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1. New Regulations on Cross-Border Data Flows Officially in Effect

Authors: Angus XIE | Huayi CHEN | Jiyan LIU

The Cyberspace Administration of China (CAC) issued the Provisions on Regulating and Promoting Cross-
Border Data Flows (Draft for Comments) ( {Fia FE it 5 d i S5 sh Bl e (iEsR & WLA%) ) ) on September
28, 2023 seeking public comments, which garnered significant attention. Yesterday (March 22, 2024),
the CAC issued the official version of the Provisions on Promoting and Regulating Cross-Border Data
Flows ( (GG FEdt5E B EimsME ) ) (the “Official Provisions”), which came into effectimmediately
upon publication.

Meanwhile, the CAC also issued the Guide to the Application for Security Assessment of Outbound Data
Transfers (Second Edition) ( (E# 5 2 215 k38 (B /D) ) and the Guide to the Filing of the
Standard Contract for Outbound Transfer of Personal Information (Second Edition) ( /™ \1& 2 H ibrvE
A% EIRE (5 /D) ), providing detailed procedural guidance for data processors. Data processors
can now use the “Outbound Data Transfers Application System” (https://sjcj.cac.gov.cn) to apply for
security assessment of outbound data transfers and file standard contracts for outbound personal
information transfers.

Main content of the Official Provisions

The Official Provisions clarify the applicable standards for data processors in cross-border data transfers,
including security assessment, standard contract for outbound transfer of personal data, and personal
information protection certification. The main contents of the provisions are as follows:

Security assessment of outbound data transfers: Critical information infrastructure operators (CIIOs)
shall undergo a security assessment when transferring personal information or important data outside
China. Other entities also need to conduct a security assessment when transferring important data or a
large volume of personal information, with specific thresholds set at personal information (without sensitive
personal information) of more than 1 million individuals or sensitive personal information of more than
10,000 individuals accumulated from January 1 of the current year.

Standard contract of outbound personal information transfers (or personal information protection
certification): Non-CIIO entities transferring non-sensitive personal information of more than 100,000 but
less than 1 million individuals must enter into a standard contract with the offshore recipient or obtain
personal information protection certification. For the transfer of sensitive personal information, a standard
contract or personal information protection certification must be obtained even if the volume is less than
10,000.

Firstly, the most significant difference between the Official Provisions and the draft provisions for public
comments is the further clarification of the distinction between sensitive and non-sensitive personal
information in outbound data transfer regulation, and the adjustment of the quantity thresholds for security
assessment and personal information outbound transfer standard contracts (or personal information
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protection certifications) accordingly.

Specifically, for non-ClIO entities, the Official Provisions set the threshold for security assessment at
personal information (without sensitive personal information) of more than 1 million individuals or sensitive
personal information of more than 10,000 individuals per year. The threshold for personal information
outbound transfer standard contracts (or personal information protection certifications) is set at non-
sensitive personal information of more than 100,000 but less than 1 million individuals. For the outbound
transfer of sensitive personal information, a standard contract or personal information protection
certification is required even if the volume is less than 10,000.

In contrast, the draft provisions previously stipulated that the outbound transfer of personal information of
less than 10,000 individuals to foreign entities within a year would not require the outbound data transfer
security assessment, personal information outbound transfer standard contract, or personal information
protection certification, without distinguishing between general and sensitive personal information.

Therefore, the Official Provisions reflect a further relaxation of regulation for general personal information,
while increasing regulation for sensitive personal information. As a result, companies transferring a

small amount of sensitive personal information outside China could not be exempt from entering

into a personal information outbound transfer standard contract under the Official Provisions as

contemplated under the draft provisions.

Secondly, the Official Provisions provide clearer requirements for the compliance obligations of CIIOs.
The draft provisions previously stipulated that state organs and CllOs transferring personal information
and important data to offshore entities should follow relevant laws, administrative regulations, and
departmental rules. In contrast, the Official Provisions clarify that CllOs must undergo a security
assessment when transferring personal information or important data outside China, with other data being
exempted.

In addition, the Official Provisions continue the trend of relaxed regulation from the draft provisions in other
aspects, as reflected in the following exemptions for applying for outbound data transfer security
assessment, entering to personal information outbound transfer standard contract, and obtaining personal
information protection certification:

1. Important data: Data processors should identify important data according to relevant regulations.
For data that has not been notified or publicly released as important data by relevant departments
or local government, data processors do not need to apply for security assessment on the basis of
important data.

2. Negative list of Free Trade Pilot Zones: Free Trade Pilot Zones of China could set forth
a negative list of data which should be subject to security assessment, standard contract
or personal information protection certification under the data classification and graded
protection system of the State. The negative list will become effective upon approval and
registration. After that, outbound transfer of data by entities within the Free Trade Pilot
Zones would be exempt from security assessment, standard contract or personal
information protection certification if the data does not fall within the negative list.
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3. Data category exemption: The provision of data collected and generated in international trade,
cross-border transportation, academic cooperation, transnational manufacturing, and marketing
activities overseas with no personal information or important data is exempt from outbound data
transfer security assessment, personal information outbound transfer standard contract and
personal information protection certification.

4. Overseas data exemption: The offshore provision of personal information collected and
generated overseas by the data processors and transmitted to China for processing is exempt from
outbound data transfer security assessment, personal information outbound transfer standard
contract and personal information protection certification, provided that no domestic personal
information or important data is introduced during the processing.

5. Specific scenario exemptions:

B Where personal information has to be transferred outside China for the purpose of entering into or
performing contracts to which the individual is a contracting party, such as in the event of cross-
border shopping, cross-border remittance, cross-border account opening, air ticket and hotel
booking, visa application processing and examination services, etc.;

B Where employees’ personal information has to be transferred outside China for the purpose of
implementing human resource management under the employment policies established and
collective employment contracts signed in accordance with the law; and

B  Where personal information has to be transferred outside China in order to protect the life, health
and property safety of natural persons in case of emergency.

6. Volume-based exemption: Non-CIIO entities who provides personal information records (without
sensitive personal information) of less than 100,000 individuals outside China since January 1st of
the current year.

Identification of sensitive personal information, important data, and ClIOs

Due to the above changes, the identification of concepts such as sensitive personal information, important
data, and ClIOs is crucial for understanding the specific scope of application of the Official Provisions.
The CAC also responded specifically to these issues in its answers to journalists’ questions.

Sensitive personal information

Sensitive personal information refers to personal information that, if disclosed or misused, could easily
lead to the infringement of an individual’s personal dignity or endanger personal and property safety. This
includes biometric information, religious beliefs, specific identities, medical health, financial accounts,
whereabouts and other information, as well as the personal information of minors under the age of 14.

The Information Security Technology — Personal Information Security Specification ( ({5 & % & A />
NE B 224 38) ) (GB/T 35273-2020) provides more specific guidance on the identification of sensitive
personal information, with the following examples of sensitive personal information according to the
specification:
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Category Example information

Bank accounts, authentication information (passwords), deposit information (including
fund amounts, payment and receipt records, etc.), property information, credit records,
Personal property information | credit reporting information, transaction and consumption records, account activity, etc.,
as well as virtual currencies, virtual transactions, game redemption codes, and other
virtual property information.

Records related to personal iliness and treatment, such as symptoms, hospitalization
logs, physician’s orders, test results, surgical and anesthesia records, nursing notes,
medication history, drug and food allergy information, reproductive health information,
past medical history, diagnosis and treatment situation, family medical history, current
medical history, infectious disease history, etc.

Personal health and
physiological information

Personal biometrical Personal genes, fingerprints, voiceprints, palm prints, earlobe geometry, iris patterns,
information facial recognition features, etc.

Identity cards, military officer certificates, passports, driver’s licenses, work permits,

Personal identity information . ) . .
social security cards, residence permits, etc.

Sexual orientation, marital history, religious beliefs, undisclosed criminal records,
communication records and content, contact lists, friend lists, group memberships,
travel histories, web browsing history, accommodation information, precise location
data, etc.

Other information

Important data

According to the Measures for Security Assessment of Outbound Data Transfers, important data refers to
data that, if tampered with, destroyed, disclosed, or illegally obtained or utilized, may endanger national
security, economic operations, social stability, public health and safety, etc.

The Data Security Law stipulates that the national data security work coordination mechanism shall
coordinate with relevant departments to develop the important data catalogs and strengthen the protection
of important data. Local governments and departments should determine the specific catalog of
important data for their region, department, and relevant industry or field according to the data classification
and graded protection system, and protect the data included in the catalog as a priority.

For the identification of important data, further clarification will be provided in documents such as the draft
for approval of the Data Security Technology — Data Classification and Grading Rules ( {¥¥i %4 1A
BE S0 IR ) (GB/T 43697-2024) and the daft for comments of the Information Security Technology
— Important Data Identification Guide ( {15 B %4 A HEHEHIEIRMIER) ).

In this regard, the Official Provisions clarifies that if data has not been notified or publicly released as
important by relevant departments or local governments, data processors do not need to apply for security
assessment on the basis of important data, providing companies with greater certainty.

Critical information infrastructure operators

According to the Regulations on the Security Protection of Critical Information Infrastructure ( { < {5 5
FE Tl i %2 4 R 3 46 9] ) ), critical information infrastructure refers to important network facilities and
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information systems in public communication and information services, energy, transportation, water
conservancy, finance, public services, electronic government affairs, defense science and technology
industry, and other important industries and fields, as well as others that, if damaged, lose function, or have
data leaked, may seriously endanger national security, national economy and people’s livelihood, and
public interest.

The competent departments and supervisory bodies responsible for the important industries and fields
involved shall formulate the rules for identifying critical information infrastructure in their industry or field,
organize the identification of critical information infrastructure in their industry or field, and promptly notify
the ClIOs of the identification results.

In practice, similar to important data, if a company has not been explicitly notified by the relevant
departments, it does not need to assume that it is a CIIO.

Impact on companies and recommendations
Facing the Official Provisions, companies should take the following measures to ensure compliance:

Personal information outbound transfer scenario evaluation: Companies should re-evaluate their data
transfer activities, grasp the data scenarios in their business operations and daily management, and the
specific categories and quantities of data transferred, and determine the data outbound transfer
compliance obligations they should fulfill corresponding to the Official Provisions;

Identification of sensitive personal information: Since the Official Provisions require that for the
outbound transfer of sensitive personal information, even if the volume is less than 10,000, a standard
contract or personal information protection certification must be fulfilled, companies should pay special
attention to whether there is any sensitive personal information in their data transferred that does not
belong to the exempted scenarios. For example, the ID numbers and bank account information of
employees transferred abroad by the company can be exempted, while the ID numbers of contact persons
from other cooperating parties may not be exempted and require entering into a standard contract;

Continuous obligations: Even in the exempted scenarios of security assessment, standard contract and
personal information protection certification, companies still have obligations regarding the outbound
transfer of personal information, including the obligation to inform, obtain individual separate consent,
conduct personal information protection impact assessments. For any outbound data, they must also
fulfill data security protection obligations, take technical and other necessary measures to ensure the
security of data transfers, and in the event of a data security incident or a possible occurrence, take
remedial measures and report promptly to the provincial-level or higher cyberspace administration
departments and other relevant competent departments.

In summary, the new regulations provide clearer guidance and requirements for cross-border data flows,
and companies need to closely monitor these changes and promptly adjust their data management and
protection strategies to ensure compliance and protect the rights and interests of both the companies and
their users.
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2. Setting Up A Subsidiary in the US — A Guide for Chinese Investors

Author: Mike Chiang of Han Kun LLP

In the global business landscape, many Chinese companies seek to establish a presence in the U.S.

market. The available strategies include forming joint ventures, establishing branch offices, creating

subsidiaries, or acquiring existing entities.

Business Establishment Options:

www.hankunlaw.com

Joint Ventures/Contracts

Joint ventures with U.S. partners involve collaborative business arrangements where two or more
parties combine resources for a particular project or business activity. Key aspects include:

B Collaborative Nature: Joint ventures allow for pooling of expertise, resources, and market
knowledge, fostering innovation and expanding business capabilities.

B Shared Risks: Risks are shared between the parties, which can mitigate the impact on any single
entity. However, this also means shared responsibility for losses or failures.

B Legal Complexities: They often involve complex legal agreements detailing the structure, roles,
responsibilities, profit-sharing, and management of the joint venture. Navigating different
regulatory environments, especially across international borders, adds to the legal intricacies.

B Cultural and Operational Integration: Integrating different corporate cultures and operations can
be challenging and requires careful management.

B Exit Strategy: Provisions for dissolution or exit from the joint venture are critical and must be
clearly outlined in the agreement.

Joint ventures require careful planning, clear agreements, and ongoing management to balance
collaboration with individual business goals. Effective joint ventures are often built on strong, long-
standing relationships where partners have developed mutual trust and clear communication channels.
Without a history of collaboration, misunderstandings and misalignments in business practices and
objectives are more likely.

Branch Offices
Operating a business as a branch company in the U.S. carries certain liabilities and risks:

B Direct Liability: Unlike a subsidiary, a branch office does not offer a separate legal entity status.
This means the Chinese head company is directly liable for the actions and debts of the branch. If
the branch faces legal issues, the Chinese head company’s assets may be at risk.

B Tax Implications: Branches are subject to U.S. tax on their income earned in the U.S. This can
lead to double taxation — both in the U.S. and in China.
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Regulatory Compliance: Both branches and subsidiaries must comply with both federal and state
regulations in the U.S., However, unlike the subsidiary, a branch, being a foreign entity, might face
additional reporting requirements and scrutiny particularly in areas like banking and financial
services. Non-compliance can result in legal and financial penalties.

Jurisdictional Exposure: Operating as a branch exposes the Chinese head company to U.S.
jurisdiction, meaning it can be sued in U.S. courts. This can involve costly legal proceedings and
potential damages.

Reputation Risk: Since the branch is not a separate legal entity, any negative publicity or legal
issues in the U.S. can directly impact the Chinese head company’s reputation worldwide.

Il. Subsidiaries

The main benefits for Chinese companies in setting up a subsidiary to operate a business in the U.S.

include:

Limited Liability Protection: A subsidiary, as a separate legal entity, limits the Chinese parent
company’s liability. This means that the liabilities of the subsidiary do not extend to the Chinese
parent company.

Tax Benefits: Subsidiaries can take advantage of U.S. tax laws and treaties, potentially reducing
the overall tax burden.

Operational Independence: A subsidiary can operate independently, with its own management
and operational strategies tailored to the U.S. market.

Market Perception: A U.S.-based subsidiary can enhance the brand’s image and credibility in the
U.S. market, potentially leading to increased customer trust and business opportunities.

Access to Funding: Subsidiaries may have better access to U.S. financing options, including
loans and investment opportunities.

Compliance and Regulatory Advantages: Navigating U.S. laws and regulations can be more
straightforward with a U.S.-based subsidiary, as it is subject to U.S. jurisdiction and legal standards.

IV. Acquiring existing U.S. Businesses

Chinse companies may also set up their businesses in the U.S. by acquiring existing U.S. businesses

through asset purchases, stock purchases, or mergers. When considering asset purchases, stock

purchases, or mergers, key factors to consider include:

www.hankunlaw.com

Due Diligence: Assess the financial, legal, and operational aspects of the target company.

Legal and Tax Implications: Understand how each option impacts taxation and liability. Asset
purchases can offer tax benefits and less liability risk, while stock purchases involve acquiring all
the company’s liabilities.

Integration: Consider the ease of integrating assets, operations, and culture, especially in mergers.
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Financing: Evaluate how the transaction will be financed and its impact on cash flow and balance
sheet.

Regulatory Approvals: Ensure compliance with all necessary regulatory requirements and
approvals.

Future Value: Consider the long-term strategic value and potential growth of the acquired assets
or company.

Most buyers establish a new entity for transactions, particularly in mergers and acquisitions, for several

reasons:

Liability Isolation: A new entity can isolate liabilities, ensuring that the buyer is not directly
exposed to the liabilities of the target company.

Financing and Investment Structure: Establishing a new entity allows for more flexible
structuring of financing and investment, accommodating different investor needs and risk profiles.

Operational Flexibility: A new entity may offer operational flexibility, making it easier to integrate
assets, manage operations, and eventually divest if needed.

Tax Considerations: A new entity can be structured in a way that optimizes tax implications for
the transaction.

Regulatory Compliance: It can also simplify regulatory compliance and approvals, especially in
complex transactions involving multiple jurisdictions.

These considerations are aimed at maximizing the transaction’s strategic value while minimizing

potential risks.

For many of the above reasons and considerations, most of the Chinese companies choose to set up

wholly-owned subsidiaries to operate their new or acquired businesses in the U.S.

Steps for Establishing a US Subsidiary

The below section focuses on the establishment of subsidiaries, and their subsequent management,

governance, and maintenance, etc.

www.hankunlaw.com

Choosing State

Incorporation in the US is state based whereby the process of forming a corporation, including its legal

and regulatory framework, is governed by individual state laws rather than a single, unified federal law.

When deciding which state to incorporate a corporation in the U.S., the following considerations are

typically important:

B Corporate Laws and Legal Environment: Each state has its own set of corporate laws, which

can affect everything from formation to operation and dissolution of the corporation.
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B Tax Implications: States vary in their corporate tax rates and policies. Some states, like
Delaware and Nevada, are known for their tax-friendly environments.

B Filing and Maintenance Fees: The costs associated with incorporating and maintaining a
corporation can vary significantly from state to state.

B Privacy Concerns: Some states offer more privacy for corporate owners and officers than others.

B Market Accessibility and Presence: Proximity to key markets and the presence of a particular
industry ecosystem can be crucial, especially for businesses relying on local supply chains and
customer bases.

B Court Systems: The reputation and predictability of a state’s legal system, particularly in handling
business disputes, can be a significant factor.

Selecting the right state depends on the specific needs and strategy of the business. Many
businesses choose states like Delaware due to its business-friendly environment, but the optimal
choice can vary greatly depending on the specific circumstances of the business.

Choosing Entity Type

Corporation and Limited Liability Company are the two most common types of business entity chosen
by the Chinese investors. When choosing between a corporation and an LLC for a business entity in
the U.S., consider the following differences:

B Taxation: Corporations are subject to double taxation (corporate level and then shareholder
dividends), whereas LLCs typically offer pass-through taxation (profits taxed only at the individual
level).

B Ownership and Investment: Corporations can issue stocks, making them more suitable for
raising capital. LLCs have more flexible ownership structures but cannot issue stocks.

B Management Structure: Corporations require a board of directors and have a more rigid structure.
LLCs offer more flexibility in management and operations.

B Regulatory Compliance and Formality: Corporations face more stringent regulatory compliance
and are required to hold regular board meetings, keep minutes, and maintain detailed records.
LLCs have fewer formal requirements.

B Future Goals and Expansion: Consider long-term business goals. Corporations may be better
for larger businesses planning to go public or seeking significant investment.

B Liability Protection: Both offer liability protection, but the extent and nature can vary based on
state law and specific circumstances.

The choice depends on the specific needs and objectives of the business.
Incorporation and Formation Process

The incorporation process for a corporation and the formation process for an LLC in the U.S. are as
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follows:

B Choose a Business Name: Select a unique name that complies with state regulations.

B Select a State for Incorporation/Forming an LLC: Decide the state where you will incorporate
or form the LLC.

B Prepare and File Articles of Incorporation (for a corporation) or Articles of Organization (for
an LLC): These documents are filed with the state’s business filing office, including details like
business name, purpose, and initial directors/members.

B Appoint a Registered Agent: Designate a representative to receive official documents on behalf
of the company or LLC.

B Create and Adopt Bylaws (for a corporation) or an Operating Agreement (for an LLC): These
internal documents outline governance and operating procedures of the company or LLC.

B Obtain Necessary Licenses and Permits: Depending on the type of business and location,
various licenses and permits may be required.

B Register for Taxes and Obtain an EIN: Register for state and federal taxes and obtain an

Employer Identification Number (EIN) from the IRS.

Each step involves specific legal requirements that can vary by state.

IV. Management and Governance Structures of U.S. Subsidiary

1.

For corporation

The management and governance structure of a corporation is typically composed of three primary

tiers: shareholders, directors, and officers. Each tier has distinct roles and responsibilities in the

corporation’s governance:
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Shareholders: Shareholders are the owners of the corporation. They invest capital in the
business in exchange for ownership shares, granting them certain rights, including the right to vote
on major corporate decisions and elect the board of directors. However, shareholders do not
directly manage the day-to-day operations of the corporation. Their influence is typically
exercised during annual meetings or special meetings where they vote on significant matters like
mergers, acquisitions, and changes to the corporate charter.

Board of Directors: The board of directors is elected by the shareholders and holds the primary
responsibility for overseeing and setting the overall strategic direction of the corporation. The
board’s key functions include appointing and supervising the officers who manage the daily
operations, approving major business decisions, setting corporate policies, and ensuring the
company’s accountability to its shareholders. Directors have a fiduciary duty to act in the best
interests of the corporation and its shareholders.

Officers: Officers, including positions like the Chief Executive Officer (CEQ), Chief Financial Officer
(CFO), and Chief Operating Officer (COOQ), are responsible for the day-to-day management and

10
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administration of the corporation. They are appointed by the board of directors and are charged
with implementing the board’s policies and decisions. Officers manage the company’s
operational aspects, make executive decisions, oversee employees, and report regularly to the
board on the company’s performance.

2. ForLLCs

The management and control structure of an LLC is more flexible compared to a corporation and can
be customized to suit the specific needs of its members (owners). The two primary structures for an
LLC are member-managed and manager-managed:

A. For Member-Managed LLCs

B In a member-managed LLC, all members (owners) participate directly in the management of the
company.

B Members make decisions and run the day-to-day operations.

B This structure is more common in smaller LLCs where the owners are actively involved in the
business.

B The rights, duties, and proportion of control of each member are usually outlined in the LLC’s
operating agreement.

B. For Manager-Managed LLC

B In a manager-managed LLC, the members appoint one or more managers to handle the LLC’s
daily operations.

B The managers can be members of the LLC or outside parties.

B Members not serving as managers typically have a less active role in the day-to-day management
but retain control over major business decisions.

B The operating agreement specifies the managers’ powers, duties, and the extent of their authority.

Regardless of the management structure, the LLC’s operating agreement is a crucial document. It
outlines the governance structure, including how decisions are made, the distribution of profits and
losses, and the procedures for adding or removing members or managers. This agreement provides
the flexibility that allows an LLC to tailor its management structure to its specific needs.

In both types of management structures, members of an LLC enjoy limited liability protection, meaning
their personal assets are generally protected from the LLC’s debts and legal liabilities. The choice
between member-managed and manager-managed structures depends on factors like the size of the
LLC, the number of members, the level of involvement desired by the members in the business, and
the complexity of the business operations.

V. Capitalization Requirements and Strategies for U.S. Subsidiary

The capital structure of a U.S. corporation and an LLC differs significantly.

www.hankunlaw.com
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1. Corporation Capital Structure

The capital structure of a U.S. corporation typically comprises two main components: equity and debt.
Here’s a brief overview of each:

B Shares of Stock: The most fundamental aspect of a corporation’s equity is its stock, which
represents ownership in the company. This can be divided into different types, commonly as
common stock and preferred stock. Holders of common stock generally have voting rights and
receive dividends. They are last in line when it comes to claims on the company’s assets.
Preferred shareholders usually have a higher claim on assets and earnings than common
shareholders, such as receiving dividends before common shareholders.

B Debt: Corporations can also raise capital through debt, which involves borrowing money that must
be paid back with interest. This can be in the form of bonds, loans, or other debt instruments.
When a corporation issues bonds, it is borrowing money from investors to whom it will pay back
the principal amount at a future date (maturity date), along with interest payments at specified
intervals.

One question that Chinese investors often sked about the capital structure is “what are the authorized
shares of a U.S. corporation?”.

The authorized shares are the total number of shares that a corporation is legally permitted to issue
as outlined in its articles of incorporation or corporate charter. This number sets the upper limit on
the number of shares the company can issue to shareholders. The number of authorized shares can
be increased through a formal amendment of the corporate charter, typically requiring shareholder
approval. Not all authorized shares are issued to shareholders. They represent the potential for future
financing or other corporate actions like stock options or convertible bonds.

Differently from authorized shares, issued shares of a U.S. corporation refer to the portion of authorized
shares that have been sold and distributed to shareholders. Once shares are issued, they represent
ownership and equity in the company. Payment for the issued shares can be in the form of cash,
property, services, or other forms of assets or a combination of them.

2. LLC Capital Structure

The capital structure of a U.S. LLC is somewhat different from that of corporations. Unlike
corporations, which have a structured share system, LLCs offer more flexibility in terms of how they
are funded and how ownership is distributed. Here are the key elements:

B Member Contributions: The primary component of an LLC’s capital structure comes from its
members (the LLC equivalent of shareholders) who contribute capital to the LLC. These
contributions can also be in the form of cash, property, services, or other forms of assets or a
combination of them. The value of each member’s contribution typically determines their
percentage of ownership in the LLC.

B Operating Agreement: LLCs are governed by an operating agreement, a key document that
outlines the capital contributions of each member, their ownership percentages, rights,

www.hankunlaw.com
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responsibilities, and the distribution of profits and losses. The operating agreement can be very
flexible and tailored to the specific needs and agreements of the members.

No Stock Issuance: Unlike corporations, LLCs do not issue stock. Ownership is based on the
percentage interest that each member holds in the LLC, as defined in the operating agreement.

Profit and Loss Distribution: Profits and losses can be distributed among members according to
their percentage of ownership, or the operating agreement can specify a different distribution
method.

Additional Capital Contributions: The operating agreement may include provisions for additional
capital contributions by members or the admission of new members.

Debt Financing: LLCs can also raise capital through debt, just like corporations. They can take
out loans, issue bonds, or engage in other forms of borrowing. However, the liability for this debt
may depend on the terms of the debt instrument and the structure of the LLC.

Flexibility in Capital Structure: One of the advantages of an LLC is the flexibility in structuring
capital contributions and distributions. LLCs can negotiate almost any arrangement that sulits the
members, within the bounds of the law.

It is important to note that while LLCs offer flexibility, they also require clear agreements to prevent

disputes and ensure smooth operation.

VI. Tax Registration and Filing Requirements

The tax registration process in the U.S., including obtaining an Employer Identification Number (EIN)

and filing tax returns, generally involves the following steps:

Obtaining an EIN: Businesses must obtain an EIN from the IRS. This can be done online, by
fax, or by mail. The EIN is a unique number that identifies the business for tax purposes.

Registering for State Taxes: Depending on the state and the nature of the business, you may
need to register for state-specific taxes, such as sales tax or employment taxes.

Filing Federal Tax Returns: Corporations file a corporate tax return (Form 1120), while LLCs with
multiple members file a partnership return (Form 1065), and single-member LLCs report their
business income on the owner’s personal tax return (Form 1040, Schedule C).

Filing State Tax Returns: If operating in a state with corporate income tax, businesses must file
state tax returns. The requirements vary by state.

Paying Estimated Taxes: Businesses may be required to pay estimated taxes quarterly if they
expect to owe tax above certain specific amounts when their return is filed.

Each business’s tax responsibilities may vary based on its structure and location, so it’s advisable to

consult with a tax professional for specific guidance.

www.hankunlaw.com

13



HAN KUN

VII. Tax Treatments for corporations and LLCs

The tax treatments for corporations and LLCs owned by Chinese shareholder(s) or member(s) vary.

1.

2.

For Corporations

Regardless of the nationality of its shareholders, is subject to U.S. corporate income tax on its
worldwide income. This means it pays taxes on all its income, both from U.S. sources and
international sources, at the applicable corporate tax rate.

Generally subject to corporate income tax at both the state and federal levels.

Face the possibility of double taxation, where the corporation’s income is taxed, and dividends paid
to shareholders are taxed again on the individual’s tax return. Chinese shareholder may be
entitled to 10% withholding tax rate on dividends paid to them under the U.S.-China tax treaty
versus standard 30% rate imposed under U.S. domestic law.

A corporation elects to be taxed as an S corporation passes its income, losses, deductions, and
credits directly to shareholders who then report these on their personal tax returns. The
corporation itself does not pay federal income taxes, thus avoiding double taxation. However, a
U.S. corporation that is owned by Chinese shareholders generally cannot elect to be taxed as an
S corporation. One of the key eligibility requirements for S corporation status is that all shareholders
must be U.S. citizens or residents.

For LLCs

An LLC owned by Chinese members is typically taxed in one of two ways, depending on its tax election

and the nature of its income:

>

>
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Default Taxation as a Partnership or Disregarded Entity

If the LLC has more than one member and has not elected to be treated differently, it is by default
classified as a partnership for tax purposes. The LLC itself does not pay tax, but its income is
passed through to the members. Chinese members must file U.S. tax returns (Form 1040-NR)
to report this income and pay any taxes due.

If the LLC has only one member and has not elected to be treated as a corporation, itis considered
a disregarded entity. The single member reports and pays tax on the LLC’s income on their
personal tax return. If the member is a Chinese individual or entity, they must file a U.S. tax
return (Form 1040-NR for individuals or Form 1120-F for corporations) and pay tax on income
effectively connected with a U.S. trade or business.

Elected Taxation as a Corporation

An LLC can elect to be treated as a corporation. Once this election is made, the LLC is taxed as
a C corporation, which means it pays corporate income tax on its profits. Chinese members of
LLC are taxed only on dividends paid to them, which may be subject to 10% withholding tax under
U.S.-China tax treaty.
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Each state may have different rates and rules for corporate and LLC taxation, making it important to

consult local regulations for specific details.

VIIl. Ongoing Maintenance and Compliance

Ongoing maintenance and compliance obligations for a corporation or an LLC are crucial to ensure

that the business remains in good standing with the state and federal regulatory authorities. These

obligations can vary based on the state in which the business is registered, as well as on the type of

business. However, some common requirements include:
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Annual Reports: Most states require corporations and LLCs to file annual reports. These reports
typically include information about the business entity’s current address, its directors or managers,
and sometimes its financial status.

Renewal of Business Permits and Licenses: Depending on the nature of the business, certain
permits and licenses may need to be renewed regularly.

Record Keeping: Corporations and LLCs are required to keep detailed records of business
transactions, financial statements, meeting minutes, shareholder or member information, and other
significant documents.

Holding Annual Meetings: Corporations are generally required to hold annual meetings of
shareholders and directors. While LLCs are not always required to hold annual meetings, it’s
often recommended.

Updating Information with the State: If there are significant changes in the business, such as a
change in address, management, or business structure, this information must be updated with the
state.

Tax Filings and Compliance: Both corporations and LLCs must file federal and state taxes.

Compliance with Securities Laws: If the corporation or LLC has issued shares or membership
interests, it must comply with federal and state securities laws.

Employment Law Compliance: If the business has employees, it must comply with various
employment laws, including wage and hour laws, anti-discrimination laws, and workers’
compensation requirements.

Maintaining Corporate Veil: Especially for corporations, maintaining the corporate veil
(separation between the business and its owners) is important to protect the owners’ personal
assets from business liabilities. This involves following formalities like keeping personal and
business finances separate.

Foreign Qualification: If operating in states other than the one where the business is registered,
the corporation or LLC may need to make a simple registration as a foreign entity in those states.

Environmental Compliance: Depending on the type of business, there may be specific
environmental regulations to comply with.
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Industry-Specific Compliance: Depending on the industry, there could be additional regulatory
requirements.

The legal responsibilities of directors, officers, and managers in the ongoing management and

compliance of a corporation or LLC are substantial, as they play key roles in ensuring that the business

adheres to legal, ethical, and operational standards. These responsibilities can vary depending on

the specific laws of the state where the business is incorporated or formed, as well as the type of

business entity (corporation vs. LLC). However, there are several general duties and responsibilities

that are commonly applicable:

1.
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For Corporations

Duty of Care: Directors and officers must perform their duties with the care that a reasonably
prudent person in a similar position would use under similar circumstances. This includes making
informed decisions and exercising due diligence in overseeing the company’s operations.

Duty of Loyalty: This duty requires directors and officers to act in the best interest of the
corporation, rather than in their personal interest. Conflicts of interest must be avoided, or if they
arise, they must be disclosed and appropriately managed.

Duty of Good Faith: They must act with honesty and integrity in all dealings on behalf of the
corporation.

Duty of Obedience: Directors and officers must ensure that the corporation complies with all
applicable laws, regulations, and its own bylaws and charter.

Record-Keeping: They are responsible for ensuring that the corporation maintains accurate and
complete records, including minutes of board meetings, financial reports, and other important
documents.

Financial Oversight: Directors and officers are responsible for overseeing the financial health of
the corporation, including budgeting, financial planning, and safeguarding assets.

Policy Implementation and Compliance: They must ensure that the corporation has effective
policies in place for legal and regulatory compliance and that these policies are being followed.

For LLCs

Duty of Care and Loyalty: Like corporations, managers (or managing members in member-
managed LLCs) have duties of care and loyalty to the LLC and its members.

Operating Agreement Adherence: Managers are responsible for conducting affairs in
accordance with the LLC’s operating agreement.

Record-Keeping: Keeping accurate records of all LLC transactions and decisions is crucial.

Financial Management: Managers must manage the LLC’s finances responsibly, which includes
proper accounting and tax filings.
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B Legal and Regulatory Compliance: Ensuring compliance with all relevant laws and regulations
applicable to the LLC’s business.

B Conflict of Interest: Managers must avoid conflicts of interest, and where they exist, they must be
handled transparently.

Directors, officers, and managers should be aware that failure to fulfill these responsibilities can lead
to legal consequences, including personal liability in some cases. Therefore, they often rely on legal
counsel, financial advisors, and other professionals to help navigate these duties effectively.

This article aims to help Chinese investors understand the process and considerations for Chinese

companies looking to establish subsidiaries in the U.S. market.
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Important Announcement

This Newsletter has been prepared for clients and professional associates of Han Kun Law Offices.

Whilst every effort has been made to ensure accuracy, no responsibility can be accepted for errors and

omissions, however caused. The information contained in this publication should not be relied on as

legal advice and should not be regarded as a substitute for detailed advice in individual cases.

If you have any questions regarding this publication, please contact:

Beijing David LI Attorney-at-law

Tel: +86 10 8525 4668

Email: david.li@hankunlaw.com
Shanghai Kelvin GAO  Attorney-at-law

Tel: +86 21 6080 0920

Email: kelvin.gao@hankunlaw.com
Shenzhen Jason WANG Attorney-at-law

Tel: +86 755 3680 6518

Email: jason.wang@hankunlaw.com
Hong Kong Dafei CHEN  Attorney-at-law

Tel: +852 2820 5616

Email: dafei.chen@hankunlaw.com
Haikou Jun ZHU Attorney-at-law

Tel: +86 898 3665 5000

Email: jun.zhu@hankunlaw.com
Wuhan Jiao MA Attorney-at-law

Tel: +86 27 5937 6200

Email: jlao.ma@hankunlaw.com
Singapore Lan YU Attorney-at-law

Tel: +65 6013 2966

Email: lan.yu@hankunlaw.com
New York Mike CHIANG Attorney-at-law

Tel: +1 646 849 2888

Email: mike.chiang@us.hankunlaw.com
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