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Basic Legal Issues

Federal and state securities laws need to be complied with 

in selling securities to investors. Investors have, in effect, a 

money-back guarantee from the company and possibly its 

officers if you do not comply. Borrowing money from persons 

not in the business of making loans is a security under these 

laws. You should seek investment only from accredited 

investors or a tight circle of friends and family.

Due diligence by both professional angels and VCs includes a 

hard look at intellectual property ownership. An initial focus 

will be the relationship of the technical founders to their prior 

employers’ technology. In California, even if the technical 

founder has not used any of his prior employer’s resources, 

trade secrets or other property, the prior employer may have 

a claim to any inventions that relate to the prior employer’s 

business or actual or demonstrably anticipated research 

or development under California Labor Code section 2870. 

There is much tension on this issue because entrepreneurs 

are reluctant to give up their jobs without funding. This 

means there may be a “hot” departure of the technical 

founder from the old employer and a “hot” start at the new 

company without any cooling off period or, even worse, an 

overlap of the technical founder working for both companies 

at the same time. Some entrepreneurs underestimate this 

risk since their perception is that many Bay Area companies 

have been started in the past by entrepreneurs who leave 

a company and start a company in the same space. Trying 

to delay a departure until funding is imminent is very risky 

and may in fact materially reduce the probability of funding. 

Investors will not want to buy into a lawsuit.

Another key due diligence item is rights to stock and 

other equity. The entrepreneur needs to have discipline in 

promising stock both to reduce claims to stock and to comply 

with securities laws. Adopting a proper stock option plan at 

the time of incorporation provides a securities law exemption 

for providing equity incentives to team members and others.

We hope this summary will help you understand the realities 

of raising initial financing in the Bay Area. Now go get your 

money!

If you have any questions about this memorandum, please 

contact Fred M. Greguras (fgreguras@fenwick. com) or Blake 

Stafford (bstafford@fenwick.com) of Fenwick & West LLP 

(telephone: 650.988.8500).

solution paragraph of the executive summary. The Silicon 

Valley Bank Venture Exchange program provides a good way 

to be introduced to potential investors.

In determining which institutional angels and VCs to try to 

meet, you should review a potential institutional angel’s 

or VC’s portfolio to make sure there is no competitive 

investment.

Company Presentation Events

There are several organizations in the Bay Area, which 

provide regularly scheduled (usually monthly) opportunities 

for entrepreneurs to present their companies to potential 

investors. These are so-called “amplification” events because 

an entrepreneur can reach more prospective investors with 

a single presentation. Each organization has a screening 

process and some charge entrepreneurs to present. Several 

of the organizations focus on a single business segment in 

each meeting since investors interested in the space will be 

more likely to attend if there will be a number of companies 

of interest presenting. 

Use of Finders

You may be approached by a “finder” who offers to help you 

raise money through introductions to prospective investors. 

Do a reference check on the finder’s track record.  If the finder 

is asking for a “success fee” then the finder needs to be a 

registered broker dealer under federal and state securities 

laws. Institutional angels and VCs will not look kindly upon 

the use of a finder who has a claim to cash from the proceeds 

of the investment. Introductions to institutional angels and 

VCs can usually be arranged without the use of a finder.

Venture Lending

Once a first VC round has closed that includes material 

VC participation, it may be possible to obtain additional 

financing from institutions that specialize in venture lending 

to early stage companies, which may be pre-revenue. These 

financings help extend the companies cash. A critical factor 

in the decision of these lenders to enter into a financial 

arrangement is the quality of the VCs in the first VC round. 

Inevitably these lenders will receive an equity “kicker” 

usually in the form of company warrants. The lenders are 

banks (e.g., Comerica Bank, Silicon Valley Bank, Bridge 

Bank) or funds (Western Technology, Lighthouse Capital, 

Gold Hill Capital, Pinnacle). The banks and funds tend to have 

somewhat different deal terms and deal size limitations.
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to be paid, assignment of IP ownership to the customer 

should be conditioned on receiving full payment.

6. Operational Coverage.  Ensure the agreement permits 

delivery of the services in the manner that you operate. 

For example, if an offshore subsidiary corporation will 

actually deliver all or part of the services to the customer, 

the agreement must permit subcontracts so delivery can 

be accomplished that way. Subsidiaries are separate legal 

entities and you must have a subcontract in place to cover 

their responsibilities. Confidentiality provisions are another 

example. They must permit disclosure of the customers’ 

confidential information to the extent needed to protect 

all parties in the delivery cycle. The agreement would 

be breached if confidential information is released to a 

subcontractor when disclosure is permitted only between 

the parties to the agreement. Unless expressly allowed, only 

the parties and their employees (but not subcontractors or 

consultants) are covered.

7. Service Level/Performance Warranties.  Define the 

level of service performance and schedule as clearly and 

realistically as possible. The performance level is sometimes 

referred to as an express performance warranty. Delivery 

metrics such as response time, service results,  network 

or application downtime percentages, etc. should be 

defined as objectively as possible to reduce disputes over 

measurement. Exaggerated claims of performance will be 

quickly discovered and will destroy the ongoing relationship, 

so be realistic and precise. When using a master agreement, 

performance levels can be addressed in the applicable 

statement of work since requirements may vary by service 

engagement even for the same customer.

8. Implied Performance Warranties.  Disclaim implied 

performance warranties of merchantability and fitness for 

a particular purpose to avoid the possibility that there are 

performance requirements beyond the express warranties. 

The Uniform Commercial Code (“UCC”) is intended to 

apply to products but you should assume it will apply 

to a services agreement at least when software or other 

technology is being developed. For example: “EXCEPT AS 

OTHERWISE EXPRESSLY PROVIDED IN THIS AGREEMENT, 

SERVICE PROVIDER HEREBY DISCLAIMS ALLWARRANTIES, 

OF ANY KIND, EXPRESS OR IMPLIED INCLUDING, WITHOUT 

LIMITATION, ANY IMPLIED WARRANTIES OF MERCHANTABILITY 

OR FITNESS FOR A PARTICULAR PURPOSE.” The capitalized 

wording should satisfy the conspicuousness requirement of 

the UCC.

9. Intellectual Property.  Make sure you continue to 

own all pre-existing patents, copyrights, trade secrets 

and other intellectual property (“IP”) before entering into 

the agreement and also, to the extent feasible, (1) any 

improvements or derivative works to such pre-existing IP 

and (2) other IP developed that may be repeatedly used 

in your business. In addition, to provide leverage to be 

paid, any assignment of IP ownership to the customer 

should be conditioned on being fully paid. Sometimes 

“joint ownership” with the customer without any duty of 

accounting to the other is an acceptable compromise at 

least as to the improvements to pre-existing IP. As a practical 

matter, there will be intense pressure from the customer to 

own IP. The best practice may be to allocate IP ownership in 

the applicable statement of work since it may vary by service 

engagement. The service provider will likely have to bear the 

risk of any claims of IP infringement or misappropriation in 

its deliverables.

Service businesses must not ignore their IP. Most service 

businesses have IP of some type. For example, IP includes 

the copyright and possible trade secrets in a database 

of domain knowledge in a technical support business 

and script in a call center business. It also includes the 

copyrights, possible trade secrets and patents in software 

routines that are incorporated into a software deliverable 

and software tools used in a network support business.

10. Damages Exclusions and Limitations.  Economic 

exposure varies widely depending on the type of service. For 

example, the exposure from a tax return preparation service 

is considerably different from a call center business doing 

outbound sales calls. In all cases, exclude consequential, 

special, indirect and incidental type damages and, to 

the extent feasible, cap direct damages. Try to cap direct 

damages at the amounts paid in a payment period (month, 

quarter) rather than the total payments made under the 

agreement. Otherwise, the economic effect is that you 

have not been paid even for the good service you provided. 

Following are sample provisions: “In no event will either 

party be liable for any form of special, incidental, indirect 

or consequential damages of any kind, even if aware of the 

possibility of such damages. Service Provider’s total liability 

under this Agreement will not exceed the amounts paid by 

customer during the three (3) months immediately preceding 

the date of the applicable claim.” The UCC does not contain 

the conspicuousness requirement for these provisions.

11. Insurance Requirement.  Comply with the workmen’s 

compensation and liability insurance requirements of 
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your customer. Work with an insurance broker who fully 

understands your business. Make sure your insurance 

covers all parties in the delivery process. For example, 

a special rider may be needed to cover the exposure of 

employees of a subsidiary corporation particularly if they 

are offshore. The named insured on a policy may not extend 

to these separate legal entities or the actions of their 

employees.

12. Force Majeure.  Use a force majeure provision, 

particularly for service offerings involving delivery over a 

network. For example, if you are using overseas affiliates to 

provide services and there is a disruption in service caused 

by an earthquake, the agreement should not be terminated. 

The agreement should provide an opportunity for recovery 

within a specified period. Termination may occur only if 

recovery doesn’t occur within the period.

13. Governing Law.  Choose a governing law to provide 

more certainty to the interpretation of the agreement and, to 

be sure it will apply, use the clause: “excluding that body of 

law known as conflicts of law”, following the choice of law. 

For example: “This Agreement will be governed by the laws 

of California excluding that body of law known as conflicts of 

law.” The chosen law must have a relationship to the parties 

or the transaction such as being the state of their principal 

office or incorporation.

14. Dispute Resolution.  Adopt a dispute resolution 

procedure that elevates the resolution process in an orderly, 

timely way. The first step could be a discussion between 

CEOs and the next step, non-binding mediation. Use 

binding arbitration as the ultimate mechanism to resolve 

disputes in order to increase the chances of maintaining 

the relationship. To avoid frivolous claims by either party, 

designate the arbitration site to be the customer’s business 

location when you request arbitration and your business 

location if the customer requests arbitration.

15. Entire Agreement.  Include an entire agreement 

provision so that verbal agreements do not become part of 

the agreement and amendments may only be implemented 

in writing. The following provisions do so: “This Agreement 

and the exhibits hereto constitute the entire agreement 

and understanding of the parties with respect to the 

subject matter of this Agreement, and supersede all prior 

understandings and agreements, whether oral or written, 

between or among the parties hereto with respect to the 

specific subject matter hereof. This Agreement may be 

amended only in a writing signed by both parties.”

A service provider’s credibility and business acumen 

is visible in its agreements and negotiation positions. 

Because of the competitive environment there may be a 

great temptation to accept almost any terms or credit risk in 

order to get a deal. You need to make sure risk allocation is 

balanced. Securing a deal on any terms may mean you work 

for free.
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Outsourcing of technology-related services continues to 

grow. Many service engagements now include an offshore 

component. These overseas arrangements can reduce the 

cost of the business activity but they also present different 

issues for both parties, which need to be addressed in the 

agreement. Further, there is intense competition among 

service providers which leads to considerable pressure on 

pricing and on negotiating the other business and legal 

terms of the transaction. Many service providers may 

promise anything to get the deal. You need to try to avoid 

every deal being a “bet the company” deal. There will always 

be some risk-taking but the challenge is to balance risk 

allocation among the parties with the need to stand behind 

the quality of services. A provider’s credibility and business 

acumen is visible in its agreements and negotiation 

positions. A welldrafted and negotiated agreement can lead 

to a stronger long-term business relationship.

This paper addresses the key agreement provisions from the 

service provider’s vantage point and identifies the risks and 

consequences of such provisions. It highlights areas that a 

service provider should include in its standard agreements 

to speed up revenue generation and avoid problem 

situations.

1. Master Agreements.  The best business practice is to 

use a master agreement so additional services or projects 

can be performed for the same customer simply by adding 

an agreed-upon statement of work which is signed by both 

parties. This will lower the cost and reduce the time to 

document additional deals with the same customer. Any 

changes in the allocation of risk for a specific project can be 

made in the applicable statement of work.

2. Revenue Recognition.  Avoid broad customer remedies 

that postpone revenue recognition. For example, if the 

customer may receive a full refund upon a breach of a 

performance warranty at any time during the agreement, 

recognition of the revenue from the agreement may be 

delayed until the end of the agreement. Another example 

is a provision that provides a full refund if a software 

deliverable is not accepted by a customer even if interim 

deliverables have been accepted and payments made upon 

such deliveries.

3. Agreement Signing.  Make sure the agreement or 

statement of work is signed by the customer before 

beginning work. While there are legal theories (quasi 

contract, quantum meruit) that may provide a means of 

recovery in the absence of a signed agreement, the best 

business practice is to have a signed agreement in place. 

Ignoring the temptation to begin work before an agreement 

is signed may be difficult but you will be at risk if you start 

work prematurely.

4. Customer Credit Risk.  You may need to do fundamental 

financial due diligence on the credit risk of a potential 

customer. Some potential customers may represent they 

have funding when they do not. While you may need to 

take some credit risk, do so on an informed basis by having 

access to basic financial information (such as a D&B report, 

balance sheet or bank statement) to evaluate this risk.

5. Termination Rights; Payment.  Relatedly, be sure 

the agreement can be terminated or at least work can be 

suspended within a reasonable time if the customer fails 

to pay you in accordance with the payment schedule. For 

example, if payment terms are net 30 days and there is a 30-

day notice and cure period before termination is effective, 

you will have to continue work through at least a 60-day 

period before termination is effective. At a minimum, this 

means you have to keep working and have a high risk 

receivable for the 60-day period before termination can be 

effective. This period should be shortened to reduce your 

exposure. Sometimes a customer proposes a provision 

that provides there is no right to terminate if the payment 

obligation is disputed by the customer. Such a provision 

means you have no leverage to be paid and could be 

obligated to keep working indefinitely. To provide leverage 

Key Service Agreement Issues: 

Service Providers Checklist
by fred m. greguras and david j. barry
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Successful high technology companies recognize that a 

comprehensive intellectual property portfolio can be of 

substantial value. One key component of the intellectual 

property portfolio is patents. A patent is a right granted by 

the government that allows a patent holder to exclude others 

from making, using, selling, offering to sell, or importing that 

which is claimed in the patent, for a limited period of time.

In view of this right many companies recognize that a well-

crafted patent portfolio may be used for a variety of business 

objectives, such as bolstering market position, protecting 

research and development efforts, generating revenue, 

and encouraging favorable cross-licensing or settlement 

agreements. For companies that have developed original 

technology, a patent provides a barrier against a competitor’s 

entry into valued technologies or markets. Thus, many start-

up companies that have developed pioneering technology 

are eager to obtain patent protection. However, to develop 

an effective patent portfolio, a start-up company should first 

devise a patent portfolio strategy that is aligned with the 

company’s business objectives.

A patent portfolio strategy may vary from company to  

company. Large companies that have significant financial re-

sources often pursue a strategy of procuring and  

maintaining a large quantity of patents. These companies 

often use their patent portfolios for offensive purposes, e.g., 

generating large licensing revenues for the company. For  

example, IBM generates close to $1 billion dollars a year from 

licensing its patent portfolio.

In contrast, for most start-up companies, developing 

and building a comprehensive patent portfolio can be 

prohibitively expensive. However, with an understanding of 

some basic principles of patent strategies and early planning, 

a start-up company can devise and execute a patent strategy 

to develop a cost-effective patent portfolio. For example, a 

start-up company can develop an effective patent portfolio 

by focusing on obtaining a few quality patents that cover key 

products and technologies, in alignment with their business 

objectives.

A patent strategy involves a development phase and a 

deployment phase. The development phase includes 

evaluation of patentable technologies and procurement 

of patents. A deployment phase includes the competitive 

analysis, licensing, and litigation of patents. For most start-

ups the initial focus is on the development phase. Starting in 

the development phase, the patent strategy identifies the key 

business goals of the company. Clear business goals provide 

a long-term blueprint to guide the development of a valuable 

patent portfolio.

With the goals identified, the evaluation process begins by 

mining and analyzing intellectual assets within the company. 

In this process, a company organizes and evaluates all 

of its intellectual assets, such as its products, services, 

technologies, processes, and business practices. Organizing 

intellectual assets involves working with key company 

executives to ensure that the patent strategy closely links 

with the company’s business objectives. Often, these 

individuals assist with developing a budget for the patent 

strategy, as well as making arrangements to get access to 

resources for executing the patent strategy.

Organizing intellectual assets also involves gathering key 

company documented materials. Examples of documented 

materials include business plans, company procedures and 

policies, investor presentations, marketing presentations and 

publications, product specifications, technical schematics, 

and software programs. It may also include contractual 

agreements such as employment agreements, license 

agreements, non-disclosure and confidentiality agreements, 

investor agreements, and consulting agreements. Such 

materials provide information used to determine ownership 

issues and the scope of patent or other intellectual property 

rights that are available for the company.

Organizing intellectual assets also includes identifying 

and interviewing all individuals who are involved with 

creating or managing the company’s intellectual assets. 

These interviews uncover undocumented intellectual assets 

and may be used to evaluate patent and other intellectual 

property issues. For example, events and dates that may 

prevent patentability of some intellectual assets may be 

identified. Likewise, co-development efforts that may 

indicate joint ownership of intellectual assets may also be 

A Patent Portfolio Development 

Strategy for Start-Up Companies
by rajiv p. patel
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identified. Identifying such issues early on helps prevent 

wasteful expenditures and allows for effective management 

of potentially difficult situations.

After organizing information about the intellectual assets, 

each asset should be evaluated to determine how best to 

protect it. This evaluation includes determining whether the 

intellectual asset is best suited for patent protection or trade 

secret protection, whether it should be made available to the 

public domain, or whether further development is necessary. 

It also involves determining whether a patent will be of 

value when it issues, which is typically approximately 18 to 

36 months after it is filed, and whether infringement of that 

patent would be too difficult to detect.

The evaluation phase may also provide an opportunity to 

determine whether obtaining protection in jurisdictions 

outside of the United States is prudent. International patent 

treaties signed by the U.S. and other countries or regions 

allow for deferring actual filing of patent applications 

outside the U.S. for up to one year after the filing of a U.S. 

application. Thus, planning at this early stage may include 

identifying potential countries or regions to file in and then 

begin financially preparing for the large costs associated with 

such filings.

The evaluation phase also provides an opportunity to 

determine whether a patentability or patent clearance 

study is necessary. Such studies are used to determine 

the scope of potentially available protection or whether 

products or processes that include or use an intellectual 

asset potentially infringe third-party rights. This evaluation 

may also involve identifying company strengths with regard 

to its patent portfolio as well as potential vulnerable areas 

where competitors and other industry players have already 

established patent protection.

While the evaluation phase is in progress, the company 

can move into the procurement phase. In the procurement 

phase of the patent strategy, a start-up company builds its 

patent portfolio to protect core technologies, processes, 

and business practices uncovered during the audit phase. 

Typically, a patent portfolio is built with a combination of 

crown-jewel patents, fence patents, and design-around 

patents.

Crown-jewel patents are often blocking patents. One or 

more of these patents is used to block competitors from 

entering a technology or product market covered by the 

patent. Fence patents are used to fence in, or surround, core 

patents, especially those of a competitor, with all conceivable 

improvements so the competitor has an incentive to cross-

license its patents. Design-around patents are based on 

innovations created to avoid infringement of a third party 

patent and may themselves be patentable.

For most start-ups, costs for pursuing patent protection are a 

concern because financial resources are limited. Hence, most 

start-up companies begin the procurement phase by focusing 

on procuring one or more crown-jewel patents. To do this, 

the start-up company works with a patent attorney to review 

the key innovations of the company’s product or services as 

identified during the evaluation phase. The patent attorney 

and start-up company consider the market for the innovation 

in relation to the time in which the patent would typically 

issue. This analysis helps identify the subject matter for the 

crown-jewel patents.

Once the subject matter is identified, in some instances a 

prior art search prior to filing provisional or utility patent 

applications may be conducted to determine what breadth 

of claim coverage potentially may be available. However, a 

company that considers such prior art searches should first 

consult with the patent attorney to understand the risks 

associated with them so that appropriate business decisions 

can be made.

Next, a strategic business decision is made as to whether 

to file a provisional patent application or a full utility, or non 

provisional, patent application for the identified subject 

matter. A provisional patent application is ideally a robust 

description of the innovation, but lacks the formalities of a 

full utility patent application.

The provisional application is not examined by the U.S. 

Patent and Trademark Office (“USPTO”) and becomes 

abandoned 12 months after filing. Within the 12 months, an 

applicant may choose to file one or more utility applications 

based on the subject matter disclosed in the provisional 

application, and therefore, obtaining the benefit of the 

provisional application filing date. However, the later filed 

utility application must be fully supported by the disclosure 

of the provisional application in order to claim the benefit 

of its earlier filing date. Under U.S. patent law, this means 

the provisional application must satisfy the requirements 

of written description, enablement, and best mode, as is 

required for the utility application.

If the provisional application is filed with sufficient 

completeness to support the claims of subsequently filed 

utility applications, the provisional application provides 

a number of benefits. First, as previously discussed, one 
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or more utility applications may claim the benefit of the 

provisional patent application filing date. The early filing date 

may not only protect the crown jewel subject matter, but may 

also protect some critical surrounding subject matter, hence 

increasing the overall value of the patent portfolio. Second, 

the provisional application provides an earlier effective prior 

art date against others who may be filing patent applications 

on similar inventions.

Third, provisional patent application filings costs are 

currently $80 to $160 versus $370 to $740 for a full utility 

application. Fourth, inventors often take it upon themselves 

to draft the core of a provisional application with the 

guidance of a patent attorney and request that the patent 

attorney spend time simply to review the application to 

advise on the legal requirements and potential pitfalls. 

This means that the attorney fees for a provisional patent 

application may be substantially less than attorney fees 

associated with preparing a full utility application.

Fifth, the provisional patent application precludes loss of 

patent rights resulting from activity and public disclosures 

related to the target inventions. For example, almost every 

country except the U.S. has an absolute novelty requirement 

with regard to patent rights. That is, in these countries, any 

public disclosure of the target invention prior to filing a 

patent application results in a loss of patent rights. For many 

start-ups this can be somewhat disconcerting. On the one 

hand, the start-up may want to preserve the right to pursue 

patent protection outside of the U.S. On the other hand, 

immediate business opportunities and time demands often 

conflict with the timely preparation and filing of a utility 

patent application. However, through international treaties, 

most countries will recognize a filing date of a provisional 

application filed in the U.S. Thus, the applicant may be able 

to file for a provisional application and convert it to a utility 

application that can be filed in the U.S. and other treaty 

countries within 12 months.

Although the provisional application provides a cost-effective 

tool for creating a patent portfolio, filing a provisional 

application does not end the portfolio development 

process. Once the provisional application is filed, and when 

finances and time permit, the company should be diligent 

in filing utility applications that may claim the benefit of the 

provisional application filing date. This is true for a number 

of reasons.

First, the provisional application is not examined and will go 

abandoned 12 months after it is filed. Therefore, the filing 

of the provisional application provides no more than a filing 

date placeholder for the subject matter it discloses. Second, 

the utility application costs more than the provisional 

applications to prepare and file. Thus, a company must 

adequately budget and plan for this expense. Third, as time 

passes the time available for patent matters may become 

more difficult in view of product cycles, marketing launches, 

and sales events. Hence, budgeting time for planning and 

reviewing filings of subsequent utility applications based 

on a provisional application becomes important. Fourth, 

products and technologies continually evolve and change, 

often soon after the filing of a provisional application. 

Therefore, a company must continually revisit their patent 

portfolio and strategy to reassess whether the provisional 

application can provide sufficient protection in view of further 

development.

Over time, companies that value their intellectual assets 

set aside time, money and resources to further enhance 

their patent portfolio. To do this a company may move to the 

deployment phase. In the deployment phase, the company 

begins the competitive analysis process to study industry 

trends and technology directions, especially those of present 

and potential competitors. The company may also evaluate 

patent portfolios of competitors and other industry players.

Also in the deployment phase, the company may 

incorporate the licensing process. Here, the company 

determines whether to license or acquire patents from 

others, particularly where the patent portfolio is lacking 

protection and is vulnerable to a third-party patent portfolio. 

Alternatively, in the licensing process the company 

determines whether to license or cross-license its patent 

portfolio to third parties. The deployment phase may also 

include the litigation process. Here, the company determines 

whether to assert patents in a lawsuit against third party 

infringers.

In summary, for most start-up companies, devising a patent 

portfolio development strategy early on can be a wise 

investment to help the company develop and build a strong 

foundational asset on which to grow. This investment will 

likely reward the company with positive returns for years to 

come.

Rajiv Patel (rpatel@fenwick.com) is a partner in the  

intellectual property group of Fenwick & West LLP. His 

practice includes helping companies develop, manage, and 

deploy patent portfolios. He is registered to practice before 

the U.S. Patent and Trademark Office. Fenwick & West LLP has 

offices in Mountain View and San Francisco, California.

It is on the web at www.fenwick.com.
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As China’s strength in the global economy continues 

to grow, businesses need to consider the prospect of 

establishing operations within its borders. In order to 

successfully transact business in China or with Chinese 

enterprises, foreign investors, including financial investors 

and entrepreneurs, should consider setting up a subsidiary 

in China. This article provides general information on 

establishing a subsidiary by foreign investors, to help 

provide guidance and demystify the process. 

Purpose of Establishing a Subsidiary in China

Establishing a subsidiary in China should be considered 

by those who have long-term business objectives in China. 

Although foreign companies can enter into some commercial 

contracts with Chinese enterprises, such as sales contracts, 

license agreements, and distribution agreements, they 

cannot do business directly in China without an approved 

business license. Doing business in China through a 

subsidiary is at least advantageous—and sometimes 

a necessity—in overcoming certain legal and business 

restrictions on foreign companies. 

Some foreign companies may already have a resident 

representative office in China. Such representative offices 

function as internal liaisons for their parent company. 

However, they may not do business in China directly. Because 

resident representatives are not recognized as independent 

legal persons under Chinese law, they may not assume 

independent civil liabilities to a third party, which prevents 

significant commercial activities such as signing commercial 

contracts with a third party. Nor may they directly hire local 

Chinese employees. There are limited exceptions, however, 

such as a lease contract for office space.

Companies that desire to invest directly in China, hire local 

people, conduct research and development, manufacture 

products, and market their products or services directly 

to the Chinese market, should consider establishing a 

subsidiary in China. 

Incorporation Forms of Subsidiaries

“Subsidiaries in China” as used herein means entities 

where at least one of the shareholders is a foreign entity 

or individual (“foreign investor”) incorporated or with 

citizenship outside of China. A subsidiary is often called 

“Foreign Invested Enterprise” (FIE) in China. The percentage 

of equity shares held by foreign investors in an FIE must be 

no less than 25%1. 

If all of the shareholders of a company are Chinese 

registered companies or Chinese citizens, the company 

should be a domestic company, not an FIE. Although FIEs 

and domestic companies are both governed by the Company 

Law of China, FIEs are also governed by specific FIE-related 

laws that subject them to additional or different rules and 

regulations in many respects. 

In some business areas restricted to foreign investors, 

such as telecommunication services and online content 

providers, even if an FIE is allowed it is restricted by such 

thresholds as maximum equity ownership by foreign 

investors (which means that the foreign investor must joint 

venture with a Chinese partner), additional requirements on 

the qualification of its investors, and/or a lengthy approval 

process for its establishment. Under these circumstances, 

it is not unusual for a foreign investor to have affiliated 

Chinese persons or entities establish a pure domestic 

company, instead of an FIE or simultaneously with an FIE 

in an allowed industry. This structure enables contractual 

arrangements to be set up between the foreign investor, 

its non-restricted FIE in China and the domestic company. 

Such arrangements with affiliated domestic companies can 

provide flexibility that may help foreign investors reach their 

business objectives more quickly and efficiently. See the 

article Investment and Operation in Restricted Industries in 

China at http://www.fenwick.com/publications/6.3.0.asp 

for additional information if your company operates within a 

restricted industry.

1  An enterprise whose foreign investor(s) holds less than 25% is hard to approve. Even if approved or allowed by some specific regulations, generally it is not 

qualified to enjoy the preferential treatment as granted to FIEs having more than 25% shares. 
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There are four possible incorporation forms that are allowed 

for FIEs: 

1. 	 Wholly foreign-owned enterprise (WFOE);

2. 	Sino-foreign equity joint venture (EJV); 

3. 	Sino-foreign contractual joint ventures (CJV)2; and 

4. 	Sino-foreign joint stock company limited. 

The first three enterprises are called limited liabilities 

companies in China, although liabilities of shareholders in 

joint stock companies are also limited by their subscribed 

shares. Joint stock limited companies, in which foreign 

investors hold more than 25% of the shares, are not as 

commonly used by foreign investors as the first three. 

The main reasons are that an FIE joint stock company limited 

must be approved by the Ministry of Commerce at the central 

government level. The approval time is significantly longer 

and a higher minimum investment amount is required. 

Further, the promoters’ shares in a joint stock limited may 

not be transferred until three years after its establishment. 

Therefore, unless the Chinese subsidiary itself intends to go 

public on the Chinese stock market in the near future, most 

foreign investors will select a WFOE, CJV or EJV. 

Foreign investors should consider their own business 

model and circumstances to decide between WFOE and a 

JV, unless the industry the FIE is in restricts it from being a 

WFOE. Currently, if they operate in an industry that permits 

WFOEs, more foreign investors are choosing WFOEs. If a 

foreign investor has to rely heavily on local support, such 

as land, factories, equipment, or access to local sales and 

market channels, the JV structure may also be considered 

if the foreign investor’s Chinese partner can assist the JV 

with these items. Nonetheless, since many foreign investors 

are now more familiar with China’s markets and business 

environment, a WFOE is acceptable for foreign investors if 

they can find local support on their own by hiring capable 

local people. Additionally, many Chinese governmental 

authorities are becoming more accustomed to direct 

communication with foreign companies. For these reasons, 

a WFOE is not necessarily disadvantageous for FIEs that rely 

heavily on local resources and channels. In addition, the 

parent company of a WFOE generally has more flexibility 

in controlling the management of an FIE, controlling its IP 

issues, making contractual arrangements with the WFOE and 

exiting from an FIE. 

Instead of setting up a new FIE at the outset, the foreign 

investor could also set up a subsidiary by acquiring an 

existing FIE or a domestic company and the acquired 

enterprise would become a WFOE or JV. 

Who Sets Up a Subsidiary and Where to Locate It

From the perspective of Chinese law, the foreign investor’s 

country of origin does not impact the approval procedure 

or treatment of its FIE in China. No matter where the foreign 

investor is incorporated—in the Cayman Islands or in the 

U.S.—the FIE follows the same approval procedure, the 

same regulations and receives the same treatment. Foreign 

investors from special regions such as Hong Kong, Taiwan, 

and Macao are also treated as foreign investors for the 

purpose of FIEs. Of course, different countries will have 

different tax implications for foreign investors, based on 

whether there is a bilateral taxation agreement between 

China and the investor’s country. Also, the investor should 

consider its future plan to exit the FIE, as well as tax planning 

from the perspective of other applicable jurisdictions, when 

deciding who is to set up the subsidiary and where it is to be 

located.

A qualified employee pool is one of the main factors for 

deciding where to locate a subsidiary. A location with 

universities and colleges nearby helps to provide qualified 

R&D staff for high-tech subsidiaries. It is not surprising 

that many high-tech companies are located in Beijing and 

Shanghai, the two biggest cities in China. Cities in many 

other developed regions such as Jiangsu, Zhejiang, Sichuan 

and Guangdong Provinces also provide large quantities 

of high-tech personnel. Investors of a manufacturing 

subsidiary would likewise want to establish plants and 

distribution facilities in areas where the available labor pool 

can support manufacturing work. 

A good relationship (“Guanxi”) with local Chinese 

government officials and enterprises is also crucial. 

Many investors will seek a location where they can have 

frequent and close contacts with local governments and 

local businesses. Or they may prefer to select a location 

where they can engage capable managerial personnel with 

established local relationships. A good Guanxi, which today 

emphasizes communications rather than deals under the 

table, generally helps the subsidiary start its business more 

quickly and smoothly.

2  There are some differences between EJV and CJV, both of which require the foreign investor to partner with a local Chinese partner to organize the company 

together. EJV shareholders’ obligations and rights should be assigned pursuant to their equity percentage, while shareholders to a CJV are allowed to organize the 

company in a more flexible way.
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Many cities and regions have established industrial and 

high-tech parks to attract investors to invest within the park 

by providing various benefits. Tax benefits, basically those 

on income tax and taxes on importation, depend on the 

nature of the park and its FIEs. Except for some local taxes 

and charges, major FIE taxes are generally regulated at the 

national level. Investors should make sure that the park 

they select is officially recognized by the state. As for which 

city to choose, FIEs need to consider many other important 

factors, such as employment pools, local support, Guanxi, 

transportation and infrastructure. 

The Incorporation Process and Approximate Cost

FIEs must be approved by the Ministry of Commerce or its 

equivalent authorities at the provincial level or city level 

(collectively, “approval authorities”). The ability of a local 

authority to approve an FIE depends on the amount of total 

investment and nature of the industry in which the FIE 

desires to engage. Approval by the central approval authority 

generally takes much longer and many investors prefer 

to have the subsidiary approved by the local authority. 

Currently most FIEs may be approved at the city or provincial 

level. If all the required documents are completed and are 

submitted directly to the local approval authority, many FIEs 

not subject to specific legal restrictions can be approved and 

registered within one month. 

Once approved, an FIE must register with the State 

Administration for Industry and Commerce or its 

counterparts at the provincial or city level (collectively, 

“registration authority”). The registration authority 

issues the FIE its business license, at which time the FIE is 

considered legally established and incorporated. 

Chinese law divides industries into four categories for 

foreign investment: 1) encouraged; 2) allowed; 3) restricted; 

or, 4) prohibited. In the post-WTO age, China is less 

restrictive on the number of industries that may receive 

foreign investment. 

The costs for establishing an FIE are mainly the registration 

fee, announcement fee and registered capital. The 

registration fee and announcement fee are collected by the 

registration authority based on the amount of registered 

capital. These two fees generally will be around US$1,000 to 

US$3,000. For FIEs with greater investment, the fees can be 

higher, but are still generally less than US$8,000. 

The biggest cost factor for foreign investors generally is 

“registered capital” (which also determines the amount of 

the government-collected registered fee and announcement 

fee). Chinese law requires shareholders to put real money 

(cash or in kind) into the enterprise. All shareholders 

of an FIE must subscribe the registered capital to the 

invested company according to their respective ownership 

percentage, which must be paid fully by them within a 

specified time period after the FIE is set up, as described 

in the incorporation documents. The first contribution to 

registered capital must be no less than 15% of the registered 

capital and must be made within 90 days after the issuance 

of the business license. 

Local governments have different policies on the minimum 

registered capital of FIEs. For example, in Shanghai, US 

$200,000 for manufacturing FIEs and US$ 140,000 for 

services FIEs are generally required; in Beijing, the foreign 

exchange equivalent to RMB 500,000 (a bit more than 

US $60,000) may be acceptable. Nevertheless, since the 

registered capital is paid within the time schedule described 

in the incorporation documents, it still provides some 

flexibility for investors to contribute capital at their own pace. 

Investors of WFOEs are required to pay all their registered 

capital to WFOEs within three years after they are established.

Hiring Local Service Providers

There are some authorized agencies that specifically 

help foreign investors set up FIEs. They can prepare the 

incorporation documents and communicate with the 

approval and registration authorities. With their help, the 

incorporation process can be accelerated. However, since 

many local governments are very willing to attract foreign 

investment, the approval of a typical FIE is quite routine. 

Many investors find that they can handle the approval 

process without agency assistance. 

Lawyers may also help their client to secure approval and 

registration from governmental authorities. Sometimes 

lawyers work with authorized agents, which can be more 

cost efficient for the client: the agent facilitates routine work 

with the authorities, while the lawyer ensures all the legal 

documents and approval procedures are properly done. 

For financial reasons, many start-ups prefer to deal with all 

aspects of the FIE establishment without legal assistance. 

However, hiring a lawyer or a service agent is not necessarily 

costly and obtaining a Chinese lawyer’s advice on the 

most advantageous legal structure can facilitate future 

negotiations and funding—especially if the investors intend 

to make special contractual arrangements for the FIE or have 

specific requirements on the FIE.

Controlling a Subsidiary

Unlike general domestic limited liability companies, whose 

highest power authority is the shareholders’ meeting, an 
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FIE’s highest power authority is the board of directors, which 

decides all material matters of the JV. This was the case until 

2006, when several local approval or registration authorities 

started requiring FIEs, including WFOEs that may only have 

one shareholder, to have a shareholders meeting according 

to the Company Law. The directors are appointed by the 

shareholders. Depending on the situation, how to regulate 

and balance power between the board of directors and 

management can be flexibly arranged in the incorporation 

documents. WFOEs have more flexibility in setting up and 

regulating the allocation of power and the management 

team.

In addition to control by the board of directors, some 

arrangements between the parent and its subsidiary can 

also be established to control the subsidiary. It is not 

unusual for the parent company to own the critical IP and 

license it to the subsidiary. Another common arrangement 

is that products of the subsidiary may only be marketed, 

distributed and sold through the parent company. In other 

cases, the investor controls the operation of the subsidiary, 

to some extent, under covenants in a loan agreement.

Operational Implications 

Each enterprise in China, including a domestic company or 

FIE, must conduct its business within the business scope 

specified on its business license. Generally, domestic 

enterprises are approved for a much broader business 

scope than FIEs. Domestic enterprises may be granted 

carte blanche “to conduct any business as allowed by law, 

except those required to be specially permitted by law must 

be conducted only upon obtaining the special permit.” 

Currently, this kind of catch-all business scope may not be 

granted to FIEs, which are required to be set up for a specific 

business. Since each industry is categorized as encouraged, 

allowed, restricted or prohibited for foreign investment, 

each FIE is expected to do some specific business. For 

example, an FIE approved to manufacture semiconductor 

products generally would not be granted a business scope 

to produce chemical products; a non-retail or wholesale 

FIE should not sell a third party’s products (since a retail 

or wholesale FIE is subject to specific legal requirements), 

although the FIE could sell products it “manufactures” itself. 

Under some circumstances, it may be unclear at what point 

the FIE is operating beyond its approved business scope. 

The registration authority has the flexibility to determine 

whether the business conducted by the FIE is beyond 

the approved business scope, which sometimes makes 

implementation ambiguous. 

In addition, some business activities, even within the 

business scope, still may only be conducted upon the grant 

of a special permit. For example, a basic telecommunication 

business or value-added telecommunication business can 

only be conducted under a permit issued by Ministry of 

Information Technology (MII) or its local offices. 

During its daily operation, an FIE can transact business 

with other domestic or foreign entities, including signing 

commercial contracts, licensing, borrowing loans from banks 

and engaging a distributor, as long as these transactions are 

in compliance with Chinese law. An FIE, as a limited liability 

company, is an independent legal person and independently 

assumes the liabilities to any third party with which it 

made a deal. An FIE’s liability to a third party is limited 

to its assets. Shareholders’ liabilities are limited by their 

contribution to the FIE. Shareholders are not liable to third 

parties with which an FIE transacts, except that they must 

pay fully the registered capital subscribed to the FIE. 

Intellectual Property

Intellectual property can be protected administratively 

and judicially in China. The relevant administrative 

governmental authority could impose an administrative 

penalty for infringement within its authority, while the 

holder of intellectual property rights can also claim its rights 

before the court in China. China is a member of the major 

IP international conventions, including Berne Convention 

(for copyright protection), Universal Copyright Convention, 

Paris Convention (for patent protection), Patent Cooperation 

Treaty, and Madrid Protocol (for trademark protection). 

Trade secrets are protected mainly by unfair competition 

law and contract law. Confidentiality agreements and non-

competition agreements can also be valid and enforceable 

in China. IP rights can even be the equity investment in an 

FIE, but the percentage of IP rights should not be more than 

20% of the registered capital (for advanced technology, this 

percentage can be up to 30%). 

With respect to the judicial enforcement of infringement 

of intellectual property rights, courts may issue injunctive 

orders, require infringers to pay monetary damages and 

make public apologies. Although monetary damages may 

include reasonable expenses, actual damages and sometimes 

constructive damages, generally speaking, the monetary 

damages confirmed by courts are not big enough to frighten 

off infringers. Nonetheless, the trend now is toward bigger 

damage awards. Further, for their serious infringement of 

intellectual property rights, infringers may be jailed subject to 

the criminal laws which now are enforced more strictly. 
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Foreign Exchange

China does not allow foreign currency to be freely circulated 

within its borders. Except for the allowed maximum amount 

for foreign exchange reserved in its bank account, an FIE’s 

revenue in foreign exchange must be converted into RMB 

(Renminbi, Chinese lawful currency). On the other hand, 

lawful payments made outside of China are allowed to 

be converted into foreign currency. Banks authorized to 

conduct relevant foreign exchange business will examine 

the required documents for each remittance. Shareholders’ 

dividends, license fees, and purchase prices for imported 

equipment and materials may be remitted out of China if 

the completed documents and verifications are submitted 

to the bank, and the proper withholding taxes have been 

deducted. Under some circumstances, an approval from 

State Administration for Foreign Exchange (SAFE) or its local 

offices may be required. 

Employment and Stock Options

An FIEs’ employment matters are subject to Chinese Labor 

Law and related regulations. Social insurance benefits 

such as medical insurance, pension, unemployment 

insurance, and housing funds are legally required. 

Employers can require non-disclosure agreements, non-

competition agreements and intellectual property ownership 

agreements, as long as the provisions in such agreements 

are in compliance with the relevant laws and regulations.

The granting of stock options is also more acceptable for 

Chinese employees nowadays. However, there is no fixed 

method for employees to exercise their stock options. In 

practice, some Chinese employees will exercise the option 

by funds (or funds of their family members or relatives) 

deposited outside of China. Since most Chinese employees 

do not have bank accounts outside China, they may arrange 

a cashless exercise with the employer. See the article 

Overview of Stock Option Grants in China at  

http://www.fenwick.com/publications/6.3.0.asp for 

additional information.

Exits and Liquidity 

Foreign investors can exit subsidiaries by selling their shares 

in the FIE or transferring their shares in the parent company. 

A transfer of shares in an FIE must be approved by the 

original approval authority, although this kind of approval 

generally is routine. If the share transfer is made from 

foreign investors to a Chinese investor, who then converts 

the FIE into a domestic company, the later-formed domestic 

company should satisfy the requirements for establishing a 

domestic company under Company Law, rather than under 

FIE law. 

In some cases, when an acquirer chooses to purchase 

the assets and business of an FIE, the seller may be 

requested to enter into liquidation and dissolution. After 

the liquidated FIE pays off its salaries, taxes and debts 

owed to third parties, in that order, the remaining assets 

may be distributed to the shareholders according to their 

equity percentage. This kind of acquisition will help the 

acquirer avoid assuming the seller’s liabilities to third 

parties. Subject to the approval of the original approval 

authority, investors may wind up an FIE after completing the 

liquidation and dissolution procedure and foreign investors 

may transfer the remaining assets distributed to them 

outside China.

Investors may also elect to have the parent company, or its 

subsidiary, registered in a foreign country and taken public, 

so their shares can be sold on the open market. 

Conclusion

Companies accustomed to business in the United States will 

find the Chinese legal system and its operational environment 

are quite different. Investors and entrepreneurs who seek to 

establish a subsidiary in China should consider their market 

needs and the long-term strategy of the subsidiary. Subject 

to the approval of the original approval authority, investors 

may wind up an FIE after completing the liquidation and 

dissolution procedure and foreign investors may transfer the 

remaining assests distributed to them outside China.

A well-designed subsidiary in China, together with other 

carefully designed arrangements, can prevent unnecessary 

economic costs and eliminate surprises when the 

subsidiary seeks future funding. Armed with a thorough 

understanding of the business constraints—as well as 

the opportunities—in China, investors can make business 

decisions that will help them successfully establish, 

operate, and exit from their subsidiaries.

Jie Chen is a visiting lawyer in the Corporate Group of 

Fenwick & West. Ms. Chen is a partner at Jun He Law Offices 

in Beijing, China, where she has represented multinational 

companies, high-tech companies, investment banks and 

Chinese state-owned enterprises. She may be reached at 

650.335.7147 or jchen@fenwick.com. 
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