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[91-005] Governing legislation

(1)
(2)

(3)

(%)

(3)

(6)

(7

(8)

9

Regulations on Foreign Investment Guidelines, enacted by the State Planning
Commission and effective as of 1 April 2002 (“Investment Direction Procedures™);,

Catalogiie “on Industry Guidelines for Foreign Investment, enacted by the State
Develdnmhent and Reform Commission and the Ministry of Commerce and
effective as of 1 December 2007 (“Industrial Catalogue™);

Love of the People’s Republic of China on Sino-Foreign Egquity Joint Ventures,
ctfective as of 1 July 1979 and revised on 15 March 2001 (“EJV Law™);

Regulations for the Implementation of Law of the People's Republic of China on
Sino-Foreign Equity Joint Ventures, enacted by the State Council and effective as
of 20 September 1983 and revised on 22 July 2001 ("EJV Regulations™);

Law of the People’s Republic of China on Sino-Foreign Co-operative Enterprises,
effective as of 13 April 1988 and revised on 31 October 2000 (“CJV Law™);

Detailed Rules for the Implementation of the Law of the People’s Republic of China
on Sino-foreign Cooperative Enterprises, issued by the Ministry of Foreign Trade
and Economic Cooperation and effective as of 4 September 1995 (“CJV
Regulations™),

Law of the People's Republic of China on Wholly Foreign-owned Enterprises,
effective as of 12 April 1986 and revised on 31 October 2000 (“WFOE Law™);

Detailed Rules for the Implementation of Law of the Peaple's Republic of China on
Wholly Foreign-owned Enterprises, issued by Ministry of Foreign Trade and
Economic Cooperation. effective as of 12 December 1990 and revised on 12 April
2001 (“WFOE Regulations™); and

Catalogue of Priority Industries for Foreign Investment in Central and Western
Region, jointly issued by National Development and Reform Commission and
Ministry of Commerce, effective as of 1 January 2009 (“Regional Catalogue™).

[41-010] History of control

For the first 30 years following the founding of the People’s Republic of China

(“PRC” or “China™), China prohibited any participation by foreign capitalists in its
economic development. The first cracks in this wall were planted in the Second Session
of the Fifth National People’s Congress in 1979. This meeting marked the start of China’s
opening up to the world.

Foreign Investment in China — Entry, Operation and Exit Strategy 11-010



4 Sectoral control of foreign investment

The magnitude of the changes wrought by this plenary meeting can be seen by the
figures. In 1978 China exported USD97.5 billion — 30 years later in 2008 China
exported USDI14285.5 billion. China’s foreign reserves have gone from a paltry
USDI1.67billion in 1978 to a unrivalled USD1.95 trillion. Imports have increased from
USDI108.9 billion ta USD 11330.9 billion in 2008. However, perhaps most pertinent to
the book at hand, foreign investment increased from USD17.7 billion for the four years
from 1979-1982 to USD923.95 billion in 2008. In the span of 30 years China has gone
from a no man’s land for investment into the world’s number one foreign direct
investment (“FDI") destination.

Although these figures defy an outsider’s expectations the differences within the
country are more pronounced still. In the span of half a generation China has developed a
sophisticated legal system and moved from wariness towards foreign investment to active
encouragement.

Despite these changes China’s open-door policy has always retained a door and
sometimes this door is slammed shut on certain industries or activities. Although, it has
opened up in a way that not even the most ardent Sinophile would have anticipated in
1979 China still maintains specific restrictions on the inflow of foreign capital into the
country.

Foreign investors should also bear in mind that almost every step in the
establishment process for a foreign investment enterprise (“FIEs™) and its resulting
operation in China requires approvals from a wide range of Government authorities. In
the main this is not onerous control, indeed in many cases the authorities play more the
role of a cheerleader than an umpire.

[91-030] Pre-2001 industrial sector control

For many years, China did not have a specific piece of legislation which set out
restrictions or encouragement to be granted to specific types of foreign investment.lhe
approval authorities would generally base their decisions on vaguely worded Jegistation
contained in laws or regulations regulating joint ventures (“JVs", including joint
ventures or EJVs and contractual joint ventures or CJVs) and wholly ign-owned
enterprises (“WFOEs”) or upon “internal policies”, which were n &ished. not
available to the general public and indeed often thought to be non-exi .

EJV and WFOE legislation

The EJV Regulations (prior to the 22 July 2001 amendment) and WFOE Regulations
(prior to the 12 April 2001 amendment) provided only the very broadest of brushstrokes
as to what was allowed.

The EJV Regulations proposed a vague list of permitted JV projects (ie energy
development, building materials, chemicals, metallurgical industries, machine
manufacturing, instrument and meter assembly industries and offshore oil exploitation
equipment, manufacturing, electronics & computer industries and communication
equipment manufacturing, light industry, textile, foodstuffs, medicine, medical
apparatus and packaging industries, agriculture, animal husbandry and aquaculture;
and tourism and service industries).

This vague list was largely ignored and EJVs were established in a wide range of
industries.

111-030 © 2011 CCH Hong Kong Limited
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The lack of specific regulations was probably due to a mix of the authorities not sure
ds to what they were doing and fear of the consequences of allowing the door to be too
wide open. Foreign investors also were unsure of how to invest in China and had an
opposite fear from that of the Chinese authorities who feared their entry into China. The
foreign investor’s major concern was whether they would be allowed out again.

However, as both sides gained in experience the regulations outlining the means by
which investments may be made were being improved. The provisions of the WFOE
Regulations represented a better approach than the EJV Regulations in that they sought to
list prohibited and restricted sectors and not all permitted sectors.

The WFOE Regulations were in many ways a forerunner of the Industrial Catalogue
(discussed below) which sets out whether a particular type of business is open to foreign
investment and whether certain encouragements or restrictions exist.

[91-060] Investment Direction Procedures and Industrial Catalogue

China be issue the Investment Direction Procedures and its accompanying
Industrial C gue in 1995, This gave foreign investors a far clearer picture regarding
the Chine: vernment policies and “internal guidelines™ in respect of their planned

foreign.Q(ﬁe:ment.
s 'first ever [ndustrial Catalogue clarified that some industrial sectors, many of
were regarded as being lucrative, were barred from having foreign investment.

In essence, the Investment Direction Procedures divides foreign investment into four

(1) Encouraged:
(2) Permitted;

(3) Restricted; and
(4) Prohibited.

The “encouraged”, “restricted” and “prohibited” categories are listed in the
accompanying fndustrial Catalogue (the latest version came into effect on | December
2007 and will be discussed below in more detail). Any sector not listed in the Industrial
Catalogue is deemed to fall within the “permitted” category.

The Investment Direction Procedures also provide a general description and
different treatment for a project depending upon its category. As part of China’s efforts to
implement its WTO obligations, the Investment Direction Procedures were also revised
to take into account China’s undertakings under such treaty.

The importance of the Industrial Catalogue

As the primary legislation determining whether a specific foreign invested project
will be allowed, restricted or encouraged, the Investment Direction Procedures and the
Industrial Catalogue are the initial regulations to be considered by any potential foreign
investor.

In some cases a proposed project will be “prohibited” (eg news agencies, TV,
satellite uplinking stations, microwave stations etc).

Foreign Investment in China — Entry, Operation and Exit Strategy 1]1 -060
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Sectoral control of foreign investment

In other cases the proposed project may be restricted (eg animal husbandry, cotton
(raw cotton) processing, certain types of mining, gold exploration etc) whereas other
projects may be encouraged (eg storage and processing of vegetables, production of new
anti-cancer medication, manufacturing of mine trolleys for mining, etc) and such
classification will be a major criteria in determining whether the project will benefit from
Customs duty and related VAT exemption (further details to be discussed in Taxation
and Customs duties from 928-005 to 928-070).

Since its inception the Industrial Catalogue has undergone a number of revisions,
including 1995, 1997, 2002, 2004 and 2007.

2007 Industrial Catalogue

General introduction..........coeeeee.e. . J1-110 Restricted category.....ueeuenneeee. g 1-160
Encouraged category.....n. 91-130 Prohibited category .......cureeenn.§1-190

[91-110] General introduction

At the end of 2007, the National Development and Reform Commission (“NDRC™)
and Ministry of Commerce (“MOFCOM™) jointly issued the latest version of the
Indusirial Catalogue. This revised version replaced the 2004 Indusirial Catalogue and
became effective as of 1 December 2007. As always the changes in the 2007 Industrial
Catalogue reflected shifts in China’s economic and industrial policies.

In 2007 China’s foreign direct investment policy changed from export led growth to
quality investment supporting domestic led growth. As Ma Kai, Minister of NDRC
stated, “the focus is on strength, not scale”. The general economic policy was set by the
11"™ Five-Year Plan which set a course away from projects that:

(1) Rely upon cheap Chinese raw materials or energy;
(2) Are wasteful or lead to high level of pollution;
(3) Manufacture export-orientated products; or S
(4) Manufacture low-tech products with little value added. .\\

On the other hand “green is the new black™ when it comes to thg\ cts that are
being encouraged. Encouraged projects include: \Q

(1) Energy-saving;

(2) Environmental protection;

(3) Transportation infrastructure development;

(4) Hi-tech manufacturing;

(5) Logistics;

(6) Business outsourcing; and

(7) Improvements in agricultural technology.

A quick glance at the 2007 Industrial Catalogue shows the affect that the 1 1" Five-

Year Plan had. For example “real estate” and “products directly exported” were deleted
from the encouraged category. This made sense for China's economic situation in 2007
before the global economic crisis began to bite. In 2007 China was facing enormous
international pressure in respect of its currency. China’s encouragement to its export-

111 10 © 2011 CCH Hong Kong Limited
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orientated industries and the massive current account surplus was adding further pressure
on the authorities for a RMB appreciation. In addition China was facing bottlenecks in
respect of resources and energy. There were concerns that China was in effect importing
pollution by being the world’s factory.

Another strategic concern of the PRC authorities was to stem the inflow of
international “hot™ money into China. Due to expectations of an appreciation in RMB
there had been a rush by foreign investors to bring money into China, particularly into the
overheating real estate sector. The PRC authorities had major concemns that this would
further contribute to building further asset bubbles within China.

Just as the move away from export and real estate industries signalled deeper policy
concerns, such concerns could also be seen in the areas that were upgraded to encouraged
status. The list of encouraged sectors included services and higher value added services
such as “leasing and commercial services”, “bank and telecommunications back office
service, software development and related contracting business™; “culture, sports and
gement and operation of public show facilities, sport centres, and

. as well as related intermediary services” have been added to the
gory.

encouraged, ¢

‘changes showed China’s intended move in 2007 from a “quantity economy”
ity economy”™ and concern for the environment with reference to a “green

1-130] Encouraged category

The 2007 Industrial Catalogue has substantially followed the categorisation
methodology used in the 2002 and 2004 Industrial Catalogues. Although the industrial
sectors under this category remain very much the same (reduced from 13 to 12), the total
number of items under the “encouraged” category and the contents have significantly
changed. The total number of encouraged sectors has been significantly increased from

246 to 351, with the following allocation:
® agriculture, forestry, animal husbandry and fishery (12 items);

® mining (9 items);

® manufacturing (282 items);

® generation and supply of electricity, gas and water (7 items);

® transportation, storage, and post (14 items);

® wholesale and retail (2 items);

® [casing and commercial services (3 items);

® scientific research, technological services and geological survey (14 items);

® water resources, environmental and public facility management (4 items);

® cducation (1 item);

® health, social security and social welfare (1 item); and

°

culture, sports and entertainment (2 items).

Foreign Investment in China — Entry, Operation and Exit Strategy 1|1-'| 30
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ATION OF FOREIGN INVESTMENT VEHICLE

" The Chinese investment Smorgasbord.............ccoeuuveerevnne. 110-005
Where is foreign investment going? ..........cccoeenee R, q10-010
What are the investment locations of medium-sized

foreipn COMPENIESY......cnnuvasimmammsmmsmmmes f10-030

Criteria for selecting a consultant
Criterion 1: The consultant has your
interests at heart ... 10-410
Criterion 2: The consultant is realistic

about China and himself........cccoenininsiiiinnnn . §10-430 5 - »
Criterion 3: The consultant should not Is the concentration of investment in coastal areas
care too [Illl!:ila...................‘..............,......,_._.,.,,,,ﬂ10-460 wise? partenncalevsim G RS oo sexsnseeys swnenssavars 1[]{}-[:'60
Roles of a consultant Why do foreign companies invest in interior regions? ...§10-090
TIANSIATOTS oiviimsssmsirmsimsmmmsismsms 10505 Case SIAIES ..covriumcristrrirnmee ittt f10-110
B IIIMIRALY < cossewensomeninivun sonsessmassasen passnssapmseseamssrs pesmssssssesensaens 910-160

ACCOMMANLS .cisicrmmosmissmiissssissmmmmsmrnsnrssnvs | L0FO 10
LEWYREH coisssiseimninsmininininiianmnsinissammmsaaa 1A
Investment DANKErS ......co.ccerrrsenrererersarsssasensassesss 10-560 fion is a crucial, if often overlooked and underrated, factor for foreign investors to

when preparing to make an investment in China.

5 hinese investment smorgasbord

China ographically varied. From bustling coastal cities to tropical rainforests in
oiovince, from the mountains of Tibet to the deserts of Xinjiang, it is a country of
%m in landscape.

The smorgasbord of available investment opportunities is equally varied. China has
special economic zones, 14 coastal open cities, 260 coastal special economic zones
entitled to full central preferential treatment), six open cities along the Yangtze
19 inland provincial capital open cities, 13 open cities along the border areas, 25
omic and technological development zones, 15 free trade zomes, 13 frontier
amic cooperative zones, 43 new and high technology zones and even 11 national
ay zones. A brief commentary on some of the most important types of zones

Special Economic Zones (“SEZs™)

' SEZs have been one of the most spectacular of China’s very many successes since
ning up to the world. SEZs offer preferential tax treatment, superior infrastructure
‘efficient bureaucracy.

~ The Shenzhen SEZ in Guangdong province was the first SEZ and was approved by
™ Standing Committee of the 5" National People’s Congress in August 1980.
zhen has been transformed from a sleepy fishing village to a bustling metropolis.
to the establishment of Shenzhen, the location was part of the Bao An territory. In
. the GDP of Bao An was RMBI100m. In 2004, Shenzhen’s GDP increased to
00 billion, which was 4,000 times that of 1984.

Interestingly, a first-time visitor to Shenzhen will often be struck by two things.
there are very few southern Chinese in Shenzhen. In many ways, Shenzhen is
s version of New York where people from all over the country have come to seek
fortune. As a result, you are more likely to be confronted with a Northeast Chinese
it than a Cantonese one. Secondly, in a country which has an over-supply of males,
izhen’s females outnumber the men by seven to one — a fact which your local
1ess partners will not normally tire of telling you.

© 2011 CCH Hong Kong Limite Foreign Investment in China — Entry, Operation and Exit Strategy 1]1 0-005
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(2) Free Trade Zones (“FTZs”)

Many Western companies, especially those involved in trade, assembly and g
sales service, have established companies in FTZs. The advantages of a FTZ are eff; Cie
I::urcaucracy, liberal business scope and preferential tax treatment. The most famous
in China is Waigaogiao in Shanghai.

following pros and cons should be weighed by investors when considering

o] Areas Interior Areas

(3) Economic and Technological Development Zones (“ETDZs") Y rule of law (“Fazhi” , in Chinese: {£i8) o lower land prices

ETDZs are similar in nature but more widespread than SEZs. FIEs establi efficient bureaucracy ®  lower production prices N
ETDZs enjoy preferential treatment in relation to Customs, tax and approval proced I ‘petter infrastructure e more support from local authorities
[10-010] Where is foreign investment going? pool of skilled employees

Foreign investment has not been equally distributed to date ihroughout the county economic mentality
80% of the total foreign investment finds its way to the coastal areas in China. Accordig s
to the China Statistical Yearbook of 2005, realised foreign investment varies from. higher land prices ° rule of man (“Renzhi” (in Chinese: A

breathtaking USD260.96 billion in Guangdong province to a paltry USD0.04 billia
Shaanxi province. Generally, foreign investment has been concentrated in the Pearl R
Delta, the coastal areas, the Yangtze River corridor and, to a lesser degree, the Beijing
Tianjin corridor, '

iA)) rather than rule of law
lack of infrastructure

lack of skilled employees
transport

1 What the i tment locati inm-si i
[910-030] hat are the investment locations of medium-sized foreign comp. iron bowl” mentality

Investment by medium-sized foreign companies is predominantly located in f
Shanghai-Yangtze Delta and the Beijing-Tianjin corridor, based on the PRC investme we-tral Factors
statistics, discounting the amount of investment from Hong Kong (much of whi = Where is the market?
actually mainland money being channelled into China in order to be eligible for fore Is the market saturated?
invested enterprise preferential treatment and foreign trading rights) which | Are there any preferential treatments available?
predominantly invested in the south. 4
) Are there any energy resources?

2118
=
=
&
E:
g
e & @ @

This section will focus on basic manufacturing entities only. Many manufag
entities select location based upon factors such as raw material supply, ]ocatio or

‘The advantages enjoyed by FIEs in coastal areas are not only numerically superior
customers, efc.

qualitatively so. Even the three advantages of the interior regions listed above

[910-060] 1s the concentration of investment in coastal areas w theoretical when seen in the light of practice.

The answer to this question will depend, to a large degree, u mtentmn

Koo pos e : ; i ice i . iati ices i where
foreign investor. For foreign investors wishing to establish %’ manufa [ issuc of land price i3 at best debatable. Negtiating land prices im arcas

only companies are State-owned enterprises is challenging. Even within the coastal
there can be huge differences in prices. It appears that there has been a trend in
~years to move away from manufacturing sites in Shanghai due to higher costs,
ed higher regulatory pressure and perceived manpower difficulties.

facilities, the answer will very much turn upon objective econ factors, such as the
availability of skilled workers, land price and infrastructure. However, for foreig
investors wishing to acquire targets in China, they may find that the best companies in th
popular areas have already been acquired, and most of those remaining are not willing ¢

hie:sold. This initial drift from Shanghai was to neighbouring cities such as Suzhou and

. In recent years, these cities also seem to be becoming increasingly expensive
ective) as well. More and more foreign investment seems to be trickling down to
s like Changshu. Ningbo, Changzhou, Wuxi, etc.

"The cost factors can be difficult for the visiting foreign investors to judge. It seems
all development zones in Eastern China are stuck in a time warp. According to
tion provided by the development zones in respect of wages in Shanghai, Suzhou
Kunshan, the blue-collar workers in all these development zones earn around
0 per month. It is difficult for locals to believe that a factory worker in Shanghai
the same as one in, say, Changzhou.

fi10-010 © 2011 CCH Hong Kong Limite Investment in China — Entry, Operation and Exit Strategy 1110-060
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atio!

However, the advantage of lower labour costs is questionable when impors
factors such as productivity and availability of skilled workers are addressed. There
countless stories of state-of-the-art equipment lying idle or broken in interior regig
because no skilled workers can be found to operate the machines. f

Why do foreign companies invest in interior regions?

st foreign companies investing in the interior regions do so because:
Chinese partner is located there;

(mainly JVs) believe the myths regarding the interior areas; or

HOWEVBI’E more_and more cli:ems are pnhzasant_l‘_&,r sqr;_]riscd by the quality of humg ' ome isolated cases, they actually have good reasons for locating inland.
resources available in second, third or even no tier cities. Added advantages are | -
loyalty of such employees and the lower costs of social insurance in these cities. Below]

a comparison of the labour costs in Shanghai, Kunshan and Chongqing.

_1; The Chinese partner is located there

enerally, foreign investors will only view location as an issue if it is considering a
For those who wish, or are forced to realise their China project in the form of a
ssue is of secondary importance when considering a partner.

ign investors establishing a JV normally locate, logically enough, their projects
same area as their Chinese partner '. Questions concerning the market,

Shanghai: Social Insurances and Payment

Deseripon b Rl Srane- st ture. distribution and pool of available labour often go unasked.

Pension 22.5% 8% i

Unemployment 2% 1% 2: JV

Injury 0.5% — #i- “Icon deliver to all of China from my Joint Venture."

Maternity 0.5% == iaa)is the world’s largest country from a population view andis 4" largest
Medicare 12% 2% ally. However, foreign investors, European investors for example (who often

n or more subsidiaries in the far smaller 320-million European Union), will often
ealistic expectations about the capacity of a single IV to cover the whole of the

Kunshan: Social 1 ances and Payment
e e market.

Description Paid by the Enterprise Paid by the Individual 12: “My Chinese partner will look after distribution.”
Pension 18% 1% any first-time investors in China are full of optimism in relation to their
Unemployment 2% 1% tive partner’s distribution network. Some medium-sized investors believe that
Injury 0.5-0.9% = ve found Chinese partners in one province who are able to distribute the products
Materuity 1% o $ t China. Due to the gap between expectations and the unsatisfactory reality, the
. n network will often be the first source of problems for the JV.
Medicare 8% 2% .
\'Q‘ 3: I know the Mavor. We have GREAT guanxi with the authorities.”
Chongging: Social Insurances and Payment \é\o Often, the less developed an area is, the more hearty the initial relationship with the
: authorities will be. Although “guanxi” can be useful in the establishment stage, it
Description Paid by the Enterprise Paid by the Individual negative in a later stage. However, this is an extremely complicated issue. Many
Pension 20% 8% : mvesicd projects in less developed areas do enjoy pnsmve assistance and
Nmewgiioymesit 2% 1% " with the local authorities. Often, these foreign-invested entities are the largest
Y TS and also a source of local pride. Whether or not a FIE benefits from such
njury L3205 == . onship will depend very much on the involvement of its management and board of
Maternity 0.7% = ors..
Medicare 8% 2%

3: Isolated cases of good reasons

When weighing up the pros and cons, the question that should be asked is not “wl Reason #1: Proximity to location of raw materials

are foreign investors concentrating on coastal areas?” but rather “why are some

investors taking the risk of establishing a company in the interior regions?” espe
considering the fact that foreign companies are much more dependent than domes
competitors on “fairness™ based on the rule of law.

though the focus of foreign investors is mostly on China as a manufacturing hub,
d be noted that China is also a big country geographically which has large deposits
-minerals and materials. China is rich in supplies of rare earth, magnesite,
um, ferrous metals, coal and bentonite, to name a few.

1110-060 © 2011 CCH Hong Kong LI n Investment in China — Entry, Operation and Exit Strategy 1110-090
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Most foreign investors entering into a JV Contract with a Chinese enti it
normally select arbitration. An award handed down by a formal arbitration orgapg B
against a Chinese party may be enforced in a court in the PRC pursuant to the 119 ERATION AL I S S l ] E S
Convention and in accordance with the PRC Civil Procedure Law. Accord L
choosing a forum for arbitration, it is important for the parties to ensure i
country is a signatory party to the New York Convention. Otherwise, enforceme i A
arbitration award may become an issue. Legally a PRC court is only entitled to ref =
enforce an international arbitral award pursuant to the grounds outlined in Art v g €20-005
New York Convention (ﬂamﬂ}y pl.lh]lc order or serious prﬂcedum] b]as) In &' -j emew T T T TR T T P D R PP PP PP P
courts will not refuse to enforce the arbitral award. |il| gar satmnal structure

Popular arbitration choices are Stockholm, Hong Kong or CIETAC. g::;mng legislation ...c.ceceiuercusasssisissasasssssnnmsnsnsonsenseses Y 20-020
[17-490] Language Definition of DOArd......ccimmssisessssnsesenssssssassesseseen §20-050
The issue regarding the governing language of the JV Contract was not address Powers of the board........evcccenreninressccsennnen G 20-070
the EJV Law of 1979. As a result, many thought it was possible to include (and omposition of the board .......ccvveviccrnenresnenenen. §20-090
has been included) in the JV Contract a provision stating that an English lang oard decisions that require unanimous
other foreign language) version of the contract would prevail over its Chinese O COBSEIL o cuiassivisivisiassritissinassnssanss cemenennaensenne 9 20-110
counterpart in case of a dispute between the two languages used in the contract, H C)

it was doubtful whether such a provision could be strictly enforced in China. As dis

above, the JV Contract only becomes effective upon its approval by the

» Actions that a minority sharehntder can
Y Q take in case of breaches by the board ............520-130

Government authorities in China. In practice, the approval authorities base their Management " .

on the Chinese language version of the contract and thus it is unlikely that the ap Issue 1: Assembling an effective

authority would be willing to approve a contract which states the English vers MANAZEMENt LCAM wovvrrrecrsssenssassensrseemmsassnannasenns § 20-200
prevail. Accordingly the best the foreign party can hope for is for both language ve Issue 2: Finding the nghl General

to be equally binding. Naturally, this illustrates the importance of having both Manager

conform to one another. Such translation normally could only be done by a person iy Introduction......c..cceeeeanane NE——— .|| Er2.1)
legal background. Do some homework when hlrmg ................... €20-230

Finding the right General Manager
— the 8000 .....cccsmsssnsunsasssusssassassasssssssosseses-J 20-240
Finding the rlght General Manager
— the bad.....ccccciveinnane sisenesaseniass Y 2U-260
Finding the rlght Genera! Manager
it A 1
Issue 3: Involvmg the head off‘ ice ........................{[20-300
Issue 4: Use of external advisors.......conieinnens..§20-320
Controlling the board and management
Limit the role of the Chairman.......ccecccecvreenen. 4 20-350
Minimise risks of the legal
FEPTESENtALIVE ...cocversiersrivenssceresecnsensassasmsssasannssnc § 20=-360
Summary and SUgZeStions........coevemrasresnnsassensenss I 20-380
Board and management liability
Legal requirement.........ccueicrecesnsrisassasssnesesasncsasns 20-400
Management By-Laws
IR OARCTION icescssisscnisissmsssssssisansissnsssissasissessies G2 0-4 20
Sample Management By-Laws.......................'320—425
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Supervisors.......me..
Registrations and licences
Post-establishment registrations..........coccceeniccecncnce.

Operational Heenees. ... ucuaamimnmmmsmmssemisaasaes

Important operational issues
Corporate fraud and non-compliance within

B T T P T DT P

Sample documents
Sample foreigner employment
-921-05 PRI s N 23300
S21-100 Sample application form for

recruiting foreign workers in
EBIDR s bt 23-301

FIEs Sample emplnyment registration of
Introduction ......cveeieseeesesssssnscsssssscnsssnnennn 22005 foreign workers in China.........................523-302
Legal framework ' Financial and accounting matters
Criminal Law in China.......ccosmninsinssasenn. 422-014) Governing legislation ... 24-005
Company Law in Chlna eornsrsumissesussrenssvnsnsansines ) 22020 Legal framework
Common types of fraudfnon-—comphance FIE Financial Regulations .........cuoeversnrenennn424-010
in FIEs Accounting systems for business
Confirming the “Known Knowns” ® ENLErPrises ....vmes shsassaseennsnssemssrsssssern NG00
— trust but verify the basics.......... ... 922-080 O Regulations on tlm'd party payment
Confirming the “Known Unknowns” () SENVICE isincimmaiismsnien S—— .2 =B 1)
— don’t ask, they won’t tell......................§22-090 Loans
Discovering the “Unknown Foreign debts by FIEs
Unknowns” — fraud..cecsccencncnen. §22-100 Governing legis]ation sssissicasriiseiaasioassicaa g 25005
CONCIISION ... oo nereenmmensssasmessnsnserassasssssssoserssssaseassi S L 2L AN Regulatory control..........uimiienmmimnsnnnss 25-010
Labour management Sample documents .......ccieenemssssssensessassssissassane 925-301

Governing legislation .......cc.cceun..
OVEEVIEW smrsssiawnisissimisisisin
The Labour Contract Law — is it really

smsssasmsennane

assmsana

the end of life as we Know it? .....eeeeevrenivveneennen

Common HR issues for FIEs
Compliance with the requirements of

.923-005
e 923-010

wemenmnw

Use of RMB across borders
Use of RMB across borders .......ccccremnivnneranns
Foreign shareholders giving loans to
EJV
Criteria and restrictions .......cccccoccenseessnssvensnes
Waiver of repayment of the

925-350

25-410

social insurance contributions ..... 1i23-l}60 shareholder’s loan ........ccoveeivircensensessnnenn . 25-420
Neon-competition obligation ............. \Q 923-070 Administrative/regulatory
Practical enforcement ...........cccununacn -...423-080 procedures and approval.......cccmnenseneenn§25-430
BN icnaicisicisoiviamsivissinmsmssassmssssimsssinia ... 923-090 Timeline for approval ........cccooiieicninicnnenne.. §25-440
Tax avoidance ........eeseersennnns ..................1[23-100_' Withholding of tax on the
Emergency sntuamms R— 7,75 L || repatriation of the interest and
Employee issues in acqu]smuanV principal of the shareholder loan

with State-owned companies... eeeenneenn 8] 23-120 to the foreign shareholder.........cccocccineeen §25-450

Termination Conversion of shareholder loans to

Legal background... ... 923-150 equity interests
Hints on handling termmatmn .. 923-170 Conversion of shareholder loans to
SUIIMIATY i sssssasaaanasiamin ... 923-190 equity INLErests....couimsisisiissssissssossssennes Y 25-550

Employment of forclgn natmnals

.. 923-210
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Operational

Foreign exchange administration and
compliance
Ability to repatriate: a major concern

for investing abroad ..., 926-019
Complicated legal framework .....ceveecvrnnennannd 1
Foreign exchange registration ...

Foreign exchange accounts .......cccoemsimsnerinensncsans

Sample documents
Sample Foreign Exchange

Registration Application Form..................

Sample Financial Registration
Certificate for Enterprises with

Foreign Investment ........cccceaiernnens

Sample Foreign Exchange
Registration Certificate .. ”

Sample Joint Annual Audlt Report

Sample FIE branch office Annual

Audit Report...
Annual audit department
verification form.........innminnen.

Granting security

Governing legislation ....ccueuesmensisenense
R RERRERRERR Y unnnn“lZT"ﬂl

OVerVIEW..ccsreecrsiensssnmmsersunss
Foreign-related securlty

Forms of foreign-related security.........

Charges

A charge or mortgage — is there a
AITErence? civisivisiiirsissssssssssorsese Q
Definition and chargeahie pmpertlex\'

Approval requirements ..............
Approval procedures, level of

authority and criteria .....ccceeinniiieerenenens
Registration requirements .........ococeveesenenenasd

Registration procedures.......c.....

Charges over movable properties........cauunun
Charges over real properties ......eveesenes
Charges over bare land use rights...............
Foreign-related security registration............

Timing of registration..............

Remedies available ......cooveercveensensannnen

Guarantees

Definition and types of guarantees.........ceues

e

EersmssmamnE

EsEsEsRaRERERRRRREN

CETETT T

S

. 926-121

e 926-122
8261

g26-124

926-125

G27-005

127030

. 427-060
.27-080
. q27-100

427-120

27-300.
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Qualification of guarantors and

Qualifications for foreign-related

Pledges
Definition and types of pledgeable
properties....
Approval requirements and

LTI

Registration procedures......

®
QQ

Sample documents
Sample collateral registration
certificate for movable properties

Sample forms for foreign-related

Sample foreign-related security
registration certificate......cvomnseranaas
Taxation and Customs duties

Foreign investment prl}jects

Evolution of income tax and Custnms
policies for FIEs — from “quantity

Verification of taxation basis of
individual income tax payable on
equity transfer income .......

“Guanxi”....
Contracts

D T T T TR T e T

Approval requirements ........cuevesssnssssnssnnssens

related approval criteria ........cccovnniinreeneees
Scope of potential guarantors .........coueeeness

PUBTATEONS o« coirsriatsidiiassmssumissmissmsistasoisvisensd

Other prohlhmens aml restrmtmns.
Registration procedures.........cevesrarssnsseraras

T T e R T

procedures.......oeeeeee
Registration reqmremenls

Remedies available .......iiniiiiiininnnn
Double security rules.......imiei.
Adequacy of SECUTIEY ...cuevmiricsesansussassnssessnns

owned by enterprises ...

Security registration ...,

APPIOVEd ..ovrererirnnsnssreranssasassnesssnsassrnness

emphasis™ to “quality emphasis”......cosuireruine

T T P e T

INErOAUCHION .......cooeeeececiaenerrmesmsenmnssusisasnnnssnensssnsansns

927-320

27-340
027-360

027-380
A27-400
27-420

027-500

.927-520
G27-540
..27-560
927-580
927-600
§27-620

............ q27-700

127-701

cereenenenn 27-702

Governing legislation ..........cccouneerssmsssrssssassserensens. § 28-005
Corporate income tax R —— 2.5 |} ||
Customs duty treatment for FlEs

Historical OVerview ...usmisamiaessenss § 28-030

e 28-050
428-070
eerennne 28090
rerveneen §28-500

029005
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Chinese standard contracts.........coeomieeecenenrecanass FIEs’ land and property use
Foreign standard contracts.........cvuemsmssescscssees Bare land use rights as reglstered
Compatible Chinese and English capital contribution.........co...... wrene.930-300
Versions of CONtracts......cusiamsiasncnsioisecsnans Direct acquisition of bare Iand use
Properly executed contracts.....iemeeinsen rights... sessssesseissnsnnssssannssssssssssssns 4 30-330
DisSputes OVEr CONITACES ..cccuciisissssssnsssssssssasssensassass Leases.. cerenenena 9 30-370
Fundamental change in circumstances CoNStruction ... uescsienenssnssssescsssasensssessens e 30-390
allows contracts to be modified/ Sample documents
ROVOREE s rcmsessrcnesmmersasisoresuessammismnniossmssonsesssnsusion Sample granted land use certificate... wrserennen§[30-500
Arbitration Sample allocated land use certificate............ 930-501
OVerview ......cccunseesnsarenes TS—— Sample Real Property Title
CIETAC — an a]ternatwe m Certificate... . 930-502
7T ———————— Sample Constructmn Land P!anmng
Types of contracts ® Permit .....ccvvvvrnrnnn. .. 930-503
Supply/sales coNtracts .........ccvcveeremressncreeseesens O Sample Beumg F[E Appiicanon
Technology transfer/licence $) Form for use of land.................. wenenenn §[30-504
CONITACES uiansisimsisisissssassssnssiissssisssssssintossniss Q Intellectual property
Employment CONErACES ....ccciccrircrnnisansesssnsssansans Introduction .. ....431-005
Land and buildings Brief history of C]lma s mtellectual
Governing legiSIation ...........cirveriimenssssesecsassesnes property law .. — RIS 1]
Land ownership and Granted Laad Use Establishment of tlw mnderu mtellectual
Rights property system..... SRR wereen ] 31-030
OVER VIR i cccnssssissvasssmarssssssisssismsisisiasiasminsssin Overview of China’s mtellectual
Transfer Granted Land Use Rjghts property regime .. Se . 931-060
Allocated Land Use Rights......cccccnunnisesssanans PRC Customs protectmn of mtc]]cctual
Toward a comprehensive land property... i s - 931-070
registration system Trademark mfrmgement in paral]el
Issuance Of the Land Registration . importation ............... ssssnsasmsnsasniessssescesse g 3 1072
Bales ccvmssmmsinsniviiisinig The dangers and countermeasu res
Establishment of a land registrat Danger 1: The Chinese partner......,... -.931-090
SY ORI ciuervisassassssinsssnssssamamsnnsnsspuoniusniossisisosess Danger 2: Employees .........ccecvereceenrrurennrene 31100
Registration of all lands and related Danger 3: Pirates......rccsscsesecsneeansnnenn 31-110
L) | ORI How to protect your lntellcctual
Impact 0{ the Land Regfsrranon Property rights .......ccecmsorseeccsessesssssesns weenn831-140
RUlES . csvisisimimiassssesisimaisissiisimsmiisisinsam SRTRANENTY sncsisisiiosssinismsiiisiismesmersonmms wennrennenn§[31-170
Effect of regiStration ........ccsisssssssesssassassanssans Anti-monopoly issues
Real property ownership and Governing legislation LTI ERRIRSRL k. 7 ||| 1
registration Introduction and objectives ..........coeverrunn..n. .....1]32-010
Real property ownership ......ocincesisnnsen §30-200° The NDRC Regulations.........coocecurunnn.. - 932-020
Local nature of real property AP Regulation ............ .. 932-040
ownership registration ..........cocrerereee. §30-230 AP Enforcement Regufamm ..932-060
SUMMATY cecieererrenrereessessssesessasesssses .,.............1132—080
= =5 —————
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—_——— : -: O‘,en.iew
The SAIC regulations ........euuee. 1132'11“ the previous sections, we have discussed important legal issues relating to the
MA Rules .. eermressmasassusEREmsssResassERREERRRERS .............1[;2-—!205 hment of FIEs.
DMP RH!BS..-...........-u......--.....................---............--1]3%‘140- wever, the actual work 0[]1)' rea]ly starts after the FIE has been set up. As is 50
A RUlES cicniiveininsisovivssssnnanannen WS T L 9. -16!]5: case in life, as the work commences many of those who were involved slink off-
Enforcement Rules ....................-.............................1132-}3& Often a limited number of managers are left to worry about the operation of the
Conclusion .... = wrmserenanesnas g 32190 ¢ foreign investor’s senior management, lawyers and accountants often depart for
Cnncentratmns of uperaturs SRCRERR—. £ - . (of strategic importance no doubt). However, there are many important issues
Penalties and remedies ........... '5[32-300 to the operation of a FIE that deserve detailed discussion and consideration by the
nent. This section hopes to provide an overview of major issues of concern
g taxation of FIEs, management, board, fraud, compliance. land use,
ion, foreign currency financing, and the granting of security by FIEs, etc.
N
— —
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070] Powers of the board

ORGANISATIONAL STRUCTURE

Governing 1e@islation..........cc.oveeemcecaccsiccis s 920-020 Board has broad powers and basically needs to be involved in any major and
BOALE oo eoeeos o essasemsse rosseemasse s vane e measasda S T 920-050 ‘business decision. In most cases the articles of association will list decisions

MANAZEIMEII .......-.cecememcscecrmrmenscsmmersmssssnrassasssssnsassssnsabis 920-200 ch board approval must be obtained. Typically the major decisions include at a

Controlling the board and MANAZEMENT ..ccineneenrinessaraas §20-350 i
Board and management liability........ccccoviicicinninnnanianiane 920-400 spoint management;

SUDBEVIBODS v sn s sss s s G e s 920-450 nend the articles of association:

Major investments or mergers;
[920-020] Governing legislation 4) Increase or decrease of the FIE’s registered capital;

(1) Law of the People's Republic of China on Sino-foreign Equity Joint Venng
revised on 15 March 2001 (“EJV Law™); 1

(2) Regulations for the Implementation of Law of the People’s Republic of C . .
Sino—Foreign Equity Joint Ventures, enacted by the State Council and revised | i i Compogition of the board
22 July 2001 (“EJV Regulations™); he EJV requires that the composition of the EJV’s board be negotiated by the
by ce to the sharehnldmg percentage of the parties thereto. The CJV Law
pirep that the composition of the CIV’s board be negotiated by the parties by
¢ to the investments or cooperation conditions offered by the parties thereto.

erally, the board structure of a JV is largely determined by the share ratio of the
_ Hnwevcr it is not a mandatory requirement, thus the parties concerned have some
ation room on this matter. In practice, other factors, such as the contributions,

al status, technology, and financing ability of each party, also come into play in
ining the composition of the board.

prove a share transfer in the FIE registered capital; and

rove the FIE's annual financial statements.

(3) Law of the People’s Republic of China on Sino—Foreign Co-operative Enterpris
revised on 31 October 2000 (“CJV Law™); [

(4) Regulations for the Implementation of Law of the People’s Republic of Chinal
Sino—Foreign Cooperative Enterprises. issued by MOFTEC and effective as of
September 1995 (“CJV Regulations™);

(5) Law of the People’s Republic of China on Wholly Foreign-Owned Enterprise
effective as of 20 October (“WFOE Law™);

(6) Detailed Rules for the Implementation of Law of the People's Republic of Ci
Wholly Foreign-Owned Enterprises, issued by MOFTEC and revised on ¥
2001 (“WFOE Regulations™); and

(7) Company Law af the People’s Republic of China, effective as \\\an
(“Company Law™).

2 20-110] Board decisions that require unanimous consent

suant to the EJV Law, the following issues of an EJV require the unanimous
t of all directors present:

Amendments to the articles of association of the EJV:

Suspension of operations and termination of the EJV;

BOARD Increase and decrease in the registered capital of the EJV: and
Definition of board .....c.cccveve.....§20-050  Actions that a minority () Merger and division of the EJV.
Powers of the board ... 120-070 shareholder can take in case of ant to the CJV Law, the following issues of a CJV require th
Composition of the board........... 120-090 breaches by the board............ 120-} t of all its directors present: ¢ AR tie namamas
Board decisions that require endinents to th les of s g
UNANIMOUS CONSENt.runrererarerranns €20-110 endments to the articles of association of the CIV;

ermination of the CJV;

3) Increase and decrease in the registered capital of the CIV:

lerger, division and change of incorporation form of the CJV; and
gaging of assets of the CIV.

a:ldjtion? PRC law allows the shareholders of an EJV or CJV to make other issues
to unanimous consent in the JV Contract and articles of association.

[920-050] Definition of the board

In the case of a limited liability FIE the board of directors (“board”) is the high
body and decides the strategic issues of the company in compliancc with the JV
(if any) and the articles of association. The board supems&s the affairs of the ¢
and arranges for the proper organisation of the company’s activities. The board
be non-executive (ie not directly involved in daily management of the FIE).

1120-020 © 2011 CCH Hong Kong Lil Bign Investment in China — Entry, Operation and Exit Strategy 7120-110
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_ Up-:m‘ registration, land certificates will be issued to people who hold the s
interests in land. State-Owned Land Use Certificates, Collective Land
Certificates and Collectively-Owned Land Use certificates are issued by the

governments at or above the county level; other land rights or interests certifianty

issued by the land administration departments of the local people’s gove;
above the county level.

130] Impact of the Land Registration Rules

e 69 provides that a land user or owner who fails to apply for a land
on in accordance with the Land Registration Rules will be deemed to illegally
and. Therefore, all interested parties should comply with the Land Regisiration
cluding ensuring that the transactions are registered in accordance with the Land

ation Rules.
e clear positive impact of the Land Registration Rules is that it provides a
basis for a registration of rights of land charge throughout China. Prior to the
icpration Rules, apart from a very general statement in Art 42 of the Security
nd charge registrations were mainly governed by regional rules such as the Beijing
: i Charge Rules. Furthermore, according to the Land Registration Rules,
will be issued “other land related rights certificates™ upon registration and such
es provide the necessary legal proof for charge interests in the PRC. Therefore,
of financial institutions that conduct lending facilities in localities without any
t rules. theromulgation of Land Registration Rules gave them an added layer of
' certain protection. Such impact of the Land Registration Rules has
es me less obvious with the issuance of Real Property Charge Measures in

=

g L
-l . =
LICH

[930-110] Registration of all lands and related rights

_ Bas_ed on the Land Registration Rules, all lands are required to go t
registration process. The registration consists of an initial land registration
change _reg_lstraticn. The initial land registration refers to the general registratig
lands within each administrative jurisdiction in China in accordance with the o
sct out in the Land Regisiration Rules. The land change registration re
registrations subsequent to the initial land registration.

.According to Art 8, the process for the initial land registration commences wi
puhlmali_on of announcements by the local governments concerning the divisig
land registration districts and the time limit for registration of lands within
Pursqapt to the announcements, all land interests holders must apply to the releva
Administration Bureau for an initial registration of their rights and interests in
Land A_cil:niqistration Bureau, after examination, determines that an application
lhv:e registration requirements, it will make a public announcement which, amon
things, will set out the time limit for other interested parties to chall’enge i
appln_’:a_hon. Within the time limit, interested parties may apply to
Adn?lms'lratign Burcau for a re-examination of the said application.
app_llcatmn is not challenged or has been challenged unsuccessfully, it
registered in accordance with the Land Registration Rules and the relevant cgris§
(if applicable) will be issued to the applicant. N

Effect of registration

ording to Art 62, the registration records and documents are conclusive proof of

. charge and lease of land use rights. In addition, Art 65 states that the land
ation cards are primary documentation and legal proof of land ownership, land use
and other rights or interests in land including a charge or lease thereof, while the
ificates are duplicate documents of a portion of land registration cards.

ording to the Land Registration Rules, the land registration records may be
ble for public search. Article 62 provides that a transferee, chargee or lessee may
for a search in writing and the authorities must issue written search results.
it is unclear whether a potential transferee, chargee or lessee can also make
lication under the Land Registration Rules. The more recent Land Search Rules,
became effective on 1 March 2003, make it very clear that any person can make a
wblic search of land registration records with the consent of the land rights holders. This
dly represents progress in China’s land administration. The Land Search Rules
a legal avenue for any potential transferee. chargee or lessee who would be
d in doing a search as part of the due diligence process.

PRC land registration system does not guarantee indefeasibility of title and
s no insurance provided for title defects. Article 71 provides that if an error or

is found in relation to registration, the land administration department must
the corrections and the interested parties may also apply for such corrections. The
d Registration Rules, however, do not provide any means for dealing with the effects
h correction on an innocent third party such as a bona fide purchaser for value
notice. This is probably the major defect of the system. It is doubtful that the land
. - ation department will compensate a person who suffers loss due to errors or
collective land ownership, collectively-owned land use rights, mortgage/charge ons made by the registration personnel in the process of land registration, although
leaschold interests and other rights or interests. The legal status of some of theseF m may undertake an administrative action against the relevant land registration
had never been clarified previously. & jartment.

Subseguen{ to the initial land registration, all registrations are d
change registrations, which essentially record changes and terminationiofinterests
or other changes in respect of interest holders. Land change regj%%ns incl

(1) The registration for the establishment of land use rights,ﬁi ownership and ¢
land related rights; nd

(2) T'hﬁ registration of changes to land use rights, land ownership and other land rela
ek e

(3) The registration of a change of names, addresses and land use: and
(4) The cancellation of land registration.

It is important to note that Land Registration Rules. in addition to calli
registration of all lands, provide for a registration of all the rights or interests in th
By virtue of Art 2. such rights and interests include State-owned land
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Notwithstanding the foregoing discussion pertaining to defects, the
Registration Rules, by setting up a comprehensive land registration system angd
records available for public search, have indeed represented a significant step.
and thus provided the necessary transparency and predictability in the evolution
land system in China. P

gince the issuance of the Real Property Title Certificate Circular by the Ministry of
ction, local governments have been requested to gradually implement a system of
o one single combined certificate for both land use rights and building ownership
n. ie a real property ownership certificate, instead of two separate certificates (ie
e certificate and building ownership certificate).

Real property ownership and registration A sample Real Property Title Certificate is set out in §30-502.

Real property ownership................ 930-200 Local nature of real property FIEs’ land and property use
i istration......... Lied) . ; .
ownership registration............ .| = land use rights as registered | T T $30-370
. ital contribution ................... 930-300  Construction ..........cc.ceeeeeeeceseesesnens 30-390
[930-200] Real property ownership R ot o b and s 1
“Real property” refers to the land use rights together with buildings and sty i 930-330

on the land. Subject to the restriction of land ownership and duration of land use,
ownership (by individuals and corporate entities) of real property is allowed in
The foreign direct ownership of real property has now been restricted by Opinion
No 171, which was issued as part of China’s recent efforts to control the flow of fg
hot money into its real property sector and curb the overheating of real property ma
Building ownership is generally evidenced by a building ownership certificate,

ation s as the backdrop, we now turn to the discussion of FIEs® land and

the abo@ief introduction of China’s land and real property ownership and
u operational issue. FIEs™ land and property use can be obtained by the
o mhods.

- ¢

. 200 Bare land use rights as registered capital contribution
“Real property” can be transferred, leased or charged. The leasing of real A
will be further discussed in 930-370 and the charge of real property will be disci
€27-200.

or many JVs, especially those engaging in the manufacturing sector, it is often the
that they obtain land use rights from the Chinese party as a part or all of such
se party’s registered capital contribution to the JV.

' hi istration . . ; g ]
[N Fueakmaturef Feal propency swacsidpIigiees " Foreign investors should pay close attention to several critical issues. First of all,

should find out whether the land use rights in question are granted or allocated. This
e verified by consulting the land registration records. Notwithstanding the issuance
Land Registration Rules, a public search is, however, not available. Instead, the
ownership certificate obtained. Article 16 of the Administrative Rules on the cal approach is to ask for a copy of the land use certificate for the land use rights
of Building Titles in the Urban Areas (“Building Title Registration x ! ed. As discussed above, the appropriate land use certificates should be issued for
provides that the registration procedures shall be carried out within months erly acquired Granted Land Use Rights, while land use certificates may in some
building is completed. The following documents must be submi such reg not be issued for Allocated Land Use Rights. It is important for the foreign investor
; : ) mine closely the contents of such land use certificate. Not all land use certificates
(1) Land wise eertificates aristherevidence of Lind use; \Q n the past do not state clearly whether the land use rights concerned are “granted”
(2) Construction Land Planning Permit; ocated”. A Land use certificate specifies the term of the land use therein, eg for a
of 50 years, then the land use rights in question are likely to be “granted” in nature.
ther hand, if the land use certificate does not specify the term of the land use, the
mt land use rights are “allocated™ in nature. For land use certificates that were
more recently, the nature of the land use (ie granted or allocated) is clearly spelt
n such certificates.

The Real Property Law only contains general provisions regarding real
ownership registration. Article 60 states that where a building is completed,
with the local real property administration department shall be carried out an

(3) Construction project planning permit:
(4) Construction commencement permit; and
(5) Construction completion, acceptance and delivery documents.

The real property rights, such as the chargees’ rights over the property, are
to be registered as well. It is interesting to note here that the Building Title R
Rules do not deal with the registration of leasehold interests over buildings. It is
why this is the case. Given the fact that the Building Title Registration Rules
effect more than two years later than the Leasing Measures, it is probably
draftsmen’s view that the registration provisions contained in the Leasing Measuré
sufficiently detailed and should not be duplicated.

As discussed above, Allocated Land Use Rights cannot be legally disposed of
ut being converted into Granted Land Use Rights, In the past allocated land use
could not be contributions to the registered capital by the Chinese party in the form
ated Land Use Rights.

4 ‘Nevertheless, there are cases of local legislation which allows contribution in limited
Cumstances.

1130-200 © 2011 CCH Hong Kong i feign Investment in China — Entry, Operation and Exit Strategy 1130-300



—

460 Operational isg

porte nt Upel'atiﬂnal issues 461

However, in the early years of China’s open door policy. partly due to a lack of
regulations in this area, many IVs had been set up with the Chinese party contriby
. Allocated Land Use Rights as part or all of its registered capital contribution.

9) The reieva_nt building ownership or other rights are restricted by judicial or
~ administrative bodies;

@ Buildings under common ownership where the consent of other owners in common

After having determined that the land use rights in question are indeed g has not been obtained;

nature or after having converted Allocated Land Use Rights into Granted
Rights (with the issuance of the relevant certificate), foreign investors sho
examine closely the terms of the land grant contract. As mentioned above, the lan
contract, which contains all the important terms concerning the land use, not only
on the original grantee of the land use rights but also binds on all subsequent

thereof. In other words. the land grant contract flows with the land use rights.

4) The relevant building ownership is in dispute;
Buildings that were constructed illegally;
Buildings that fail to meet the relevant safety standards;

T ‘Buil_dings that have been charged and where the consent of the chargee has not been
In addition, the foreign investor should make sure that all land grant fees have obtained:
fully paid. According to the Land Grant Regulations, the land grant fees are paid b
the issuance of the land use certificate. In practice, however, many Chinese con environmental or health departments; and

have struck deals with the local land administration department whereby the p; 8 Buildi - )

the land grant fees are postponed or sometimes even exempted. The foreign ) Bui m_(g;&at are prohibited from being leased by the relevant laws and
concerned should make sure that such postponement and exemption would not  regulations:

problematic for the JV in the fitture because the land use rights will be issued in Articl quires that a written lease agreement be entered into between the parties
of the TV after the contribution. As a result, the JV may be liable for any fees pa ' Linclude the following terms: h
the postponement expires or exemption is cancelled, not recognised, or held iny
illegal or unenforceable.

) Buildings that fail to meet the provisions of the relevant public security,

‘-:": names and domiciles of the parties:

[430-330] Direct acquisition of bare land use rights \ Details of the location, arca, decoration and facilities of the building:

Land use rights are acquired by entering into a land use rights grant contract: i The purpose of the lease;

relevant land administration authority. It is crucial to ensure that you are contracting
the proper administration. More details can be found in Land at 92-530.

[430-370] Leases \

4) The lease term;
5) Rental and the method of payment;
6) Repair responsibilities:

Bare land use rights ) Provisions regarding subleasing;

As mentioned above, although Granted Land Use Rights can be legaily dealt® o ditions for amendment and terminati )

transferred and charged, the current PRC legislation does not s v lay dow - e emination of the-greenents
legal basis for the leasing of bare land use rights. The Real Pr does no 9) Liabilitics for breach; and

A any provisions concerning the leasing of bare land use rights: ost all land )) Other provisions.

contracts have provisions that prohibit leasing undeveloped land. Therefore in
wherever the term “leasing” appears, it will refer to the leasing of buildings or ia
rights together with buildings thereon.

icle 1_4_provides that a lease agreement shall be registered with the local real
administration authorities within 30 days after it is signed and the following
ents should be submitted for such registration:
Buildings

While the status of a lease of bare land use rights is not legally certain
lease of buildings in urban arcas by a FIE for its production, business op _
residential purposes, falls squarely within the jurisdiction of the Leasing Meas ) The parties” identification documents; and

) The written lease agreement;

) The building ownership certificate;

In leasing buildings, a FIE shall pay close attention to several provis
Leasing Measures that may have a significant impact on the leasing transacti
all. Art 5 of the Leasing Measures provides that buildings involving one of the foli€
situations cannot be legally leased:

er documents required by the local government.

on regish;ation. a building lease certificate will be issued to the parties. A building
ertificate is the proof of legal occupation of the leased building. Failing to carry

Tequisite registration may result in penalty by the local government on th
(1) Buildings for which no ownership certificate has been issued; ; S - ) e
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462 Operationa| operational issues 463

[930-390] Construction

Except for the issues discussed in Land at %2-530 which mclude--
qualification of centractor, licences and permits and specifications
construction, foreign investors should make strategic consideration of t]jg
1S5UES. 1

y supervision

ing to the Construction Quality Regulations, the quality of new construction
has to be supervised and monitored by quality supervision organisations
by the relevant construction commission. Furthermore, the municipal
on commission can also conduct such quality inspection of construction
a random basis. The Construction Quality Regulations also prescribe the

Construction Land Planning Permit and Construction Design Planning Pe for a construction project sponsor (such as a FIE) for poor construction quality.

Article 31 of the Urban Planning Law provides that a “Construction Lag pletion and acceptance
Permit” must be applied for before acquiring lands for construction purpose. Once construction works are completed, the quality of the works shall be inspected
the same law further provides that for all construction works carried out in en accepted in accordance with the Construction Project Inspection and
the relevant entity must apply to the relevant urban planning department, mce Rules. The inspection and acceptance committee shall consist of
(based on the relevant urban planning and designing requirements) issue a ( tatives from departments in charge of banking, material supply, environment,
Design Planning Permit. Without this latter permit, the FIE cannot proceed to ghts fire and so on. The FIE (as the project sponsor), construction contractor, survey
requisite construction permits and have the construction work commenced, gning ingtitutes shall participate in the inspection and acceptance.

A sample “Construction Land Planning Permit” is set out for reference in 93 Only aft cessful inspection and acceptance can the FIE proceed to apply for and
' ownership certificate or real property certificate for the new building or
Construction work permit o
FIE does not have these documents, it is not legal to proceed with construction
not be possible to subsequently obtain a building title certificate.

exact approval procedures do vary from place to place (and also seemingly from
to project) but in the main should look similar to the following chart:

In order to start construction work, the FIE will have to apply to
construction administration department for a Construction Work Permit” for the
construction (with the exception of some minor projects or those projects app
State Council). Article 8 of the Construction Law provides that the following cond
must be met before a Construction Work Permit can be issued:

(1) The land use approval procedures for the construction project have been prg
carried out;

(2) The Construction Design Planning Permit has been obtained for the

(3) Where any demolition and removal works are required, the schediiie thereof
the needs of the construction: \

(4) A contractor has been hired for the project; \'Q

(5) There are sufficient construction drawing and techl& data required
construction project:

(6) Safety measures are in place that will ensure the quality and safety’
construction project; .

(7) The required funds have been set aside for the construction; and
(8) The project meets other conditions prescribed by law.

The relevant construction administration department will issue the Consil
Work Permit within 15 days should all the requirements be satisfied.

The FIE must commence construction work within three months after obtain
Construction Work Permit. The Construction Work Permit can be extended
with a term of three months. A Construction Work Permit is void if its ter
Accordingly, no construction work can be commenced on such basis.
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