Security, Counter-

party Insolvency and Debt Collection in China
• Session 2 – Legal Implications of Global Restructuring on 

Your China Operations
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Tahota

• Tahota Law Firm was founded in Chengdu in 2000 and is 
the largest law firms in Western China, with 170 lawyers 
and offices in Chengdu, Beijing, and Shenzhen. 

• Tahota's main practice areas include real estate, 
corporate (including finance and securities), litigation and 
arbitration and intellectual property.
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Introduction to Seminar Objectives

• Addressed to issues faced by MNCs in China in the 
current economic environment

• This is a high-level primer not a comprehensive guide 
• Our purpose is to high-light key considerations but 

application to each individual case will vary according to 
particular circumstances and commercial objectives
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Session 1 – Getting Paid - Payment Security,
Counter-party Insolvency and Debt Collection in 
China

Key scenarios from perspective of MNCs:
• Direct cross-border sale to Chinese customer
• Indirect cross-border sale to Chinese customer through own trading 

subsidiary
• Indirect cross-border sale to Chinese customer through 3rd party 

trading company
• Direct sale from China subsidiary to Chinese customer

Notes:
• Objective is the same in all scenarios – get paid in full and on time
• Strategies differ from scenario to scenario
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Key Considerations to Ensure Timely and 
Full Payment

• KYC – know your customer
• Conditions to shipment
• Payment terms and payment security
• Effective contract enforcement 
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KYC – Know Your Customer

• Creditworthiness – Sinotrust reports (www.sinotrust.cn)
• Proper licenses and approvals – import/trading rights, 

proper scope of business, etc.
• Corporate authority – Chairman as legal representative or 

person authorized by him/her
• Sensible transaction structuring – unusual transaction 

structuring (“this is how it is done in China”) is sometimes 
appropriate but more often is a trap for the unwary
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Conditions to Shipment
• Enforceable contract signed
• Approvals and registrations (if any) obtained
• Payment security received in proper form
• No unilateral rights of customer to reject goods or refuse 

payment
• Effective commercial leverage – e.g. ability to stop future 

shipments or critical support/components
• Effective contract enforcement mechanisms in place
Notes:
• These steps are not peculiar to China
• China is different but (i) it is not so different that these steps 

can be ignored or omitted and (ii) you need to structure each 
of the elements in a way which works in China as a practical 
matter
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Material Adverse Change (MAC) clauses 

• MAC vs. Force Majeure
• MAC in market conditions, laws, etc.
• Can be agreed although typically resisted by Chinese 

parties
• Rarely invoked – need to consider political as well as 

commercial impact
• Alternative – tighter financial reporting and performance 

covenants for repeat sales
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Common Problems – Cross-border contracts

• Fraud (KYC)
• Wrong currency
• No LOC or LOC draw-down terms are defective or LOC 

covers only part of payment
• Payment conditions permit customer to delay/decline 

payment unilaterally
• Extended payment terms not registered with SAFE as 

forex loan so out-bound payments cannot be remitted
• Wrong venue for collection actions
• No other effective commercial leverage
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Common Problems – Domestic Contracts

• Fraud (KYC)
• No payment security
• Payment conditions permit customer to delay/decline 

payment unilaterally
• Wrong venue for collection actions
• No other effective commercial leverage
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Currency of payment (1)
• Cross-border remittances – foreign currency only (some new limited 

exceptions)
• Domestic payments – RMB only (no exceptions)

• Process for cross-border remittances:

– Before making payment,
• An qualified onshore import enterprises ("Importer") registers at local SAFE for foreign 

exchange payments in contemplated import trade. 
• The Importer purchases foreign exchange at the bank. 

– The Importer makes payment through its bank.

– After receiving the goods,
• The Importer files with local SAFE for verification of outward remittance by import within 

one month after Custom clearance. 

[*This process may slightly varies depending on different situation. For example, 
verification after Custom clearance does not apply to Pay on Delivery (POD). ]
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Currency of payment (2)
• Currency hedging options:

Assuming that an offshore exporter (with certain 
obligations and costs in USD) which exports goods to an 
onshore importer, intends to hedge its RMB exposure:

– price denominated in USD – no hedging requirements
– price denominated in RMB – the purpose of the below methods 

are to avoid the potential risk of RMB depreciation.  Accordingly, 
the offshore exporter can not share the potential benefits arising 
from RMB appreciation.

• "Indexed" accounts receivable from its customers where the payment 
obligations are linked to movements in RMB-USD rate

• Buy RMB put options 
• Go short RMB on USD vs RMB currency forwards 
• Go short RMB on USD vs RMB currency swaps 
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Payment Security – Cross-border Contracts

• First choice – LOC
• Alternative – bank guarantee (but subject to more 

potential interference)
• Title retention – no self-help repossession but some 

additional protection against bankruptcy
• Corporate guarantee by (preferably off-shore) 

creditworthy affiliate
• Effective enforcement of credit limits
• Availability of factoring- usually adopted when the 

importer is in strong financial position; factoring service 
provided by both international banks and qualified 
onshore banks 
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Payment Security – Domestic Contracts (1)
• Set-off rights (if applicable)
• Security over other assets of obligor (note that the scope and content 

of floating charges under PRC Property Law are quite limited
compared to the floating lien or charges in other jurisdictions)

• Title retention – same issues as for cross-border contracts
• Factoring of receivables - service provided by qualified onshore 

banks (again, depends on financial strength of counterparty)
• Controlled accounts – capture downstream cashflow as security for 

upstream payments
• Assignment of downstream payments up to you and lien over AR
• Effective enforcement of credit limits
• LOCs and trust receipts: not widely adopted for domestic 

transactions
• No negotiable instruments for domestic transactions
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Payment Security – Domestic Contracts (2)

• Legal framework governing secured transactions in China
• Two types of guarantee 
• Legal issues regarding invalidity of guarantee
• Legal consequence if guarantee held invalid
• Key rules of taking security interests in property
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Effect of Bankruptcy of Chinese Customer (1)
• Organ

– Court: Bankruptcy cases shall be subject to the jurisdiction of the court in the place where the 
debtor is registered. Under the Bankruptcy Law, the court will lead the whole bankruptcy 
procedure and have relatively broad flexibility compared to the courts in other jurisdictions in 
exercising their powers.

– Administrator: In each bankruptcy case, an independent administrator shall be designated by 
the court. The administrator will be responsible for management of the debtor's assets and 
business during the bankruptcy proceedings.  The administrator shall report to the court and 
accept supervision from the creditors' meeting and creditor's committee.  

– Creditors' Meeting: Generally, creditors shall exercise their rights and express their opinions 
through creditors' meeting and will be bound by the decision passed by the creditors' meeting. 
The creditors' meeting will be comprised of all creditors who have filed their claims and 
representatives of employees and the debtor's labour union.

• Priority of Claims:
– General principle 

• bankruptcy expenses 
• public interest debts
• employees' benefits
• social welfares and taxes
• general unsecured bankruptcy debts

– Secured claims: A secured creditor has priority over all other creditors as to collateral that has 
been effectively mortgaged or pledged to it, subject to certain exceptions specified in the laws. 
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Effect of Bankruptcy of Chinese Customer (2)
• Treatment for Certain Types of Contracts/Actions

– Non-fully-performed contract: The administrator is entitled to decide 
whether to perform or rescind any outstanding contracts executed prior to 
the acceptance of the bankruptcy petition. 

– Void Action: Any actions to (i) conceal or transfer the assets of the debtor
in order to evade debts or (ii) falsely create a debt or admit to false debts, 
shall be void. 

– Avoidance Actions: Similar to other jurisdictions, the PRC Bankruptcy 
Law provides a concept of avoidance actions, i.e. fraudulent 
conveyances and preferences.  The court has the power to avoid, upon 
the request of the administrator, (i) any payment made for the benefit of a 
creditor within the six month period prior to the date the court accepts the 
bankruptcy petition if the debtor was insolvent at the time, and (ii) the 
following events which occur within one year prior to the date the court 
accepts the bankruptcy petition
• assigning assets without consideration
• carrying out a  transaction at a manifestly unreasonable price;
• providing asset security over debts which were not previously secured by 

assets;
• repaying in advance debts that have not fallen due; or
• abandoning its own credits.
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Pro-Active Steps to Protect Yourself 
Against Bankruptcy of Chinese Customer 

• Active monitoring of financial condition of Chinese 
customer

• Early triggers for cutting off further shipments, 
acceleration of payments, etc

• Taking of security up front (see above) 
• Effective retention of title pending payment in full (may 

keep your product out of bankruptcy estate but still no 
self-help repossession)

• Set-off rights
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Effective Contract Enforcement – Cross-
border Contracts (1)

• Foreign governing law permitted but Chinese party 
usually will prefer PRC law or 3rd country law

• Foreign court judgments generally not enforceable in 
China as a practical matter

• International arbitration awards generally are enforceable 
in China under the NY Convention

• CIETAC vs 3rd country international arbitration (typically 
Hong Kong or Singapore)
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Effective Contract Enforcement – Cross-
border Contracts (2)

• Two steps – obtain arbitration award (1-1.5 years in 
typical case) and enforce arbitration award (unpredictable 
timing)

• China Supreme People’s Court review if foreign arbitral 
award NOT to be enforced (but local protectionism not 
eliminated entirely)

• Look first to enforce arbitration award off-shore if possible
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Effective Contract Enforcement –
Domestic Contracts

• PRC law governs
• International arbitration not available as practical matter
• Domestic arbitration – CIETAC vs local arbitration
• Direct collection action in local court against debtor or 

guarantor – ability to freeze bank accounts, enforce 
through sale of assets, etc.

• Other considerations
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Session 2 – Legal Implications of Global
Restructuring on Your China Operations

• Exits
• Partial closings of operations
• Staff Reductions
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Exit Strategies

• Sale to Other Foreign Party
• Sale to Chinese Party
• Go Dormant
• Closure – De-registration and Liquidation
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Exits – Sale to Foreign Buyer

• Simplest of all exit strategies from process perspective
• Direct on-shore sale of equity vs. sale of shares in off-

shore SPV holdco
• If on-shore, need partner consents (if a JV) and 

government approvals/registrations 
• Assumes that there is a foreign buyer willing to step in
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Exits – Sales to Chinese Party

• Sometimes done as a walk-away – or worse yet, pay to 
get in and pay to get out (now less common in 1st and 
primary 2nd tier cities but still possible in hinterlands)

• Sometimes done with round-tripped Chinese money to 
preserve foreign-invested status (but note impact of new 
rules) 

• If Chinese party purchases all foreign equity directly (i.e. 
not round-tripped), then post-sale the entity must be 
converted into purely Chinese-invested LLC (leave 
process to Chinese party)
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Go Dormant

• See slides on Partial Closures and Collective Dismissals
• Still required to maintain corporate existence AND 

original corporate registered address 
• If intend to move registered address to reduce overhead 

costs, then need approvals (may be more difficult if 
moving to new tax district)

• If there is no activity for 6 months, registration authorities 
can take action to deregister  
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Exits – De-registration and Liquidation

• De-registration is cumbersome, time-consuming and 
expensive process

• Requires notices to and clearances from partners, 
creditors and government departments

• Very paper- and process-intensive operation –
• for WFOE or Rep Office, need someone on the ground 

with access to original documents and chops, etc. 
(more challenging if you have already fired everyone) 

• for JV, you can entrust the process to your Chinese 
partner but you still need to make sure your interests 
are properly protected
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Partial Closing of Operations – Practical 
Considerations

• See slides on employee terminations
• Early termination of office, retail or factory leases
• Transfer of land use rights for “owned” property
• Sale or redeployment of equipment brought in as part of 

capital investment 
• Possible trigger of loan covenants and provisions under 

articles of association
• Other considerations
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Staff Reductions – Impact of the Labour
Contract Law

• Terminations
• Collective dismissals
• Severance
• Other considerations
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Termination By Employers

Employers cannot dismiss employees at will. 
There must always be a legally recognized 
ground for termination.

• Termination without notice 

• Termination with notice
• Collective dismissals

• Employees protected from termination
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Termination without Notice

Termination without notice is permitted for what are considered to be 
egregious breaches, i.e. when an employee

• fails to meet the recruitment requirements during the 
probationary period;

• seriously violates the company rules and policies;
• corrupts or derelicts duties (causing severe damage to the 

employer); 
• has concurrently been employed by another employer, 

severely affecting the performance of his duties or the 
employee refused to rectify upon request;

• has caused the employer to enter into a labor contract through 
fraudulent or coercive means or taking advantage of the 
employer' vulnerability; or

• is prosecuted for criminal liability in accordance with law.
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Termination with Notice
The employer can terminate a labor contract subject to giving 30
days' prior written notice or the payment of one extra month's salary 
to the employee on any of the following grounds:

• an illness or a non-work related injury causes the employee 
unable to perform the original work or replacement work 
arranged by the employer

• the employee is proven incompetent even after training or 
transfer to a new position

• where a material change in the objective circumstances 
under which the labour contract was entered into has 
rendered such labour contract incapable of being performed, 
and the parties, after consultations, failed to reach an 
agreement on the amendment of such labour contract.

One month's extra salary shall be the previous month's salary.
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Collective Dismissals

• Collective dismissals mean termination of more than 20 
employees or 10% of total employees

• The Labour Contract Law expands the grounds for collective 
dismissals. Collective dismissals are allowed where:
� the employer to be restructured in accordance with the 

Enterprise Bankruptcy Law;
� the employer runs into serious operational and management 

difficulties;
� the employer switches production, introduces a major 

technological innovation, or adjusts its business model, and, 
after amendment of labour contracts, still needs to lay off 
employees;

� where any other objective economic circumstances taken as 
the basis for conclusion of the labour contract have materially 
changed, so that the labour contract can no longer be 
performed.
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Collective Dismissals (Cont.)

• The employer must explain the situation to the labour 
union or all of its employees and report the lay-off plan 
to the local labour administrative authorities after 
soliciting the opinions of the labour union or employees.

• The employer must retain in priority certain categories 
of employees:
� who have entered into long fixed-term labor contracts;
� who have entered into open-term contracts; or
� who are the sole employed person in a family and 

need to support seniors and minors.
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Employees Protected from Termination

The following employees are protected from termination with notice or 
collective dismissals:

• employees who are suffering from occupational illness;
• employees who have lost or partially lost the ability to work due 

to a work related injury or diseases;
• employees who are within the statutory period for medical 

treatment;
• employees who are  in a pre/post – natal period or nursing ;
• employees who have worked uninterruptedly for 15 years with 

the same employer and are less than 5 years from statutory 
retirement age; or

• employees under other circumstances provided by laws or 
administrative regulations.
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Ineffectiveness of Labor Contracts

Employers and employees cannot agree on any other events where the 
labor contract becomes ineffective except for those provided in law, 
which are:

• the term of the labor contracts has expired;
• the employee reaches the statutory retirement age;
• the employee died or is declared dead or to have disappeared 

by court;
• the employer has been declared bankrupt in accordance with 

law;
• the employer has its business license revoked, is ordered to 

shut down or is closed down, or the employer has decided to go 
into early dissolution;

• other circumstances provided in laws or administrative 
regulations.



www.lovells.comLovells 40

Termination of Special Employees

� Part-time employees 

- Employees working not more than 4 hours per day or 24 hours 
per week

- Part-time employees can be terminated without notice and 
severance.

� Dispatched employees 

- Termination of dispatched employees must go through 
dispatched agencies.
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Unlawful Termination

Where the employer unlawfully has terminated a labour contract, 

� the employee has the right to demand that the employer continue to 
perform his contractual obligations unless the labor contract is proven not 
able to be performed; or

� If the employee does not require the employer to continue to perform 
the labour contract or the labor contract is proven not able to be performed,
the employer will be liable to pay compensation equal to double severance.

If the employer has paid compensation equal to double severance, it does 
not need to pay severance to the employee.
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Termination of Labor Contracts By Employees

Under the Labor Contract Law,

� employees are entitled to terminate labour contracts by giving 30 days’
notice (or 3 days’ notice during the probationary period).  In such cases, 
employees are not entitled to severance payments.

� employees are also entitled to terminate labour contracts and receive 
severance pay in different circumstances, including: 

- where the company rules and policies are illegal and damage 
their interests;

- where the employer fails to provide the labor protection or 
working conditions agreed in the contract;

- where the employer fails to make full and timely payment of 
remuneration; 

- where the employer fails  to pay social welfare insurance 
premiums; or

- other circumstances provided in laws or administrative 
regulations.
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Termination of Labour Contracts By 
Employees (Cont.)

An employee shall be entitled to terminate his/her labour contract immediately 
without giving prior notice to the employer:

� where the employer compels the employee to work by means of violence,     
threats or illegal restrictions on personal freedom; or 

� where the employer issues unlawful instructions or demands that the 
employee perform    unsafe work which endangers the employee’s personal 
safety. 
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Severance

Employers must pay severance in the following circumstances:

� termination based on agreement;

� termination by employees except resignation;

� termination by employers with notice;

� collective dismissals;

� expiry of a fixed term labor contract or a labor contract with a term of 
completion of a specific task (except where the employee refuses to 
renew the labor contract when being offered the same or better 
conditions);

� Ineffectiveness of labor contracts caused by declared bankruptcy, 
closing down or dissolution of the employer; or 

� Other circumstances provided in laws or administrative regulations.
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Severance (Cont.)

� The compensation must be paid considering the number of years 
worked with the same employer, but is calculated on the basis of one 
month’s salary for each year of service. 

� One month’s salary means the employee’s average monthly salary for 
the 12 months prior to the termination. A period of less than six months 
gives rise to an entitlement to half a month’s salary, and any period 
between 6 months and 1 year is counted as a full year.

� If the monthly salary is greater than three times the average monthly 
salary of employees in the employer’s area for the previous year, the 
severance compensation is capped at three times this average monthly 
salary and in total the severance is capped at 12 months’ salary. 
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Q & A
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Contact us
Lovells

Beijing Office 
Oriental Plaza
Level 2 Office Tower C2
The Towers Oriental Plaza
No. 1 East Chang An Avenue
Beijing 100738
Tel: +86 10 8518 4000
Fax: +86 10 8518 1656

SLGA
Oriental Plaza
Level 5 Office Tower C2
The Towers Oriental Plaza
No. 1 East Chang An Avenue
Beijing 100738
Tel: +86 10 8518 3199
Fax: +86 10 8518 1656
E-mail: contact@sglalaw.com
www.sglalaw.com

Tahota

Chengdu Office
25/F and 27/F, Tower A, World Trade Centre
Shuncheng Street
Chengdu, 610015
Tel +86 28 8662 5656
Fax +86 28 8676 1128
www.tahota-lawyer.com


