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Editor's note:

China has never officially closed its doors, but
cumbersome restrictive measures during the
pandemic led to a virtual standstill in the country’s
exchanges with other nations. Since November
2022, China had gradually optimized its COVID
strategies and lifted most of its quarantine and
travel restrictions domestically. From January 8,
2023, China's exit-entry policy has also been
greatly loosened. The country is now prepared to
embrace the world once again.

At the time of China’s re-opening, the world has
seen profound changes. Inflation, energy crisis
and climate change continue to trouble many
countries, while concerns over economic
recession and security dampen the confidence of
the market. In the face of a complex and uncertain
“new normal” after the "re-opening", is China still
a market worthy of investment?

China remains a promising market for most
foreign investors in a post-covid world. China
remains one of the most friendly nations for
foreign investment and foreign capital. As Premier
Li Kegiang said: "China will not reverse its open
door policy, just as the Yangtze and Yellow Rivers
will not reverse their courses". China's huge
domestic market, robust supply chain, sound
infrastructure, as well as its highly qualified, hard-
working and loyal labor force can bring decent
returns for foreign investors. To remain
competitive in the Chinese market, however,
foreign companies and investors must be more
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active than ever to monitor local regulatory and
market changes, and be more agile in their
strategies and operations.

Taking advantage of its more than 30 years of
experience in assisting foreign clients, JunHe
prepared this series title "Doing Business in a Re-
opened China" to summarize in Q&A form the
most common questions foreign investors have
regarding investing and doing business in China.
We have also designed novel legal service
products to address client needs. With these
efforts, we are hopeful that foreign investors and
companies can steer clear of hidden rocks in
China, build more confidence, and remain
competitive and prosperous in this important
market.

Episode I: Toes in Water

Chapter | - How to Conduct Due Diligence on
Chinese Suppliers

Introduction

Foreign companies and foreign-invested
companies need law-complying and reputable
business partners in China. It is important to
conduct due diligence on their Chinese suppliers.
In this chapter, we answer some of the most
frequently asked questions from our clients
regarding due diligence on Chinese suppliers.

1. Is it common to conduct due diligence on



suppliers in China'?

Due diligence on suppliers in China is very
common. Foreign companies, foreign-invested
companies, as well as domestic state-owned and
privately-owned companies in China all conduct
due diligence on potential business partners due

to commercial considerations or internal

requirements.

2. What are the focuses during supplier due
diligence?

The focuses of supplier due diligence depend on
the purposes of the investigation. Many
investigating parties are particularly interested in
the legal compliance of Chinese suppliers,
especially anti-corruption compliance, so the
focus is often on the current and historical
compliance of the suppliers, including any record
of administrative penalties or litigation involving
the suppliers and their executives, shareholders,
and actual controllers. Questions are frequently
asked if they have engaged in commercial bribery
or other misconduct, and whether they are
affiliated with the employees or management of
the investigating party. In some other
investigations, the investigating party will focus
more on the supplier's background and
credentials, such as the supplier's shareholding
structure, beneficial owner, financial statements,
solvency, business situation and market
reputation.

In recent years, some clients have been asking
more questions out of export control and
sustainability considerations. Suppliers’ raw
material origins, labor rights protection, corporate
governance and environmental compliance have

become increasingly interested by our clients.

3. How is supplier due diligence normally
conducted in China?

Due diligence on suppliers can be conducted
either "back-to-back", where suppliers are not
informed, or "forthright" where suppliers are asked
to provide needed information, or a combination of
both. The "back-to-back" approach typically relies
on public sources, while the "forthright" approach
typically requires suppliers to fill out
questionnaires, submit materials and attend
interviews. Due diligence can be conducted
through online and offline searches and interviews,
and review of materials provided by suppliers. It is
also common to cross-check the findings through
on-site visits and third-party interviews for
important matters. In terms of the scope of the due
diligence, the investigation often needs to cover
the supplier's affiliates and beneficial owners in
addition to the supplier itself, but it is less common
to extend the investigation to the supplier's
upstream and downstream partners.

A "forthright” due diligence typically takes around
2-4 weeks, if the supplier is cooperative in the
process. The "back-to-back" due diligence usually
takes less time.

4. What public information is available on the
supplier?

In China, an investigating party can access a huge
amount of valuable public information regarding its
partners in China through various sources. Most
frequently used sources include the following:

1 China and Chinese suppliers as described in this chapter should be interpreted respectively as mainland China and suppliers in mainland
China. Mainland China, Hong Kong, Macau and Taiwan are subject to different jurisdictions. The discussion in this chapter applies only to

mainland China.



Type of
Information

Source of Information

Note

Basic
Information

National Enterprise Credit Information
Publicity System (http://www.gsxt.gov.cn)

Available information includes
names of shareholders,
registered capital, business
scope, legal representatives,
directors, officers, history of
changes in  registration,
history of equity
pledge/freeze/auctions,
history of administrative
penalties, lawsuits, and
negative credibility records of
the company

Mortgages on
movable assets
of a company

Uniform Registration System for Movable
Property Financing
(https://www.zhongdengwang.org.cn)

Available information includes
mortgages upon production
equipment, raw materials,
semifinished products and
final products, pledge of
accounts receivable, pledge
of certificates of deposit,
warehouse receipts, and bills
of lading, financial leasing,
factoring, retention of title,
and other movable assets
and rights security that can be
registered, except for motor

vehicle  mortgages, ship
mortgages, aircraft
mortgages, bond pledges,

fund share pledges, equity
pledges and pledge of
property rights in intellectual
properties.

China Judgements Online
(https://wenshu.court.gov.cn)

The judgments published on
websites such as China
Judgements Online do not

Effective Credit China include all existing judgments.
judgments (https://www.creditchina.gov.cn/) Some of the judgments will
which are not | China Execution Information Disclosure not be disclosed due to
confidential (http://zxgk.court.gov.cn/zhixing/) confidentiality issues and
The People's Court Announcement there is generally a time lapse
(https://rmfygg.court.gov.cn/) between the publication and

the uploading of a judgment
These sources can be used
Public as reference and supporting

comments and
related news
reports

Search engines and third-party platforms
such as Google, Bing, Baidu, WeChat, etc.

information to understand a
supplier's activities in the
relevant market and its
business scope
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https://www.zhongdengwang.org.cn/
https://wenshu.court.gov.cn/
https://www.creditchina.gov.cn/
http://zxgk.court.gov.cn/zhixing/
https://rmfygg.court.gov.cn/

5. What information is not publicly available?

For non-public companies, unless they choose to
voluntarily disclose to the public, their financial
information (including management accounts,
audit reports, books and records, etc.), internal
resolution documents and business transaction
information are generally trade secrets and not
publicly available. Public companies have more
public information due to disclosure requirements.
If the address of a company’s real estate is
available, we can run public search on the
ownership and mortgage status of the real
property. However, it is usually not possible to
search the real property owned by a company if
we only know the company name. Similarly, it is
difficult to search other assets and liabilities of a
private company through public sources. Certain
non-public information, such as historical
documents filed by a company to a registration
authority, can be searched by a qualified attorney.

6. Is it possible to obtain non-public
information through investigation companies?

There are cases where an investigating party hires
an investigation company or even a private
detective to investigate the background of a
supplier. However, most clients are very cautious
about this approach. The main concern is that it
might be difficult to ensure that the investigation
company conducts the investigation in compliance
with the law. If the investigation company infringes
the trade secrets or privacy of a third party in the
process, the client could be held liable.

7. Is it necessary to investigate a supplier's
affiliates and beneficial owners?

In supplier due diligence in China, investigation is
usually not limited to the supplier itself, but to its
affiliates and beneficial owners. This is because:
(1) in practice, a supplier may leverage different
entities during the negotiation, signing and
performance of the contract with the client, and
such entities are generally controlled by the same

ultimate owner but with different shareholders,
assets, liabilities, operations, and personnel; and
(2) the reputation, debts and operations of a
supplier may depend significantly on the status of
its parent/affiliated company and beneficial owner,
thus the failure of a beneficial owner may also
negatively affect the supplier. Therefore, most
supplier due diligence in China will extend to the
supplier's affiliates and beneficial owners.

8. What are the issues commonly identified in
supplier due diligence?

The following issues are frequently identified in
suppliers due diligence: the supplier and the
executive of the investigating party are related
parties (for example, an executive may take
advantage of his/her position to direct the
company to procure goods or services from a
supplier directly controlled by him/her or his/her
relatives, and consequently jeopardize the
interests of the company); the supplier or its core
members have been subject to criminal or
administrative  liability due to regulatory
compliance issues or fraudulent actions; the
supplier lacks operation permits or other
necessary qualifications; or the supplier is
involved in material disputes. The early detection
of such issues allows the client to avoid
misjudgments and take precautionary measures
in advance (e.g., requiring the supplier to give a
performance guarantee).

9. What are the main challenges in supplier
due diligence?

The challenges include language and cultural
barriers in communication, lack of access to the
requested information, inability to determine the
truthfulness and completeness of information, and
challenges in assessing the risks at practical level.
Counsel from an experienced professional advisor
will be particularly important in such process.

10. What can outside counsels offer in supplier



due diligence in China?

Outside counsels with international vision and JunHe offers both standard and tailor made due
local wisdom can add great value in the supplier diligence menus for our clients. Please email us at
due diligence. A team of local attorneys proficient China_Business_Support@junhe.com to inquire
in English and versed in local law and practice can more about our fee quote and credentials for
help clients to request information and identify different exercises.

issues more cost-effectively.

In our next chapter, we will discuss “How to set up a business operation in China”, stay tuned.

Feng Zhou Partner Tel: 86-21-2208 6305 Email: zhouf@junhe.com
Xiang Cao Partner Tel: 86-21-2208 6274 Email: caoxiang@junhe.com
Zhilian Huang Lawyer Tel: 86-21-2208 6139 Email: huangzhl@junhe.com
Wenhan Cao Lawyer Tel: 86-21-2208 6035 Email: caowh@junhe.com

This document is provided for and only for the purposes of information sharing. Nothing contained in this document constitutes any
legal advice or opinion of Jun He Law Offices. For more information, please visit our official website at www.junhe.com or our
WeChat public account “F &%/ 118/ WeChat account “JUNHE_LegalUpdates”.
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