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China
Yanling Ren

Tian Yuan Law Firm

Overview 

1 What forms of business entities are relevant to the typical franchisor?

A typical franchisor is in the form of a company. Administration 
of Commercial Franchise Operations regulations (promulgated by 
the State Council on 6 February 2007 and effective as of 1 May 
2007) state that a franchisor must be in the form of an enterprise that 
owns a registered trademark, logo, patent, proprietary technology 
or other business resources. Organisations or individuals other than 
enterprises shall not engage in a franchise operation in the capacity 
of a franchisor. 

In China, enterprises include companies, partnership enterprises, 
joint-stock cooperative enterprises, sole proprietorship enterprises, 
state-owned enterprises, collective-owned enterprises, Sino-foreign 
equity joint ventures (EJVs), Sino-foreign cooperative joint ventures 
(CJVs), wholly foreign-owned enterprises (WFOEs) and foreign-
invested joint-stock limited companies.

Under Chinese company law, a company is classified into limited 
liability companies (LLCs) and limited joint-stock companies. LLCs 
include two unique types of companies: wholly stated-owned 
companies and one-person limited liability companies (one-person 
LLCs). If the owner of a one-person LLC fails to separate company 
assets from his own personal assets, he will be required to take joint 
responsibility for the company’s liabilities.

To establish a partnership enterprise that can be either a normal 
partnership enterprise or a limited partnership enterprise, two or 
more individual persons shall enter into a partnership agreement, 
jointly make an equity contribution and complete the due process of 
registration. A partner in a normal partnership enterprise will assume 
unlimited liabilities for the enterprise’s debts, whereas a partner in a 
limited partnership will only be responsible for the enterprise’s debts 
up to the amount of equity that he or she contributed.

A joint-stock cooperative enterprise is a unique type of enterprise 
in China that is invested in mainly by its employees. The investors 
bear liabilities up to the amount of their investment.

A sole proprietorship enterprise is a business entity invested 
in and owned by a sole individual person. The investor assumes 
unlimited responsibility for the enterprise’s liability based on his or 
her personal assets.

EJVs, CJVs, WFOEs and foreign-invested joint-stock limited 
companies are the principal forms of foreign invested enterprises in 
China.

2 What laws and agencies govern the formation of business entities?

For Chinese domestic franchisors, different laws and regulations 
will apply depending on the nature of the enterprises of the fran-
chisors. Specifically, if the franchisor is in the form of a company, 
the Company Law (promulgated by the Standing Committee of the 
National People’s Congress with latest amendments effective on 1 
January 2006) will apply and govern the formation of the entity; 

if the franchisor is a sole proprietorship enterprise, the Law of Sole 
Proprietorship Enterprises (promulgated by the Standing Committee 
of the National People’s Congress and effective on 1 January 2000) 
will govern the formation of the enterprise; if the franchisor is a 
partnership enterprise, the formation of the enterprise must follow 
the rules set forth in the Law of Partnership Enterprises (promulgated 
by the Standing Committee of the National People’s Congress with 
latest amendments effective on 1 June 2007); and if the franchisor is 
a joint-stock cooperative enterprise, as the lawmakers have not yet 
enacted an uniform law in this regard, the Guidance on the Devel-
opment of Municipal Joint-Stock Cooperative Enterprises (promul-
gated by the National Development and Reform Commission and 
effective in June of 1997), along with the relevant local regulations, 
are treated as the major governing law and regulations.

Likewise, for foreign franchisors, based on their specific company 
nature, the Sino-Foreign Equity Joint Venture Law (promulgated by 
the National People’s Congress with latest amendments effective on 
15 March 2001), the Sino-Foreign Cooperative Joint Venture Law 
(promulgated by the National People’s Congress with latest amend-
ments effective on 31 October 2000), and the Law of Wholly Foreign 
Owned Enterprises (promulgated by the National People’s Congress 
with latest amendments effective on 31 October 2000) will govern 
the formation of the entity. Administration of Foreign Investment in 
Commercial Sectors Procedures and its supplemental rules (promul-
gated by the Ministry of Commerce (MOFCOM) on 16 April 2004 
and effective as of 1 June 2004) are also important. 

The government agency in charge of establishing Chinese 
domestically invested companies, sole proprietorship enterprises, 
partnership enterprises and other types of enterprise is the State 
Administration for Industry and Commerce (SAIC). A foreign invest-
ment enterprise (FIE) is subject to the approval of MOFCOM or its 
local counterparts. If the FIE is engaged in a particular sector which 
is subject to special approval, the government agencies relevant to 
said approval will also be involved. 

3 Provide an overview of the requirements for forming and maintaining a 

business entity.

Except in sectors discouraged by central or local governments as 
provided in their investment policies, the statutory requirements to 
form a business entity in China are not generally stringent: as far as 
a company is concerned, the minimum initial registered capital that 
the shareholders shall contribute is 30,000 renminbi or 100,000 ren-
minbi for a one-person LLC, while Chinese law does not prescribe a 
minimum capital requirement for a partnership enterprise or a sole 
proprietorship enterprise.

For an entity to maintain its legality, it should comply with vari-
ous applicable laws in respect of registration, taxation, labour, for-
eign exchange, customs, and so on, among which the Regulations of 
the People’s Republic of China on Administration of Registration of 
Company promulgated by the State Council on 24 June 1994 with 
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its latest amendment effective on 18 December 2005 (‘Regulations 
of Company Registration’) is worthy of special notice. In accordance 
with the Regulations of Company Registration, from 1 March to 30 
June the registration office (normally SAIC’s local counterparts) will 
conduct annual examinations of the companies registered with them. 
In order to pass the annual examination, companies shall submit an 
annual examination report, audited financial statements and other 
documents. If the company successfully passes the examination, the 
registration office will certify it on the company’s business licence; 
if any significant violation is identified during the examination, 
the company’s business licence could be revoked. Such violations 
include, but are not limited to, falsifying a capital injection report or 
other application documents in order to secure approval of establish-
ment or pass the annual examination certification, failing to operate 
(without good cause) within six months of being granted a business 
licence, or voluntarily ceasing to operate for more than six months 
after establishment of the company.

4 What restrictions apply to foreign business entities and foreign 

investment?

The Chinese domestic market has not been entirely opened up for 
foreign investors, although a considerable amount of progress has 
been made since its entry into the World Trade Organization. For-
eign investment in China is classified into four categories based on 
the sectors concerned: encouraged, permitted, restricted and pro-
hibited. Details can be found in the Industry Category Guide for 
Foreign Investors that is issued and updated by MOFCOM. Foreign 
franchisors must ensure that their investment does not fall into the 
‘prohibited’ category.

In accordance with article 7 of Administrative Measures for the 
Record Filing of Commercial Franchises, a foreign franchisor shall 
follow these measures when undertaking franchising activities in 
China. As such, it could be construed that a company outside China 
may make a filing as a franchisor with the Chinese government 
authority, although the Measures for Administration on Foreign 
Investment in Commercial Fields (Order of Ministry of Commerce 
[2004] No. 8) provide that foreign companies are forbidden to 
engage in franchise business directly by themselves, and that they 
must do it through a subsidiary established in China. The business 
licence of that subsidiary must specify that the business scope of the 
subsidiary includes undertaking commercial franchise activities by 
the way of franchise.

Apart from the above, there are no restrictions that particularly 
apply to foreign franchisors. 

5 Briefly describe the aspects of the tax system relevant to franchisors. 

How are foreign businesses and individuals taxed? 

From the perspective of the Law of PRC on Enterprise Income Tax 
(adopted at the 5th Session of the 10th National People’s Congress 
on 16 March 2007, promulgated by Order No. 63 of the President 
of the People’s Republic of China and effective as of 1 January 2008), 
enterprises are classified as resident or non-resident enterprises. Resi-
dent enterprises are those that are set up under Chinese law or that 
are set up in accordance with the law of other jurisdictions and have 
their actual administration centre located in China. Non-resident 
enterprises are those that are set up in accordance with the law of 
foreign countries (regions) and have their actual administration 
centre outside of China but have establishment in China, or have 
income originating from China without establishment in the terri-
tory of China.

Franchisors who are considered as resident enterprises, regard-
less of the investor’s nationality, are subject to income tax at a rate of 
25 per cent on income originating from inside and outside of China. 
Non-resident franchisors must pay withholding income tax at a rate 

of 10 per cent pursuant to the Implementation Rules of Enterprise 
Income Tax for passive income originating from China (for exam-
ple, franchise fees, royalties), unless provided otherwise in the tax 
treaty between China and the home country or region of the fran-
chisor. Non-resident franchisors must also pay enterprise income tax 
on active income (for example, service fees) generated from China 
through its establishment. Depending upon the tax law of the home 
country or region of the franchisor, the withholding tax or enterprise 
income tax, or both, that is paid in China by the franchisor, may be 
creditable to the income tax payable in its home country.

In addition to the above-mentioned enterprise income tax, fran-
chisors shall pay business tax at the rate of 5 per cent for the franchise 
fees (also known as ‘service fees’).

Article 8 of Enterprise Income Tax provides that de facto expend-
iture incurred in connection with operational activities is deductable 
to a reasonable extent when computing taxable income. Accord-
ing to interpretation by officials from the General Tax Bureau, such 
provision does not apply to non-resident franchisors’ franchise fee 
income. Such interpretation has led to announcement of the abolish-
ment of the Notice of General Tax Bureau and Financial Ministry 
regarding Enterprise Income Tax Levying on Foreign Enterprise after 
Receiving Franchise Fee and Paying off Business Tax (promulgated 
by the General Tax Bureau and Financial Ministry and effective as 
of 19 March 1998) that specifically allowed foreign enterprises to 
deduct business tax before paying enterprise income tax.

6 Are there any relevant labour and employment considerations for 

typical franchisors? What is the risk that a franchisee or employees of 

a franchisee could be deemed employees of the franchisor? What can 

be done to reduce this risk?

Franchise business owners must give special attention to the statu-
tory requirement that employers shall pay social security for their 
regular employees (namely, pension, unemployment insurance, medi-
cal insurance and employment injury insurance). The enactment of 
the China Labour Contract Law (adopted at the 28th Session of 
the Standing Committee of the 10th National People’s Congress on 
29 June 2007 and effective as of 1 January 2008) has increased the 
overhead costs and legal risks for franchise business such as fast-
food chain restaurants that engage a significant number of part-time 
employers or non-employee workers: the labour contract law pro-
vides that the daily working hours of a part-time employee cannot 
exceed four hours and the weekly working hours cannot exceed 
24 hours. Non-employee workers will have to be dispatched from 
sourcing companies that legally are the employers of the dispatched 
employees. Otherwise, the non-employee workers will be deemed as 
regular employees of the franchise owners.

Although the risk that a franchisee or employees of a franchisee 
are deemed to be the franchisor’s employees is not high in practice, 
it is advisable for the franchisor to set up a well-drafted relationship 
clause in the franchise contract to clarify the relationship between 
franchisor, franchisee and the franchisee’s employees.

7 How are trademarks and know-how protected? 

A trademark will be protected under Chinese law if it has been reg-
istered with the China Trademark Office. Know-how is protected in 
China as a trade secret if such know-how, that has not been in the 
public domain, may bring about economic benefits, has practical 
utility, and is protected by the owner under non-disclosure measures.



www.gettingthedealthrough.com  49

Tian Yuan Law Firm china

A franchisor can protect its trademarks and know-how by the 
following means:
•	 	contractual	protection,	specifying	each	party’s	rights	and	obliga-

tions in respect of how the franchisee may use the franchisor’s 
trademarks and know-how in the franchise agreement, specific 
trademark licence agreement or non-disclosure agreement; 

•	 	seeking	protection	from	the	administrative	agency	(State	Admin-
istration for Industry and Commerce (SAIC)) and its local 
counterparts that may impose administrative sanctions on the 
infringer – in most cases warnings or monetary fines, or both. It 
may be quicker to seek protection from the administrative agen-
cies than to litigate, especially if the trademark has been certified 
as a well-known trademark in China; and

•	 	seeking	protection	through	the	courts.

8 What are the relevant aspects of the real estate market and real 

estate law? 

Under Chinese real estate law, unlike domestic franchisors, a foreign 
franchisor is not allowed to directly purchase real estate property 
located in China unless it is for his or her own use. One solution is 
for the franchisor to set up a presence in China through which the 
purchase can be handled.

In addition, if a franchisor sets up certain standards for the prop-
erties to be used by a franchisee, or recommends a property to the 
franchisee, the franchisor should make sure the contract explicitly 
states that the franchisor is not responsible for any losses caused 
by fluctuations in the property market. Furthermore, as the overall 
Chinese economy is developing quickly and urban redevelopment 
is a prevalent trend, it is advisable for the franchise agreement to 
take into consideration a scenario in which the property used by the 
franchised business will be forcibly redeveloped and the franchisee 
will have to be relocated.

Laws and agencies that regulate the offer and sale of 
franchises

9 What is the legal definition of a franchise?

As provided by Chinese law, a franchise refers to a business activ-
ity whereby the franchisor, by virtue of performance of contract, 
licenses the franchisee to use the operational resources inter alia, the 
registered trademark, enterprise logo, patent and know-how, and 
the franchisee undertakes business under the unified business for-
mat set up in the franchise agreement and pays franchise fees to the 
franchisor in return.

10 Which laws and government agencies regulate the offer and sale of 

franchises?

The provisions governing franchise activities can be found primarily 
in the following laws and regulations: 
•	 	Administration	of	Commercial	Franchise	Procedures	(promul-

gated by the Ministry of Commerce on 30 December 2004 and 
effective as of 1 February 2005);

•	 	Administration	of	Commercial	Franchise	Operations	Regula-
tions (promulgated by the State Council on 6 February 2007 
and effective as of 1 May 2007);

•	 	Administration	of	Commercial	Franchise	Operations	Registration	
Procedures (promulgated by the Ministry of Commerce on 
7 November 2011 and effective as of 1 February 2012); the 
old Administration of Commercial Franchise Operations 
Registration Procedures (Decree No. 15, 2007) of the Ministry of 
Commerce, which came into force on 1 May 2007, was repealed 
simultaneously; 

•	 	Administration	of	Information	Disclosure	for	Commercial	Fran-
chise Operations Procedures (promulgated by the Ministry of 
Commerce on 18 January 2012 and effective as of 1 April 2012); 
the old Administration of Information Disclosure for Commer-
cial Franchise Operations Procedures (Decree No. 16, 2007) of 
the Ministry of Commerce was repealed simultaneously; and 

•	 	Administration	of	Foreign	Investment	in	Commercial	Sector	Pro-
cedures (promulgated by the Ministry of Commerce on 16 April 
2004 and effective as of 1 June 2004).

The government agency in charge of administration of franchises is 
MOFCOM and its local counterparts. 

11 Describe the relevant requirements of these laws and agencies. 

The principal requirements include the following:
•	 	the	franchisor	shall	have	the	necessary	business	resources	(such	

as trademarks) that it will license to its franchisees in order for 
the franchisees to carry out the franchised business;

•	 	the	franchisor	shall	satisfy	the	‘2+1’	requirement,	namely,	the	
franchisor must already have at least two existing stores and 
must have been engaged in the franchised business for more than 
one year;

•	 	the	franchisor	shall	register	with	MOFCOM	or	its	local	counter-
part. Specifically, the franchisors, who are undertaking commer-
cial franchise activities within one single province, autonomous 
region or municipality which is under the direct control of central 
government, register with MOFCOM’s local branch, whereas 
the franchisors whose commercial franchise activities span multi-
ple provinces, autonomous regions or municipalities, shall make 
registration with MOFCOM. The current registration system 
established by MOFCOM for commercial franchise filing now 
has a nationwide network. The qualified franchisors may file 
through this system;

	•	 	the	franchisor	shall	disclose	information	to	its	franchisees	and	
franchisees have a confidentiality responsibility regarding that 
information in accordance with Administration of Information 
Disclosure for Commercial Franchise Operations Procedures;

•	 	the	franchisor	shall	enter	into	the	franchise	agreement	in	writ-
ing with the franchisee, and the term of the franchise agreement 
shall be no less than three years (unless the franchisee agrees 
otherwise). Additionally, the franchisor shall give the franchisee 
a cooling-off period: that is, the franchisee has the right to uni-
laterally terminate the franchise agreement within a certain time 
frame as agreed by the franchisor and franchisee after the fran-
chise agreement is signed; and

•	 	the	franchisor	shall	provide	a	manual,	training	and	support	to	
its franchisees in accordance with the agreement between the 
franchisor and the franchisee.

12 What are the exemptions and exclusions from any franchise laws and 

regulations?

There is no exemption or exclusion under current Chinese franchise 
laws and regulations.

13 Does any law or regulation create a requirement that must be met 

before a franchisor may offer franchises?

The	franchisor	must	satisfy	the	‘2+1’	requirement,	namely,	the	fran-
chisor must already have at least two existing stores and must have 
been engaged in the franchised business for more than a year. The 
two existing stores can be anywhere in the world – they do not have 
to be in China. The franchisor must have the necessary business 
resources, such as a registered trademark, enterprise logo, patent or 
proprietary technology.



china Tian Yuan Law Firm

50 Getting the Deal Through – Franchise 2013

14 In the case of a sub-franchising structure, who must make pre-sale 

disclosures to sub-franchisees? If the sub-franchisor must provide 

disclosure, what must be disclosed concerning the franchisor and the 

contractual or other relationship between the franchisor and the sub-

franchisor?

Under a sub-franchising structure, the sub-franchisor is obligated 
to disclose to the sub-franchisee that it is a sub-franchisor, that it 
has obtained the necessary operational resources (for example, 
trademarks) from the original franchisor, and that it has obtained 
(or will obtain) permission from the original franchisor to grant a 
sub-franchise to the sub-franchisee. In addition, it should disclose to 
the sub-franchisee all other information disclosed to it by the origi-
nal franchisor. The sub-franchisee may also have to disclose certain 
information to the original franchisor where it is stipulated in the 
original franchise agreement or the original franchisor is directly 
involved: for instance, whether the original franchisor will provide 
training to the sub-franchisees, or whether the sub-franchisees must 
purchase certain goods or services from the suppliers designated by 
the original franchisor.

15 What is the compliance procedure for making pre-contractual 

disclosure in your country? How often must the disclosures be 

updated? 

In light of the Administration of Information Disclosure for Com-
mercial Franchise Operations Procedures and Administration of 
Commercial Franchise Operations Regulations, the franchisor shall 
disclose in writing the information required by these regulations at 
least 30 days before the parties execute the franchise agreement, 
except that the franchisor and franchisee renew the contract based 
on the same terms and conditions with the original contract.
 

16 What information must the disclosure document contain?

According to the Administrative Measures on Information Disclo-
sure of Commercial Franchise, which came into force on 1 April 
2012, a franchisor must disclose the following information to its 
franchisees:
•	 	basic	information	of	the	franchisor	and	the	franchise	activities,	

such as:
 •  name, correspondence address, contact method, legal repre-

sentative, general manager, registered capital, scope of busi-
ness of the franchisor and the number of the existing outlets 
and their addresses and contact telephone numbers;

 •  overview of commercial franchise activities carried out by the 
franchisor;

 •  basic information of filing by the franchisor;
 •  where a related party of the franchisor provides products 

and services to a franchisee, the basic information of the said 
related party shall be disclosed; and

 •  information on any bankruptcy or bankruptcy application of 
the franchisor or its related parties during the past two years;

•	 	basic	information	of	business	resources	owned	by	the	franchisor,	
such as:

 •  a text description of registered trademarks, corporate logos, 
patents, proprietary technologies, business models and other 
business resources;

 •  where the owner of the business resources is a related party 
of the franchisor, the basic information of the said related 
party and the contents of licensing shall be disclosed, and 
the method for which the franchise system is handled under 
the circumstances when the licensing contract with the said 
related party is suspended or terminated prematurely shall 
be stated simultaneously; and

 •  information on litigation or arbitration involving the reg-
istered trademarks, corporate logos, patents, proprietary 
technologies, etc of the franchisor (or its related parties) and 
business resources related to franchise;

•	 	basic	information	on	franchise	expenses,	such	as:
 •  where the type, amount, rates and payment method of 

expenses collected by the franchisor and on behalf of third 
parties cannot be disclosed, the reason shall be stated, where 
the fee rates are not standardised, the highest and the lowest 
rates shall be disclosed, and the reason shall be stated;

 •  collection and refund criteria for the security deposit, refund 
timing and methods; and

 •  where the franchisee is required to pay expenses prior to 
execution of the franchise contract, the purposes of the said 
expenses and the refund criteria and methods;

•	 	prices	and	conditions	of	the	products,	services,	equipment	pro-
vided to the franchisee, etc, such as:

 •  whether the franchisee is required to purchase products, ser-
vices or equipment from the franchisor (or its related parties) 
and the relevant prices, conditions, etc;

 •  whether the franchisee is required to purchase products, ser-
vices or equipment from vendors designated (or approved) 
by the franchisor; and

 •  whether the franchisee is allowed to select other vendors and 
the criteria to be satisfied by the vendors;

•	 	information	on	services	provided	for	the	franchisee	on	a	continu-
ous basis, such as:

 •  specific contents of business training, method of provision 
and implementation plan, including training venue, method 
and period, etc; and

 •  specific contents of technical support, method of provision 
and implementation plan, including descriptions and types 
of business resources and types of products, facilities and 
equipment, etc;

•	 	method	and	contents	of	guidance	and	supervision	for	business	
activities of the franchisees, such as:

 •  specific contents of business guidance, method of provision 
and implementation plan, including site selection, renovation 
and décor, store management, advertising and promotion, 
product configuration, etc;

 •  method and contents of supervision, obligations to be per-
formed by the franchisee and liability for non-performance 
of obligations; and

 •  division of liability of the franchisor and the franchisee in 
respect of consumer complaints and compensation;

•	 	information	on	investment	budget	for	the	franchise	network,	
such as:

 •  the following expenses: 
  •  joining fee; training fee;
  •  real estate and renovation expenses; 
  •  acquisition costs for equipment, office supplies, furni-

ture, etc; 
  •  initial inventory; 
  •  public utilities fees; 
  •  fees and expenses required for obtaining licences and 

other government approval; 
  •  start-up working capital; and
  •  information sources and basis of estimation for the 

aforesaid expenses;
•	 	the	relevant	information	on	franchisees	in	China,	such	as:
 •  the existing and projected number of franchisees, geograph-

ical distribution, scope of licensing, is there any exclusive 
licence region (if any, specific scope of the projection shall 
be stated); and

 •  business conditions of existing franchisees, including the 
actual investment amount, average sales, costs, gross prof-
its, net profits, etc of the franchisee, and the sources of the 
aforesaid information shall be stated simultaneously;
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•	 	abstracts	of	financial	accounting	reports	of	the	franchisor	for	the	
past two years and audit reports issued by an accounting firm or 
an audit firm;

•	 	information	on	litigation	and	arbitration	relating	to	the	franchise	
of the franchisor during the past five years, including cause of 
action, litigation (arbitration) request, jurisdiction and outcome;

•	 	records	of	significant	illegal	business	activities	of	the	franchisor	
and its legal representative, namely:

 •  a fine of 300,000 renminbi or above imposed by the relevant 
administrative enforcement authorities; and

 •  prosecution for criminal liability;
•	 text	of	the	franchise	contract,	including:
 •  specimen of the franchise contract; and
 •  where the franchisor requires the franchisee to enter into any 

other franchise-related contracts with the franchisor (or its 
related parties), the specimens of such contracts shall be pro-
vided simultaneously.

17 Is there any obligation for continuing disclosure?

According to the Administration of Information Disclosure for 
Commercial Franchise Operations Procedures and Administration 
of Commercial Franchise Operations Regulations, in the case of any 
material change to the disclosed information, the franchisor shall 
notify the franchisees of such change in a timely manner.

18 How do the relevant government agencies enforce the disclosure 

requirements?

If a franchisor violates the disclosure requirements, its franchisee 
may report the violation to MOFCOM or its local counterpart. 
Upon verifying the violation, MOFCOM (or its local counterparts) 
will request that the franchisor remedies it and a monetary fine of 
between 10,000 and 50,000 renminbi will be imposed on the violat-
ing franchisor. In the case of a serious violation, a fine of between 
50,000 and 100,000 renminbi will be imposed and MOFCOM will 
make a public announcement regarding the violation.

19 What actions can franchisees take to obtain relief for violations 

of disclosure requirements? What are the legal remedies for such 

violations? How are damages calculated? If the franchisee can cancel 

or rescind the franchise contract, is the franchisee also entitled to 

reimbursement or damages?

A bona fide franchisee is entitled to rescind the franchise agreement 
if the contracts cannot be performed and contract has been substan-
tially frustrated by the concealed or false information.

Franchise-related laws and regulations do not specifically pro-
vide for how the parties can dispose of a franchise agreement in the 
event that the franchisee rescinds the franchise agreement in such a 
way as that mentioned above. Nevertheless, the parties may follow 
the rules and principles of contract law and the Civil Code. Princi-
pally, the franchisor and franchisee will not perform the outstanding 
part of the franchise agreement that has not yet been performed, 
while the franchisee may request to return to status quo for the part 
of the franchise agreement that has been performed. As a critical part 
of so doing, the franchisee will return the franchisor’s manual and 
other materials, stop using the franchisor’s business resources, and 
seek indemnification from the franchisor to cover the franchisee’s 
necessary expenses for entering into the franchise agreement, per-
forming the franchise agreement and returning to status quo.

20 In the case of sub-franchising, how is liability for disclosure violations 

shared between franchisor and sub-franchisor? Are individual officers, 

directors and employees of the franchisor or the sub-franchisor 

exposed to liability? If so, what liability? 

The sub-franchisor is legally obligated to disclose the required infor-
mation to the sub-franchisee. There is no statutory requirement for 
the original franchisor to disclose any information to the sub-fran-
chisee, nor will the original franchisor be held jointly and severally 
liable for the sub-franchisor’s default on its disclosure obligation. 
Nonetheless, if a judge or arbitrator ultimately determines that the 
sub-franchisor’s default is partially caused by the original franchisor, 
the original franchisor will undertake the liabilities commensurate 
with its mistake at the discretion of the adjudicator. 

In light of current Chinese franchise-related laws and regulations, 
the individual officers, directors and employees of a franchisor or 
sub-franchisor will not usually be held personally responsible for 
civil liability as a result of disclosure violation, unless the related 
individual is found to have engaged in any fraudulent or deceptive 
practices which could be construed as a crime under criminal law.

21 In addition to any laws or government agencies that specifically 

regulate offering and selling franchises, what are the general 

principles of law that affect the offer and sale of franchises? What 

other regulations or government agencies or industry codes of 

conduct may affect the offer and sale of franchises?

As a written franchise agreement must be signed, the PRC Contract 
Law (promulgated by the National People’s Congress and effective as 
of 1 October 1999) and relevant judicial interpretations will apply to 
formation, interpretation, performance and liabilities related to the 
franchise agreement. 

In addition, as mentioned in question 19, the PRC Civil Code 
(adopted at the Fourth Session of the Sixth National People’s 
Congress, promulgated by Order No. 37 of the President of the 
People’s Republic of China on 12 April 1986, and effective as of 
1 January 1987) is another critical source of law: adjudicators 
frequently refer to its doctrines and principles when the specific 
franchise statutory provision is in absence. 

22 Other than franchise-specific rules on what disclosures a franchisor 

should make to a potential franchisee or a franchisee should make 

to a sub franchisee regarding predecessors, litigation, trademarks, 

fees etc, are there any general rules on pre-sale disclosure that might 

apply to such transactions?

Apart from the information that the franchisor is mandatorily 
required to disclose under the Administration of Information Dis-
closure for Commercial Franchise Operations Procedures and 
Administration of Commercial Franchise Operations Regulations, 
the franchisor generally does not have to disclose any other informa-
tion. Nevertheless, in compliance with the rules and doctrines under 
the Civil Code and the Contract Law, a franchisor should answer the 
questions of a prospective franchisee in good faith. 

23 What actions may franchisees take if a franchisor engages in 

fraudulent or deceptive practices in connection with the offer and sale 

of franchises? How does this protection differ from the protection 

provided under the franchise sales disclosure laws?

In accordance with Administration of Commercial Franchise Opera-
tions Regulations, the franchisor shall not include any fraudulent, 
deceptive or misleading information in its promotional or marketing 
activities. In particular, its advertisement cannot contain any propa-
ganda regarding franchisees’ earnings. Violating this requirement will 
lead to a fine of 30,000 to 300,000 renminbi.
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Furthermore, if a franchisor committed fraudulent or decep-
tive practices in the course of the offer and sale of franchises, the 
franchisee as a bona fide victim may pursue the dispute resolution 
provided in the franchise agreement and seek the relief available 
under contract law and the Civil Code. Specifically, the franchisee 
may request that the franchise agreement is modified or nullified. 
If the franchise agreement is nullified, it will become retroactively 
invalid from its very beginning, meaning that to some extent, the 
parties shall return to status quo. All costs and losses incurred by 
the franchisee in so doing shall be compensated by the franchisor. A 
one-year statute of limitation applies: in other words, the franchisee 
must file the case within a year of the time at which it knew or should 
have known of the fraud or deception. 

If the fraud or deception is very serious in terms of the amount of 
damages, the magnitude of the negligence or the effect of such fraud 
or deception on the public and society, it will fall under the Criminal 
Law. In that case, the franchisor or its directors, officers or employ-
ees, as the case may be, will be prosecuted for committing a crime.

Legal restrictions on the terms of franchise contracts and the 
relationship between parties in a franchise relationship

24 Are there specific laws regulating the ongoing relationship between 

franchisor and franchisee after the franchise contract comes into 

effect?

The Administration of Commercial Franchise Operations Regula-
tions (Administration) is a major regulation that governs the rela-
tionship between franchisor and franchisee once the contract has 
come into effect. It deals with major obligations between the parties, 
quality control of the franchised business, assignment of contracts, 
and so on. For instance, in accordance with the Administration, a 
franchisor shall provide an operating manual, continuing operational 
guidance, technical support, business training and other services 
to the franchisee pursuant to the franchise contract. Furthermore, 
where a franchisor collects advertising and promotion fees from a 
franchisee, it shall use the collected monies pursuant to contractual 
stipulations. The usage of advertising and promotion fees shall be 
disclosed to the franchisee promptly. In addition to the foregoing, the 
Administration also provides that a franchisee shall not transfer the 
rights of its franchise operation to others, nor shall he or she divulge 
or allow others to use the commercial secrets of the franchisor to 
which the franchisee has access.

25 Do other laws affect the franchise relationship?

In addition to the Contract Law and the Civil Code that govern 
the validity, interpretation, performance and other areas of a fran-
chise agreement, the franchisor and franchisee shall also comply 
with several other laws, including advertisement law (in respect of 
advertising), trademark law (in respect of trademark protection and 
licensing), and some regulatory requirements, such as Regulations on 
Prohibition of Pyramid Selling.

26 Do other government or trade association policies affect the franchise 

relationship?

MOFCOM and its local counterparts are the governmental authority 
in charge of approval, filing and administration of franchise activi-
ties. The other government agencies that regulate different perspec-
tives of business activities do not have the authority per se to act 
on the franchise relationship between the parties. For example, the 
police or SAIC and its local branches will be involved if there is found 
to be fraud or deception relating to the sale of franchised business. 
Neither does any trade association have such authority per se. 

27 In what circumstances may a franchisor terminate a franchise 

relationship? What are the specific legal restrictions on a franchisor’s 

ability to terminate a franchise relationship? 

A franchisor may terminate a franchise relationship pursuant to the 
franchise contract’s provisions regarding the early termination of the 
contract. In absence of such express contractual provisions, the fran-
chisor may terminate the franchise relationship in accordance with 
Contract Law in the following circumstances:
•	 	the	purpose	of	the	franchise	contract	is	not	able	to	be	realised	due	

to force majeure;
•	 	the	franchisee	explicitly	expresses	or	indicates	through	its	acts	

that it will not perform its principal debt obligations;
•	 	the	franchisee	delays	performing	its	principal	debt	obligations	

and still fails to perform them within a reasonable time frame of 
being urged to do so; or

•	 	the	purpose	of	the	franchise	contract	cannot	be	realised	because	
the franchisee delays performing its debt obligations or commits 
some other act in breach of the contract.

28 In what circumstances may a franchisee terminate a franchise 

relationship?

According to Chinese law and regulation, a franchisee may terminate 
a franchise relationship under the following circumstances:
•	 	based	upon	the	contractual	stipulations	in	the	franchise	agree-

ment or under the provisions of the PRC Contract Law;
•	 	during	the	cooling-off	period	as	mutually	agreed	by	the	fran-

chisor and the franchisee in the franchise contract; or
•	 	if	the	franchisor	violates	its	disclosure	obligation	and	the	contract	

cannot be performed or the contract has been substantially frus-
trated by the concealed or false information.

29 May a franchisor refuse to renew the franchise agreement with a 

franchisee? If yes, in what circumstances may a franchisor refuse to 

renew?

It is not mandatory for the franchisor to renew the franchise agree-
ment. The franchisor has sole discretion over whether or not to 
renew, unless the initial franchise agreement contains any provisions 
to the contrary.

30 May a franchisor restrict a franchisee’s ability to transfer its franchise 

or restrict transfers of ownership interests in a franchisee entity?

In accordance with Administration of Commercial Franchise 
Operations Regulations, a franchisee must obtain the franchisor’s 
prior consent before assigning the franchise agreement. One point 
to note is that, from the perspective of Chinese law, transfer of 
ownership interests will not be deemed as assignment of a franchise 
agreement. The franchisor must expressly stipulate in the franchise 
agreement if he wishes to have the power to prevent the franchisee 
transferring its ownership interests in a franchisee entity.

31 Are there laws or regulations affecting the nature, amount or payment 

of fees ?

In light of Administration of Commercial Franchise Operations 
Regulations, if the franchisor requests that the franchisee pay ini-
tial franchise fees before the execution of a franchise agreement, the 
franchisor must explain to the franchisee in writing the purpose of 
the payment, as well as the conditions and manners of refund. With 
regard to the funds paid by the franchisee pursuant to the franchise 
agreement for the advertisement and promotion of the franchise busi-
ness, the franchisor shall ensure that the fund is spent for the exact 
purpose agreed in the franchise agreement and update the franchisee 
on the status of the same.
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32 Are there restrictions on the amount of interest that can be charged 

on overdue payments?

The franchisor is entitled to interest for overdue payments which, 
however, should not be excessively higher than the actual damage 
suffered by the franchisor. To this end, the adjudicator may adjust 
the interest rate provided in the franchise agreement.

33 Are there laws or regulations restricting a franchisee’s ability to 

make payments to a foreign franchisor in the franchisor’s domestic 

currency?

China adopts a foreign exchange control system according to which 
all outbound payment, except for settlement with Hong Kong, 
Macao and ASEAN (Association of Southeast Asian Nations) coun-
tries which could be denominated in renminbi, shall be in foreign 
currency against various supporting documents. Accordingly, a 
franchisee must present the agreements (franchise agreement, licence 
agreement, etc) which have been filed with MOFCOM’s local coun-
terpart, the tax certificate evidencing that the franchisee has fulfilled 
its obligation in respect of withholding tax (if any) and other docu-
ments which might be required by the payer bank in accordance with 
foreign exchange control regulations. 

34 Are confidentiality covenants in franchise agreements enforceable?

It is enforceable in general. Nevertheless, the owner of the proprietary 
information must be able to prove that the information in discussion:
•	 	has	never	been	in	the	public	domain;
•	 	may	bring	about	economic	benefits;	
•	 	has	practical	utility;	and	
•	 	is	protected	by	the	owner	under	non-disclosure	measures.

35 Is there a general legal obligation on parties to deal with each other in 

good faith? If so, how does it affect franchise relationships?

Yes, both the PRC Civil Code and the PRC Contract Law provide 
that commercial transactions should be conducted in good faith, and 
this is also applicable to franchise contracts. Notwithstanding the 
disclosure requirements underneath Administration of Commercial 
Franchise Operations Regulations and Regulations Administration 
of Information Disclosure for Commercial Franchise Operations 
Procedures, if the information disclosed by the franchisor is not in 
good faith, it could still be misleading or unreliable. For example, 
the aforementioned regulations require that the franchisor provides 
its record and speculation about existing and potential franchisees 
and assesses the operation status of the franchisee. As the franchisor 
is legally obliged to provide this information in good faith, it must 

be reasonably diligent and careful in the course of its calculations; 
thus, the credibility of the provided information will be significantly 
increased.

36 Does any law treat franchisees as consumers for the purposes of 
consumer protection or other legislation?

No. As provided by the laws and regulations in respect of consumer 
protection, ‘consumers’ in China usually means people who purchase 
materials or services for their own consumption. With regard to con-
sumer protection, a franchisee, who provides materials or services to 
its end-user consumers is not a consumer.

37 Must disclosure documents and franchise agreements be in the 
language of your country?

Chinese law does not specifically require that franchise agreements 
and disclosure documents be made in Chinese. However, in practice 
the authority normally will demand Chinese translation prepared by 
the designated translation service vendor, if the registration docu-
ments are written in foreign language. As such, for the convenience 
of making registration with government agencies and in order to 
avoid potential disputes with local Chinese-speaking franchisees, in 
practice bilingual versions of the documents are recommended.

38 What restrictions are there on provisions in franchise contracts?

As provided by Administration of Commercial Franchise Opera-
tions Regulations, the term of a franchise contract shall not be less 
than three years. In the case of a foreign franchisor, according to the 
Measures for The Administration on Foreign Investment in Com-
mercial Fields (promulgated by the Ministry of Commerce and effec-
tive as of 1 June 2004), the term of operation of a foreign-funded 
commercial enterprise shall not exceed 30 years in general, and the 
term of operation of a foreign-funded commercial enterprise that is 
established in the middle and western areas shall not exceed 40 years 
in general. Although for the time being there is no specific statutory 
restriction on franchise contracts providing exclusive territory, des-
ignated suppliers for franchised business, conditional sales or tied 
sales, in accordance with the Anti-Unfair Competition Law (promul-
gated by the Standing Committee of the National People’s Congress 
and effective as of 1 December 1993) and the Anti-Monopoly Law 
(promulgated by the National People’s Congress and effective as of 
1 August 2008), these provisions shall not be involved with abuse of 
market position, impairment to the public interest, or interference in 
a franchisee’s lawful business activities. The motive of these clauses is 
to protect the goodwill, quality and safety of the franchised business.
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39 Describe the aspects of competition law in your country that are 

relevant to the typical franchisor. How are they enforced? 

The Anti-Unfair Competition Law (promulgated by the Standing 
Committee of the National People’s Congress and effective as of  
1 December 1993) and the Anti-Monopoly Law (promulgated by the 
National People’s Congress and effective as of 1 August 2008) are 
two major statutes governing competition activities in China, accord-
ing to which the following will be prohibited in business activities: a 
monopoly agreement which fixes prices for resale, restricts the lowest 
price for resale, limits the output or sales of the products, allocates 
the sales markets or the raw material purchasing markets, or limits 
the purchase of new technology or new facilities or the development 
of new products or new technology.

In order to ensure the franchisees carry on a franchised business 
in an uniform business format, the franchisor must set forth a lot 
of standards in the franchise contract that appear to fall into the 
above-mentioned prohibited areas, such as fixed prices for franchised 
services or products, designated raw material suppliers and condi-
tional sales. Nevertheless, franchising will not be considered to be in 
violation of the above competition regulations as long as there is no 
abuse of market position, no impairment to the public interest and no 
interference in the franchisee’s lawful business activities (for exam-
ple,, if the purpose of the conditional sale is to protect the quality 
and then the goodwill of the franchised business, or the conditional 
sale is the only way for the franchisor to safeguard his know-how, 
proprietary technology or other commercial confidential informa-
tion). On the other hand, if the conditional sale’s purpose is to cre-
ate market barriers, sell unmarketable goods or other unreasonable 
intentions, such a conditional sale will be construed as a violation of 
unfair competition law and shall be punished.

40 Describe the court system. What types of dispute resolution 

procedures are available relevant to franchising?

The court system in China consists of four levels of court: the basic 
people’s court; the intermediate people’s court; the high court (which 

is the highest court in each province, autonomous region and munici-
pality under direct administration of the central government); and 
the Supreme People’s Court (which is the highest court in China). The 
judgment of the court of the second instance is usually final, and only 
in rare cases (such as new evidence being found which leads to the 
judgment being overruled) can the parties bring the case to a retrial.

China is not a case law country, so case precedents are not 
one of the legal resources used. Nevertheless, in practice, previous 
judgments on similar cases can be used as reference, especially if the 
judgments were made by a superior court.

41 Describe the principal advantages and disadvantages of arbitration for 

foreign franchisors considering doing business in your jurisdiction.

It is always recommended for foreign franchisors to select arbitra-
tion as a mechanism to solve their dispute and to choose a reputable 
arbitration centre for the arbitration tribunal. The core advantage is 
that a foreign franchisor may nominate its own arbitrator from the 
arbitration centre’s arbitrators list and does not need to be concerned 
about local protectionism or the bias which is still fairly rampant in 
local courts. Nevertheless, if the arbitration centre selected by the 
parties is located outside China, it is likely to become very cumber-
some to serve notice to the Chinese party if said party refuses to sign 
to accept the notice. In addition, in comparison with the procedures 
of the Chinese court system, the proceedings needed for an arbitra-
tion heard in a foreign arbitration centre could be much more time-
consuming and expensive; and even if the foreign franchisor receives 
a favourable award from the foreign arbitration centre, the local 
court will be called upon to enforce it.

42 In what respects, if at all, are foreign franchisors treated differently 

from domestic franchisors?

From a Chinese law perspective, in general a foreign franchisor is 
treated similarly to a domestic franchisor. In other words, no particu-
lar discriminatory treatment is applied to foreign franchisors.
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