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A HANDBOOK FOR MERGER & ACQUISITION IN CHINA

A merger and acquisitions procedure, M&A, involves legal and regulatory challenges, and potential legal and financial risk.
In this article we outline the key stages involved in M&A transactions, procedures to be paid attention to, and detail some of
the services we provide clients in order to minimize any risks, stay compliant with Chinese laws and regulations, and maxi-
mize investment return.
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Part I A General Timeline of Key Stages in a M&A Transaction
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Identify the target company

i R

Initialize contact with the target company
5 B Araa b akis

Identify the mode of M&A, and sign a letter of intent
AT X, FHEITERH
Perform Legal and Finance Due Diligence
RIRiA%

Compile documents required for M&A
HAE Iy LA

Negotiate and sigh M&A documents
WF I I LA

Complete government procedures, thus completing the M&A project
JEATBURAR A3t T I 1
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Part 2 Key stages in an M&A procedure, and where we offer the benefit of our
professional services and experienced team
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I)  Preparing for the M&A transaction
W 3 S 6 AT ) T AE

[)-1 Investment demand: Identify the target company
-1 ARIEETEH KLE B 474

The first key step of any M&A process is identifying the target company based on investment demand. This first stage is an
opportunity to gain a thorough understanding of key areas in the target company’s business including operational status,
financial standing, and equity structure. Having an early and detailed understanding of the target company’s business, fi-
nances and legal obligations creates a good foundation for a smooth M&A transaction.
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During this preliminary stage we work with clients in identifying, out of a set of potential target companies, the most appro-
priate target for any M&A based on the investment demand of the client. This can involve us performing a full background
check (registration details, equity structure, shareholders, staff and management team, and other significant stakeholders
in the company) and industry analysis, and often involves working with our information channels and industry partners, to
ensure clients have a full and thorough understanding of the target company before contact is instigated.
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[)-2  Initial contact with the target company, identifying the mode of the M&A, and signing the letter of intent
-2 L5 AAFRANSRTMT A, HEFMFT X, FEITERSH

M&A means merger and acquisition. China’s laws and regulations broadly split M&A into mergers (including consolidation
by merger and merger by incorporation) and acquisitions (including equity acquisition and asset acquisition). When un-
dertaking initial contact with the target company, the investor should identify the mode of M&A so as to ensure the M&A
process drives towards a clear goal and principle.
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A typical letter of intent will include a clause indicating the letter is without legal binding force. In our experience successful
M&A transactions also include a clear outline of the entire M&A process within the letter of intent, which while without le-
gally binding force, illustrates a clear plan and structure resulting in a smooth, well understood, and well planned transaction.
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During this stage we provide legal and financial opinion and advice to help clients better identify the mode of the M&A, out-
line the framework of the M&A, specific content of the letter of intent, and provide co-ordination during initial contact with
the target company.
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II)  Performing legal and financial due diligence on the target company
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Once mutual agreement with the target company has been achieved, a legal and due diligence process should be launched,
building on and extending the initial target company research in step 1. Good due diligence means the investor can achieve
a clear and thorough understanding of the target company’s equity structure, history, assets and liabilities, legal risks, operati-
ons, legal compliance, organizational structure, staff compensation details, social benefit payments and obligations, and other
key business information. A clear and thorough understanding of the target company is more likely to result in a successful
M&A and good investment outcome.
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Companies that do not undertake a full due diligence investigation of the proposed investment at this stage face huge risk

later in the M&A process, or after the merger or acquisition is completed, in areas ranging from asset value and debt obligati-

ons, legal and compliance, to labor force issues.
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We have extensive experience in performing due diligence work. Our due diligence and client communication at this stage

focuses on ensuring clients have a full understanding of the target company’s financial and legal standing and risks, allowing
our client to make an informed decision on continuing the M&A transaction, halting it, or amending conditions.
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III) Compiling specific M&A agreement and related documents according to the selected mode of
M&A, negotiation with the target company, and concreting the content of the M&A documents.
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Depending on the mode of M&A chosen, required documentation may vary. Typical documentation includes may include
an equity (asset) transfer agreement, joint venture contract, or articles of association. If related to an infrastructure conces-
sion project (such as a BOT project), a concession agreement should be signed with related government departments. The
soul of the M&A process lies in the documentation with this documentation determining whether each party’s interest can
be guaranteed and balanced
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We work with clients in drafting M&A documents and producing legal and financial advice for major items in the documen-

tation. We assist in negotiation with the target company, working with and amending documentation with the aim of maxi-

mizing clients interest and helping the M&A process complete smoothly.
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IV)  Government procedures in accordance with specific mode of M&A, China’s related laws and re-
gulations, and completing the M&A process.
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Immediately after signing the M&A documents, in order to complete the M&A, the parties of the new company must im-
plement related government procedures based on the mode of M&A specified. M&A procedures in China are varied, and
depend on the mode of M&A chosen. Any legal non-compliance or regulations ignored or overlooked create a potential
liability for the new company and worsen the interest of the investor. It is crucial to strictly comply with related laws and re-
gulations in completing the government procedural part of the M&A process.
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Our team oversees procedures including government approval, documentation changes, filing, and registration. Our goal is

to ensure the M&A project runs smoothly and legally, and for the benefit of the investor.
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Part 3 Tax Implication in Merger and Acquisition
B = a I B R

The section above described two types of M&A; these types result in different tax treatments. Below we outline taxes invol-
ved in M&A processes, tax rates, and available tax incentives.
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[)  Taxes Potentially Involved in M&A
FF LA P 3 R G BLFF

I)-1 Corporate Income Tax (“CIT”)

D—1 4> W BT 4342

The China tax authority issued a new CIT law and corresponding implementation rules at the end of 2007, effective since
Ist January 2008. Any transactions after 1st January 2008 are managed and controlled under the new tax regime. Under the
new regime the standard CIT tax rate is 25%, while new and high technology enterprises, and environmental protection en-
terprises, are allowed to enjoy a lower tax rate of 15%.
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)-2  Turn-over Tax

D—2 AEHH

Under China’s tax structure, there are three turn-over taxes: Value Added Tax (“VAT”), Business Tax (“BT”) and consumption
Tax (“CT"). We demonstrate how theyre implemented for M&A transactions in the sections below.
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[)-3  Withholding Tax
-3 FRRATFFAL

Withholding tax is a special tax applied to enterprises that have not established a legal entity in China, but benefit from inco-
me from China related business, or enterprises that have established a legal entity but generate income from business in Chi-
na with no relationship to the established entity. The standard rate of withholding tax is 20%, with the rate reduced to 10% as
an incentive rate in the new tax regime.
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[)-4  Stamp Duty
-4 friLit

Both the purchaser and the acquired target company are required to pay stamp duty, usually applied at a rate of 0.03% to 0.05%
of total transferred equity/assets value.
I T 34 T HLAR0.03% F.0.05%49 PP FeHL. 12 PP AEALE LI A FF 0 55 F 45 Ak 69 A/ T AL

[)-5  Other Relevant Taxes—Land Appreciation Tax
-5 H At X HLAr— G EH

If land use rights are to be transferred during the transaction a 30% to 60% progressive tax rate is applied.
BRI ¥, de R AL LA ik, N EZAEA30%260%89 RALE, H TR TEM, KNEET
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The detailed tax table

Rank Ratio between value added and deductable amount Taxrate  Speedy deduction ratio
1 Less than 50% 30% 0

2 50% to 100% 40% 5%

3 100% to 200% 50% 15%

4 Greater than 200% 60% 35%
PR ¥R L 1R B AR R S i Fae kA
1 AL 50% 4 3K 4 30% 0

2 A IE50%E100% 83 5 40% 5%

3 #23E100% £.200%89 3 4 50% 15%

4 1 200%49 4 5 60% 35%
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An example to explain calculation:
=1

Company A transfers the land use right to a foreign company though an asset deal. The original cost for purchasing the land use right is
RMBI0 million, with RMB3 million of relevant land development costs, the selling price of the land use rights is RMB35 million.
WA, B — R FI EIALREE ik e — KN E 0B o 3 L IALAARAGJF A8 A RI000T AR T, J&
BTFL I AI00T AR o % LA ARG E W 435007 AR T

Step One: Calculate the ratio between the value added amount and deductable amount.
FH—, LG 4o R T A £ 509 0L F

RMB(35-10-3) million = RMB 22 million

Deductable amount = RMB13 million

Ratio = 22/13 *100% = 169%

Step Two: Identify related tax rate and speedy deduction ratio

FR=, I E AT 5 i Jda

Per above tax rate table, the tax rate is 50%, and the speedy deduction ratio is 15%.
WA LK T A, MW AHFEA50%, EFdolp FG15%,

Step Three: Calculate the tax

FH=, HH LI
RMB 22 million *50% - RMB 13 million * 15% = RMB 9.05 million

II)  Different Tax Likely to be Involved in an M&A Transaction
R 89 3R AL X T 7T 4B %5 vy 69 BLAT

II)-1  Asset Deal
m—-1 F=HH4m

II)-1-1  For the acquired target company
M—-1-1 - FHFFWEG 3] M F

Under the asset deal the tax will be considered by the acquired target company (“Seller”), the table below gives a detailed
breakdown of relevant tax types:

AT I W 6 AT, BT 8] 2 F S A T AU o
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Sold Assets (for seller)

Relevant Taxes

Land Appreciation Tax (Listed in section above)

Land and Building 5% Business Tax
Intangible Assets 5% Business Tax
Inventory 17% Value Added Tax

Inventory (Goods subject to Consumption Tax)

Various CT tax rate

Second hand equipment (Where sale price is greater than the original value)

2% Value Added Tax

Second hand vehicles (Where sale price is greater than the original value)

2% Value Added Tax

BRI T (=)
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II)-1-2  For the acquirer there are no turn-over taxes involved.
M-1-2 N TREFTmE, FRTEAATRIEHR,

1I)-1-3  For both parties, Stamp Duty should be considered.

M—1-3 M3 FEH & LR A eht

1I)-2  Equity Deal
-2 A HMEH

Both parties should pay 0.05% stamp duty on the consideration amount or value of transfer of stock, whichever is higher.
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ABOUT FINANCIAL DUE-DILIGENCE SERVICE OF BROOK & PARTNERS

About Financial Due-diligence Service of Brook & Partners

K T A6 W 5K TRR B IR 5

In M&A project, it is necessary to check the overall legal and debts status of the company which is to be merged or acquired
(the “Target Company”) so as to find out whether the assets to be purchased are free from any risks, and to find out whether
the assets deal will be impeded by creditors of the Target Company. Therefore, Brook & Partners provides service to our

clients to conduct due diligence review from a financial perspective on the following issues:

1) By assisting the acquirer to understand the target business and therefore increasing the likelihood of the deal achieving
its objectives;

2) By helping clients (to be consistent, you/acquirer) to identify the profit drivers, improve clients’ understanding of all the
relevant issues so that informed decisions can be made;

3) By highlighting key issues to be considered;

4) By providing assistance to negotiate purchase consideration.
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About the Service Team of Transaction Service

% T34 R 55 F A

Mark Ma

Mark Ma is a partner in the Brook & Partners Beijing office. He is responsible for the company’s overall marketing and is also

a core member of the risk control & service quality assessment team.

After graduating from university, Mark Ma started his professional career at Deloitte and Touche. At Deloitte, Mark worked
as a tax consultant, providing advisory and planning services relating to expatriate individual income tax, corporate income
tax and turnover taxes. He established a solid understanding of the China tax regime and China accounting standards. In
2003, Mark joined Motorola China to be an internal auditor, focus on Sarbanes Oxley Act section 404 compliance projects.
At the time Mark was one of the first professionals in mainland China to be actively involved in SOX act compliance issues.

He also won a Bravo Award at Motorola China in 2003.

Mark subsequently joined KPMG’s Beijing office in the Risk Advisory department as an associate and senior accountant. He
was engaged in SOX compliance services, internal audit services and internal control review services. During this period,
Mark learnt KPMG’s methodologies, establishing a sound understanding of risk management, internal control, process
restructuring and SOX Act compliance requirements. The clients he served in this period included Tower, Lucent China,

Cisco and Cummins China.

Mark was also a key management team member and department head of a UK based consulting firm. He was mainly

responsible for engagement negotiation, new client development and overall project control.

Mark is a co-founder and key management team member of Brook & Partners. He is responsible for new market research
and development, new client development and engagement management. He is also one of the leading members of the risk
advisory service project team at Brook & Partners. His clients include Vaisala China, Bimbo China, Rich Products, Balfour

Railway and Valence Energy.

Mark Ma is part-time lecturer of BPP professional, UK. His lecture topics include: Corporate Governance, SOX Act
Compliance, Complete Risk Management and Process Restructuring. He is also the author of two accounting books
published in 2009 and 2010. Mark earned his BA degree from Tianjin University of Finance & Economics. He is a member
of ACCA and speaks both Mandarin and English.
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Mark Ma
Partner
Tel: (86 10) 8586 5359 ext. 8002

E-mail: mark.ma@brookpartner.com
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Shirley Han Director

Shirley is director of Brook & Partners China, focusing on audit & assurance service, internal audit service and financial due-

diligence service in M&A projects.

Shirley owned over 10 years professional service experiences. After graduation, she joined Deloitte as a junior and senior
auditor, providing audit service to multinational enterprises and leading local enterprises, the clients she served include:

Toyota, Panasonic, CRTB, Omron, Saint-gobain group, VW water group and Valeo group.
After that, Shirley joined Salustro CPA as a project manager, which has been combined by KPMG.

Before joining Brook & Partners, Shirley is senior manager of a leading venture capital & investment firm, providing financial

advisory service in M&A projects and Asia market and US market IPO projects.

Shirley earned B.A and could speak fluent Mandarin and English.

Shirley Han
Director
Tel: (86 10) 8586 5359 ext. 8007

E-mail: shirleyhan@brookpartner.com
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Transaction Service:

o Initial Negotiation;

R : } ) Financial Due-diligence;
Ty R .

Y Legal Due-diligence;

Tax Due-diligence;

Post Transaction Legal & Financial Service.
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