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China Codifies Choice of Law Rules for Foreign Related 
Civil Disputes
Judges in China will soon have clearer guidance when handling choice of law issues in civil 
litigations. A new law, the PRC Choice of Law Rules for Foreign Related Civil Disputes 
(PRC Choice of Law Rules or Law), will become effective on April 1, 2011. It will replace 
certain provisions in the 1986 PRC General 
Principles of the Civil Law on the Choice 
of Law Issue. The new law by and large 
codifies the current court practice, mostly 
prescribed by the Supreme People’s Court 
(SPC) in 20071.

Scope 
As indicated by the title, the Law governs 
choice of law issues in foreign related civil 
disputes. The SPC has interpreted that a civil 
dispute is foreign related if (1) one or both 
parties are foreign individuals or entities, or 
stateless persons; (2) the object of the civil relation at issue is located in a foreign territory; or 
(3) the events that caused the creation, change, or elimination of the underlying civil relation 
in dispute occurred in a foreign territory. The Law is only intended to be a fallback rule, which 
applies when there is no other specific law that governs the choice of law issue at hand. In 
addition, the Law applies only to the choice of substantive law, not procedural law. In other 
words, Chinese law governs all the procedure issues. Further, it is the Chinese law that governs 
whether the law at issue is substantive or procedural.

General Principles
The Law establishes a three-tier hierarchical system for choice of law in foreign related civil 
litigations. On top of the system are mandatory choice of law rules, found in the PRC Choice 
of Law Rules or other specific Chinese laws or situations where the judge decides that the 
application of foreign law is contrary to the public interest. In the absence of mandatory rules, 
the private parties have the autonomy to choose the applicable law, including foreign law, for 
resolving disputes that involve foreign elements and are civil in nature. The Law requires such 
private choice of law to be explicit. In situations where there are no governing mandatory choice 
of law rules and the parties have not agreed on the applicable law, the judges are required to 
apply the most significant contact test, as is common in many jurisdictions.

1   See Rules by the Supreme People’s Court on Choice of Law in Cases involving Foreign Related Civil and 
Commercial Contractual Disputes (July 23, 2007).  
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Certain Mandatory Choice of Law Rules
In addition to laying out the general principles, the Law also contains a list of mandatory choice 
of law rules. These mandatory rules cover six major categories of civil law issues: civil relation 
subjects (民事主体), marriage and family, inheritance, real property rights, property rights in 
personam, and intellectual property rights (IPR). Many of the mandatory rules prescribed by the 
Law are similar to the choice of law rules in other jurisdictions. For example, the law of the site 
controls rights in real estate. For legal persons, including corporations, the law of the jurisdiction 
where the legal person is registered, or where it has its most important operations, controls the 
issues concerning the capacity of that legal person to enjoy and to create legal rights, as well as 
the rights and obligations of its internal branches and shareholders. 

Choice of Law Rules Regarding IPR
The Law clarifies, for the first time, the choice of law rules for issues relating to IPR. For issues 
about IPR ownership and content, a court shall apply the law of the jurisdiction where the legal 
protection of the IPR is sought. This is mandatory, and is not left for the parties to decide. The 
private parties, however, may choose the applicable law for issues relating to IPR transfer and 
licensing. In the absence of a stipulation by the parties, a court shall treat the issue as a contract 
law issue and apply the choice of law rules for contractual disputes, for which the most significant 
contact test will likely apply. For issues on responsibility arising from IPR infringement, the 
parties have the autonomy to select the applicable law. If no agreement on the choice of law can 
be reached by the parties, the court shall apply the law of the seat of the litigation.
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China Issues Rules For National Security Review of M&As 
By Foreign Investors
On February 12, 2011, the State Council General Office issued a circular on the Establishment 
of a Mechanism for National Security Review of Foreign Mergers and Acquisitions of Domestic 
Enterprises (Circular), which takes effect thirty days after the issuance of the Circular. This is 
the first time that China has set up a national security review mechanism of foreign mergers and 
acquisitions (M&A). 

Industries Subject to Review 
According to the Circular, in-bound M&As in the following industries will be subject to national 
security review by a national-level multi-ministry board and a transaction can be blocked on 
the ground of endangering China’s national security: (i) military industry and military-related 
enterprises, key and sensitive military installation related enterprises, and other enterprises 
related to national security; (ii) key agricultural sectors, critical energy and resources enterprises, 
important infrastructures and transportation enterprises, key technology enterprises, or major 
equipment manufacturing enterprises. Foreign M&As in the above industries or sectors will be 
blocked if foreign investors will obtain broadly defined control of the acquired entity.

Multi-Ministry Review Board
Based on the Circular, a multi-ministry board will be set up ad hoc to review the M&A 
transactions subject to review. Overseen by the State Council, the review board will be led by the 
National Development and Reform Board and the Ministry of Commerce, and will include other 
government agencies depending on the nature of the M&A transactions.

Focus of Review
According to the Circular, the focus of the national security review will be the (i) M&A 
transactions’ impact on national defense, domestic productivity, service capability and relevant 
equipment and facilities needed for national defense; (ii) M&A transactions’ impact on the sound 
economic development of China; (iii) M&A transactions’ impact on the normal order of life 
in China; and (iv) M&A transactions’ impact on the research and development of key national 
defense technologies. 

Review Procedures
The Circular also provides detailed procedures for the national security review. First, the national 
security review may be initiated by (i) the foreign investors who will acquire the Chinese domestic 
enterprise in the specified industries or sectors or (ii) the relevant PRC ministries or national trade 
associations, or enterprises in the same industry, which think the M&A transaction should be 
subject to national security review. The review application should be submitted to the Ministry of 
Commerce for a determination as to whether to conduct the review. Secondly, the multi-ministry 
board will initially conduct a general review by seeking written opinions from other ministries 
relevant to the industry. If the relevant ministries believe that the potential M&A will have some 
impact on national security, the multi-ministry board will start a special review process.

If the acquisition of domestic enterprises by a foreign investor has or may have a material effect on 
national security, the multi-ministry board will require the Ministry of Commerce together with 
other ministries to suspend the acquisition, or to transfer equity or assets or take other measures 
to eliminate the effect on national security.

A review could take between 30 to 95 days to complete.
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China Readies Anti-Monopoly Enforcement Regulations
A flurry of coordinated rule making activities at the end of 2010 signals China’s entering into 
a new phase in market competition regulation. Two of the enforcement agencies, the National 
Development and Reform Commission (NDRC) and the State Administration of Industry and 
Commerce (SAIC), in the last week of 2010 released a total of five implementing regulations 
for China’s Anti-Monopoly Law (AML). While this marked the completion of the agency rule 
making process, training for local enforcement staff and probably more enforcement actions are 
likely to follow in the years ahead. The AML and the new implementing regulations authorize 
hefty monetary penalties for certain violations, and judicial restraints on competitors’ standing 
to bring civil actions has yet to be established. It is thus imperative for companies with market 
power to review their internal control program to ensure compliance with these new regulations. 
This article discusses only the SAIC regulations on monopolistic agreements, abuse of dominant 
market position and the leniency program, but not the regulations on administrative monopoly. 
Detailed discussion of the NDRC’s regulations on pricing behavior can be found in another article 
of this newsletter.

Background

China passed its first comprehensive competition law, the AML, 
in August 2007. Three administrative agencies were delegated 
with the authority to enforce the AML. The Ministry of Commerce 
(MOFCOM) is responsible for merger review2. The NDRC, China’s 
price regulator, is responsible for policing restrictive pricing 
behavior. Monopolistic conduct, not involving pricing, falls under 
the jurisdiction of the SAIC.

Drafting of the implementing regulations started immediately 
after the AML was enacted. During the process, draft regulations 
were released by the NDRC and SAIC, respectively, to seek public 
comments. Both agencies also consulted with foreign antitrust 
enforcement agencies and business communities. As a result, the final regulations resemble in 
many aspects the rules found in jurisdictions with a mature competition regulatory regime.

A total of five implementing regulations were issued at the end of 2010; all went into force 
on February 11, 2011. The SAIC promulgated three regulations to address the three areas 
under its jurisdiction: the Regulations on Prohibiting Monopolistic Agreements (Regulations 
on Monopolistic Agreements), the Regulations on Prohibiting Abuse of Market Dominance 
(Regulations on Abuse of Market Dominance), and the Regulations on Abuse of Administrative 
Power to Eliminate or Restrain Competition (Regulation on Administrative Monopoly). The 
NDRC released two regulations, the Regulations on Monopolistic Pricing Behavior and the 
Regulations on Price Monopoly Enforcement Procedure, to address, respectively, the substantive 
and procedural aspects of its enforcement action.

Prohibition of Monopolistic Agreements

The AML generally invalidates monopolistic agreements that unreasonably restrain competition 
in the market, including agreements both between competitors (Horizontal Monopolistic 
Agreements, Article 13) and between up-stream and down-stream market participants (Vertical 
Monopolistic Agreements, Article 14). In addition, the AML prohibits trade associations from 
facilitating formation of monopolistic arrangements among their members. (Article 16).
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2  Indeed, the MOFCOM merger review mechanism was established in 2003, years before the AML was enacted. The 
rules have been extensively discussed in many articles, and thus are not covered here.  
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For horizontal agreements, the AML specifically invalidates five types of agreements: (i) price 
fixing; (ii) restraining production or sales, (iii) allocating sales or raw material purchasing 
markets; (iv) restricting acquisition of new technologies or equipment, or development of new 
technologies and products; and (v) group boycotting. This list is not intended to be exhaustive. 
The AML explicitly delegates the enforcement agencies the authority to identify additional 
horizontal monopolistic agreements (Article 14.6). The SAIC regulations do not seek to expand 
this list3. On vertical monopolistic agreements, the AML explicitly invalidated only two types of 
agreements: resale price fixing and minimum resale price maintenance. These two types of vertical 
monopolistic agreements all fall under the NDRC’s jurisdiction. The SAIC does not address 
vertical agreements in its regulations, instead only reiterating that it has the authority to invalidate 
any monopolistic agreements not expressly identified in the regulations that unreasonably restrain 
competition in the market.

Lastly, under the AML and the SAIC’s implementing regulations, a monopolistic agreement is 
invalid only when its restraint on market competition is unreasonable. No category of monopolistic 
agreements has been identified as without redeeming virtue. Thus, the rule of reason will be 
applied in all enforcement actions and court cases. 

Proof of the Existence of an Agreement
The AML is explicit that the term monopolistic agreement refers to agreements, decisions and 
other concerted conduct. The SAIC further clarified, rather importantly, that such an agreement 
or a decision could be oral. The term other concerted actions refers to situations where the 
participants actually engaged in concerted actions, without explicit oral or written agreements 
or decisions. In deciding whether there existed a concerted action, the enforcement authorities 
are directed to consider the following: whether there was a paralleled market conduct, whether 
the participants could establish a reasonable explanation for the paralleled conduct and whether 
the participants engaged in exchange of information or other communications. In addition, the 
enforcement agents are also to consider the structure and the competition conditions in the market, 
as well as changes in the market and the industry.

Monopolistic Arrangements through Trade Associations
The SAIC Regulations on Monopolistic Agreements also prohibit trade associations from 
facilitating the reaching of arrangements among the members to restrict competition. Specifically, 
trade associations may not promulgate and issue articles of association, internal rules, resolutions, 
notices and standards that contain contents eliminating or restraining competition; and may not 
assemble, organize or promote the participants in the industry to reach agreements, resolutions, 
meeting minutes and memos with contents that eliminate or restrain market competition. 

The SAIC Leniency Program

To discover and prove the existence of a cartel has been a challenge in many jurisdictions. 
Drawing upon experience from its foreign counterparts, the SAIC also establishes a leniency 
program in the Regulations on Monopolistic Agreements to encourage whistle blowing. While 
the NDRC’s regulations also contain a leniency program, there are significant differences between 
the two programs. Most importantly, complete exemption from administrative sanction for the 
first qualified whistleblower is mandatory under the SAIC leniency program; in comparison, such 
exemption is at the discretion of the NDRC. Also, the two agencies appear to require different 
levels of cooperation for a whistleblower to qualify for exemption. Though both agencies require 
a whistleblower to report the cartel and to provide key evidence to the enforcement agency, only 
the SAIC requires a whistleblower to cooperate fully and proactively in the investigation.

3  For allocation of a purchase market, the language of the AML appears to limit the purview of the law only to the 
purchase of raw materials. The SAIC regulations clarify that the term raw materials really means inputs used in the 
production, including raw material in its ordinary meaning, semi-finished products, parts and even equipment used in 
the production. What are not covered by the term raw material are finished products.
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Prohibition of Abuse of Market Dominance

Participants with market dominance are subject to close scrutiny under the AML for exclusionary 
or exploratory abusive conduct. The focus of the scrutiny is on identifying market dominance and 
abusive conduct. Market dominance status refers to a participant’s position to control product price 
and quantity in the market, or other transaction conditions; or the position to impede or influence 
[the decisions of] other undertakings to enter the market (Article 17). Though a participant’s 
market share is normally the most important factor in finding market dominance status, the AML 
specifically listed some other factors the enforcement agencies need to consider4. The SAIC 
clarified these factors in its regulations. For example, in addition to market share, the SAIC will 
consider factors such as product differentiation level, entry by potential market participants and 
financial and technological position of the participant. Finally, under both the AML and the SAIC 
regulations, market dominance is presumed when a participant’s market share is big enough5.

The SAIC also undertakes in its regulations to clarify four of the seven types of abusive conduct 
identified by the AML: unilateral refusal to deal (Article 4), exclusive dealing (Article 5), tying and 
leveraging (Article 6), and discriminative dealing (Article 7). It is worth noting that the provision 
against discriminative dealing reaches far beyond price discrimination. Indeed, discrimination 
with respect to essentially any aspects of a commercial deal without good cause could potentially 
constitute abuse of market dominance, such as differentiated treatment with regard to quality, 
type, and quality of a product; quantity and other discount terms; payment terms and payment 
method; contents and duration of product warranty; contents and duration of after-sale service; 
supply of parts and components; and after-sale technical support and other after-sale services. 

Under the AML, otherwise abusive conduct is not invalid if good cause can be shown. In this 
regard, the SAIC Regulations on Abuse of Market Dominance directs the enforcement agencies 
to consider if the conduct is deemed a common business conduct under the circumstances or is 
for the participant’s normal business benefits, and to consider the impact on economic efficiency, 
public interest, and overall economic development.

4 The AML directs the enforcement agencies to consider the following six factors when deciding if a participant has 
market dominance: (1) the participant’s market share, and the competition conditions in the relevant market; (2) its 
ability to control the distribution market, or the raw material purchasing market; (3) its financial and technological 
positions; (4) the extent of reliance on it by other market participants. (5) the entry barrier of the relevant market, and 
(6) other factors relevant to the dominance position of the participant. 
   
5 Under the AML, market dominance is presumed when one market participants controls 50% of the market, or two 
participants jointly control two thirds of the market, or three participants jointly control three quarters of the market. 
(Article 19)
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NDRC Issued Anti-price Monopoly Regulations
On December 29, 2010, China’s National Development and Reform Commission (NDRC) 
issued the Anti-Price-Monopoly Regulation (Regulation) and the Regulation on Administrative 
Enforcement of the Anti-Price Monopoly Regulation (Enforcement Regulation); both of which 
took effect on February 1, 2011. While the Regulation contains substantive rules focusing on 
monopolistic pricing behaviors, including both monopoly agreements and abuse of dominant 
market position, the Enforcement Regulation is a procedural regulation providing concrete 
enforcement tools and implementation guidelines for the Regulation. The two regulations clarified 
certain key concepts introduced by the 2007 Anti-Monopoly Law (AML).

The Regulation

The Regulation invalidates two types of 
monopolistic pricing behavior: (1) business 
operators reaching a price monopoly agreement; 
and (2) business operators with dominant market 
positions using pricing means to eliminate or 
restrict competition.

Price Monopoly Agreements
Article 13 of the AML prohibits competing business 
operators from entering into monopoly agreements 
and lists six specific types of conduct that may be regarded as reaching a monopoly agreement. 
One such type of conduct is related to price fixing. Article 7 of the Regulation lists the following 
acts as constituting a price monopoly agreement: 

(1) Fix (or change) the price level of commodities or services (collectively, Commodities); 

(2) Fix (or change) the range for price changes;

(3) Fix (or change) the handling charges, discounts, or other charges that affect prices;

(4) Fix price for transactions with third parties;

(5) Agree on a standard formula for calculating prices;

(6) Prohibit price change without the consent of the other business operators that are parties 
to the agreement;

(7) Fix (or change) prices in a disguised fashion by other means; and

(8) Other types of price monopoly agreements as determined by the State Council’s 
department in charge of pricing.

Abuse of Dominant Market Position 
Article 17 of the AML prohibits business operators from abusing their dominant market positions 
and lists seven types of conduct that may be deemed as abuse of a dominant position, such as 
selling Commodities at an unfairly high price or purchasing Commodities at an unfairly low price; 
selling Commodities at a below-cost price; refusing to deal with trading counterparties without 
justifiable causes; and restricting transaction counterparties to dealing only with the business 
operator itself or with persons designated by it without justifiable causes.
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The Regulation further defines the terms of “unfairly high price”, “unfairly low price”, and 
“without justifiable causes” under Article 17 of AML. Article 11 of the Regulation provides 
that, in determining if prices are unfairly high or low, the enforcement agency must consider: 
(i) whether the sales price or purchase price is 
markedly higher or lower than the price at which 
other business operators sell or purchase the 
same type of Commodities; (ii) where costs are 
essentially stable, whether the sales price was 
raised or the purchase price lowered beyond the 
normal range; (iii) whether the level of the price 
increase for the sale of Commodities is markedly 
higher than the cost increase range, or whether 
the range of the price reduction for the purchase 
of Commodities is markedly greater than the 
transaction counterparty’s cost reduction range; 
and (iv) other related factors. 

Article 12 of the Regulation further defines the term “justifiable causes” under Article 17(2) of 
the AML, which prohibits dominant business operators from selling Commodities at below-cost 
prices without justifiable causes. According to Article 12 of the Regulation, justifiable causes 
under Article 17(2) of the AML include: (i) a price reduction to dispose of fresh or live goods, 
seasonal goods, goods whose shelf life is about to expire, or a backlog of goods; (ii) a price 
reduction to sell Commodities in order to discharge debts, change production, or close down the 
business; (iii) promotional sale of a new product; or (iv) other legitimate reasons.

The AML, in Article 17(3), prohibits dominant business operators from refusing to deal or 
transact with other market participants without justifiable causes. Article 13 of the Regulation 
defines “justifiable causes” as including: (i) the transaction counterparty having a serious bad 
credit record, or its business position is deteriorating, which could expose the transaction to a 
great risk; (ii) the transaction counterparty’s being able to purchase the same type of Commodities 
or substitute Commodities from another business operator at a reasonable price or sell its 
Commodities to another business operator at a reasonable price; or (iii) other legitimate reasons.

Article 14 of the Regulation defines the term “justifiable causes” under Article 17(4) of the AML, 
which prohibits dominant business operators from restricting transaction counterparties to deal 
only with itself or persons designated by it without justifiable causes. According to Article 14 
of the Regulation, justifiable causes here include: (i) ensuring product quality and safety; (ii) 
protecting its brand image or enhancing its level of service; (iii) markedly reducing costs or 
increasing efficiency while enabling consumers to share the benefits; or (iv) other legitimate 
reasons.
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The Enforcement Regulation 
Investigation Power Allowed to the Enforcement Agencies
The NDRC and its local counterparts are responsible for the enforcement of the anti-price  
monopoly rules in their respective jurisdictions, and may, take the following measures during the 
course of investigating alleged anti-price monopoly behaviors:

(1) enter into the premises of business operators;

(2) interrogate business operators, interested parties or other relevant entities and individuals 
(Investigated Persons), requiring them to explain the relevant situation;

(3) inspect and copy documents belonging to the Investigated Persons, such as accounting 
vouchers, agreements, accounting books, business correspondences, etc.

(4) seize and detain relevant evidence; and

(5) check bank accounts.

Leniency Program
Relevant offices of the NDRC may reduce or exempt administrative fines when business operators 
proactively report price monopoly behavior and provide key evidence. The first self whistleblower 
will be exempted from administrative penalties. The second qualified self whistleblower may be 
granted a 50% reduction in the administrative penalties. Others self whistleblowers may receive 
leniency, but the reduction may not exceed 50% of the stipulated administrative penalties.
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NDRC Releases Draft Foreign Investment Catalogue for 
Comment
On April 1, 2011, the PRC National Development and Reform Commission (NDRC) released a 
draft Foreign Investment Industrial Guidance Catalogue (Draft Catalogue) for public comment.  
The most recent revision to this important policy paper on foreign investments occurred in 2007.  
Public comments are invited to be submitted to NDRC by April 20, 2011.  

Three Categories
The 2007 foreign investment industrial guidance catalogue provides, similar to its predecessor 
version promulgated in 2003, a definitive list of industry sectors or technologies that are welcome, 
unwelcome or even closed to foreign investments.  These are typically referred to as categories 
of encouraged, restricted or prohibited industry sectors/technologies.  Those not appearing in 
any of the three categories are considered “permitted” and are neutral to foreign investments. 
While investing in an “encouraged” industry/
technology does not necessarily mean the 
end of all the hurdles and concerns for a 
foreign investor, it does have some notable 
benefits, especially in terms of cutting through 
bureaucratic red tape.  Pursuant to a State 
Council issued “Opinion on Perfecting Work 
in Utilizing Foreign Capitals (GUOFA [2010] 
No. 9)” issued on April 13, 2010, the following 
new policies are provided for projects listed in 
the encouraged category. 

•	 Land use price can be reduced to as 
low as 70% of the local benchmark price.

•	 Simplified high and new technology enterprise reorganization proceedures.

•	 Expand local governments’ authority to approve investments in and encouraged or 
“permitted” industries from below US$100 million to below US$300 million in total 
investments or newly added capital. 

NDRC has made it clear that foreign investment in a restricted or prohibited category is 
unwelcome.  In an overarching industrial policy circular promulgated in 2005, NDRC stipulates 
certain guiding principles that other regulatory agencies and business entities should follow with 
regard to the restricted or prohibited category.  For example, banks are discouraged from giving 
loans to finance a project that is listed under the restricted or prohibited category.  Similarly, 
government agencies such as the land regulatory agency, state administrations of industry  and 
commerce, environmental protection agency, etc., are instructed not to approve or issue a license 
to a project or even to provide necessary public utilities to a plant that is considered to be under 
the prohibited category and is not bringing themselves into compliance.  Such seemingly stern 
measures are not accompanied by penalty clauses and are not always strictly followed by profit-
driven state-owned commercial banks or local government especially when economic interests 
(e.g., tax revenue, employment rates) are involved.  This can lead the central government to 
sometimes take dramatic measures such as the one it took in early 2010, signing accords with 
over a dozen provincial or municipal governments in which the provincial governors and mayors 
promised to shut down certain obsolete or high polluting plants in their respective jurisdictions 
that are listed as prohibited on the national industrial guidance catalogues.   The objective was to 
cut down energy consumption and to reduce emissions to a predetermined level set by the central 
government.  
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NDRC justified these actions by saying that encouraged categories have important functions for 
economic and social development and are conducive to resource conservation, environmental 
protection, and industrial optimization and upgrading.  Conversely, prohibited categories include 
mainly obsolete techniques, equipment and products which seriously waste resource, pollute the 
environment and fail to meet safety requirements.   

Policy Considerations in Changes
The Draft Catalogue proposes to make deletions and additions to the three categories of industry 
sector/technologies listed in the 2007 catalogue.  Several policy considerations are driving these 
changes. 

(1) The primary policy consideration is in regard to energy saving, pollution control and 
natural resource and environmental protection.  These can be seen in the following newly 
added encouraged industry sectors.

•	 Organic vegetable planting and production technology

•	 Energy saving and emission reduction technology in textile dying and processing

•	 Environment-friendly and green apparel making techniques

•	 Nuclear fuel processing

•	 Safe, efficient, and environment-friendly agricultural fertilizer

•	 Recycling of construction waste materials, industry by-products and non-metallurgical 
mining by-products and restoration of the environment

•	 Nickel-saving stainless steel

•	 Wind power, nuclear power, and high-speed train gear transmission box

•	 Air pollution control, industrial waste, and gas and diesel engine emission treatment 
equipment

•	 Waste water treatment equipment

•	 Solid waste treatment equipment

•	 Recycling of used fabrics, electronic and machinery products, tires, plastics, batteries and 
scrap steel

•	 Portable water treatment and water recycling equipment

•	 Ocean oil leak recovery device and oil leak and marine life explosive growth control 
technologies

•	 Electrical car key parts and battery

•	 Hydropower generation and storage equipment

•	 Green cell battery

•	 Renewable energy air conditioning equipment

•	 Forest-paper integrated plantation projects (removed)

•	 Direct-reduce iron manufacturing (removed) 
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(2) Another consideration is industry upgrading and technology advancement as reflected in 
the newly added encouraged category items below:

•	 Shell gas and ocean bed natural gas exploration and exploitation

•	 Aerospace use of light and environment-friendly new composite materials, development 
and manufacturing

•	 Broad band wireless and other advanced telecommunication technology and related 
equipment

•	 Internet devices based on IPv6 generation and related equipment

•	 Industrial detection devices and precise measurement devices 

•	 Civilian use rocket design and manufacturing (removed)

•	 LCD flat panel (sixth generation and/or inferior technology excluded)

(3) Some changes or lack of changes are subject to disputes between PRC and foreign 
investors and their governments.  In the last few years, one of the frequent complaints by 
foreign companies is that China is shaping its industrial policy to give more protection to 
PRC domestic companies over foreign invested companies in certain protected sectors.  
While some of them relate to national security, others arguably are not.  

At least one notable change was proposed that was subject to a hotly contested dispute.  
In April 2007, the U.S. government brought suit against the PRC government in the 
World Trade Organization over China’s restriction placed on foreign investments in 
importing and wholesaling of books, newspaper and periodicals, as well as audio/video 
products in China.  The World Trade Organization ruled against Chinese measures which 
became an official WTO ruling on January 19, 2010.  In the Draft Catalogue, general 
distribution and importation of these publications and audio/video products are removed 
from the prohibited category.  That means, once the Draft Catalogue comes into effect, 
foreign invested companies will be able to import into China and sell these products to 
the general public, which has traditionally been reserved to a few state-owned publishing 
companies. 

(4) Other notable proposed changes include:

The following sectors are added to the encouraged category: rural area logistical supply 
and delivery, vocational school education.  Venture capital and intellectual property 
services are also added to the encouraged category.   

Some notable removals from the prohibited or restricted category include online music 
stores, leasing financial companies, auction houses and the carbonated drinks industry.  
These sectors now become “permitted” and are open to foreign investments.   

Villa construction and intra-country courier delivery are added to the prohibited 
category.  The latter is an especially thorny issue between global couriers and Chinese 
companies.  
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PRC Tightens Collection and Administration on 
Individual Income Tax on Income from Transfer of 
Restricted Stock of Listed Companies
On November 10, 2010, the Ministry of Finance, the State Administration of Taxation, and the 
China Securities Regulatory Commission jointly issued Circular Caishui [2010] No. 70, entitled 
Supplementary Notice on Individual Income Tax (‘IIT’) Treatment and Administration on Individual 
Income Derived from Transfer of Restricted Stocks of Listed Companies (Circular 70). Circular 70 
elaborates on what “restricted stock” means, when a taxable event occurs, how taxable income is 
calculated, and what compliance requirements are, thus further enhancing the individual income 
tax collection and administration in relation to transfer of restricted stock.

Circular 70 was issued to clarify an earlier directive on the same subject. The authorities issued 
a Notice on IIT Treatment and Administration on Individual Income Derived from Transfer of 
Restricted Stocks of Listed Companies on December 31, 2009 (Circular 167). Circular 167 stipulates 
that, starting from January 1, 2010, individual income derived from the transfer of restricted stock 
originally obtained from stock reform or initial public offering (IPO), including gifted stock or 
stock dividend derived therefrom, will be treated as “income from transfer of property,” thus 
taxable at a tax rate of 20%.

According to the prevailing IIT law, individual income derived from the transfer of stock acquired 
and traded on the Shanghai or Shenzhen Stock Exchanges are exempted from IIT. However, due to 
the historical background of the stock reform, certain investors were able to obtain non-tradable 
stocks at below market prices. These non-tradable stocks later became tradable in the market 
after the stock reform, and the relevant finance and tax authorities want to levy tax on the income 
derived from transfer of such restricted stocks as “income from the transfer of property” at the 
rate of 20% in accordance with the IIT Law. Circular 70 now requires the securities agents to be 
IIT withholding agents under certain circumstances. Therefore relevant securities agents should 
be prepared to take proper steps to ensure that they fulfill their provisional or direct withholding 
obligations.

Meanwhile, individual investors should also be prepared to voluntarily declare their income from 
selling restricted stocks in case there is no IIT withholding agents.
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RMB Settlement for Overseas Direct Investment: China’s 
New Step Toward Internationalization of RMB
To support the trial program of RMB settlement for cross border trade launched in January 2009, 
and to facilitate RMB-denominated overseas direct investment (ODI) by domestic institutions 
as well as to standardize the banks’ ODI RMB settlement operations, the People’s Bank of China 
(PBC) released the Administrative Measures for Trial Program of RMB Settlement for Overseas 
Direct Investment on January 6, 2011 (Measures).

This move is not only an important step toward the internationalization of RMB, but also an 
important step to deregulate China’s capital account transactions.

Highlight of the Measures
I. Non-financial institutions incorporated in the pilot regions (Domestic Investors) are 

eligible for the trial program. These pilot regions currently include Beijing, Shanghai, 
Guangdong, Tianjin, Inner-Mongolia, Liaoning, Jilin, Heilongjiang, Jiangsu, Zhejiang, 
Fujian, Shandong, Hubei, Guangxi, Hainan, Chongqing, Sichuan, Yunnan, Tibet, and 
Xinjiang, the same as the pilot regions for the RMB settlement program for cross border 
trade.

II. Financial institutions that intend to engage in RMB ODI need to comply with the 
Measures unless the matter has been provided for in other regulations. To date, though, 
no other regulations governing RMB ODI by financial institutions have been issued.

III. The Measures allow Domestic Investors to make direct investments in RMB in overseas 
enterprises or projects (Investment Vehicles), with the aim to acquire full or partial 
ownership or actual control of the enterprise or the project, by way of establishing a new 
project, merger and acquisition, equity participation, or other means.

IV. Before remitting RMB funds out of the PRC (whether in relation to the direct 
investment or pre-investment expenses), a domestic investor should register the 
remittance with the local State Administration of Foreign Exchange (SAFE) bureau.

V. Profits of an Investment Vehicle can be remitted back to the PRC, but must be supported 
by the required documents such as a board resolution. Capital needed for increasing 
registered capital, or received from decreasing registered capital, payment made or 
received on share transfer or dissolution of an Investment Vehicle can also be remitted 
out of or into China through a processing bank, but must be supported by relevant 
approval documents from the PRC regulatory authorities.

VI. Domestic banks are permitted to extend RMB loans to an Investment Vehicle directly or 
indirectly via an overseas branch or overseas agent bank. A domestic bank is not obliged 
to obtain a prior approval for granting such RMB loans, although it should make a filing 
with the local PBC branch within 15 days of the cross border remittance.

International Acceptability of RMB
With the issuance of the Measures, RMB now has two channels to go abroad: trade or investment. 
The two channels are mutually supportive, and both promote the international acceptance of the 
RMB. The Measures also reflect China’s intent to encourage Chinese enterprises to go abroad, and 
its willingness to substantially expand the RMB overseas circulation.
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However, this trial program will likely be small in scale at the early stage. China’s ODI currently 
focuses on counties and regions with ample natural resources and where the acceptability of RMB 
is not high, as compared with Hong Kong and Singapore. Even so, there is no denial that China 
has a growing interest in overseas assets, and acquiring overseas natural resources remains a key 
industry target. 

RMB’s Backflow Channels
Allowing the RMB to move more freely abroad is not enough for the internationalization of 
the RMB. China still needs to relax restrictions on RMB repatriation to China to complete the 
circulation. 

At this stage, a substantial hurdle remains. 
China’s capital account is still under strict 
control, which means RMB accumulated 
overseas cannot easily go back to the mainland 
for investment purposes, limiting investor’s 
interest in holding RMB. It will be impossible 
to internationalize the RMB without allowing 
the offshore RMB to invest back into China.

As the government of China is concerned 
with excessive domestic liquidity and asset 
price bubbles, the current barriers are unlikely 
to be relaxed, except through very measured 
steps. There is still not a timetable for the free 
conversion of RMB under the capital account. 

On February 25, 2011, after conferring with the PBC and the SAFE, the Ministry of Commerce 
(MOFCOM) issued the Circular on Relevant Issues regarding Foreign Investment Management, 
permitting foreign investors to utilize their offshore RMB to invest in China through establishing 
new projects, or increasing the capital of their PRC subsidiaries, acquiring domestic enterprises, 
extending loans, etc. Currently, approval from the Department of Foreign Investment 
Administration under MOFCOM is required prior to conducting these types of investments.

More liberalizing developments in the backflow area are likely to take place.
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SAT Clarifies Verification and Determination Basis for 
Individual Income Tax on Income from Equity Transfers
On December 14, 2010, the State Administration of Taxation (SAT) released the Announcement on 
the Verification and Determination of the Tax Basis for Individual Income Tax on Income from Equity 
Transfers (Announcement) to clarify the verification and determination of the tax basis in relation 
to the individual income tax payable by individuals who receive income from transferring equity 
interests in enterprises. The equity transfer referred to in the Announcement expressly excludes 
the transfer of shares of listed companies. This Announcement took effect as of January 13, 2011.

Before the issuance of the Announcement, SAT published the Notice on Further Strengthening 
the Collection of Individual Income Tax (Circular 285) in 2009, which requires the pricing of 
the equity transfer to comply with the arms-length principle. Where the equity transfer price is 
apparently low without justifiable causes, Circular 285 authorizes the tax authority to adjust the tax 
determination basis with reference to the per share net asset value or net asset value allocable to the 
shares transferred. However, Circular 285 fails to define “apparently low” and “justifiable causes.” It 
seems that SAT issued the Announcement just to further clarify these issues.

I. Definition of “Apparently Low” 
The Announcement specifies that the income by an individual from equity transfer shall be 
determined according to the fair market value. The income gained by an individual from equity 
transfer may be deemed as “apparently low” under the following circumstances:

•	 the declared equity transfer price is lower than the original investment cost or the original 
price plus tax paid for acquiring such equity;

•	 the declared equity transfer price is lower than the value of corresponding net assets;

•	 the declared equity transfer price is lower than the transfer price by this or other 
shareholders for the equity of the same enterprises under the same or similar 
circumstances;

•	 the declared equity transfer price is lower than the transfer price for the equity of another 
enterprise in the same industry under the same or similar conditions; or

•	 other circumstances as so determined by the tax authority.

II. Definition of “Justifiable Causes”

The Announcement clarifies that “justified causes” shall include the following:
•	 the underlying enterprise is in the red for at least three constructive years;

•	 the equity is transferred at a low price due to state policy adjustment;

•	 the equity-holder transfers the equity to their spouse, parents, children, grandparent, 
grandchild, sibling, or any other person whom the transferee is legally obliged to provide 
economic support; or

•	 other justified causes as so determined by the tax authority. 
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III. Reassessment Methods

According to the Announcement, where the declared tax verification and determination basis is 
apparently low without justifiable causes, the tax authorities may use the following methods to 
reassess the tax basis.

•	 By reference to the net per share asset value or the net asset value allocable to the 
transferred equity. Where more than 50% of the total investment of an enterprise consists 
of intellectual property, land use rights, real estate, exploration rights, mining rights, 
equity ownership, etc., the net asset value shall be assessed by a third-party appraiser.

•	 By reference to the share transfer price of the same enterprises by this or other 
shareholders.

•	 By reference to the share transfer price for other enterprises in the same industry under 
the same or similar conditions.

•	 When tax payers have objection to the reassessment methods adopted by the tax authority 
in-charge, they shall provide evidence to support their objection. Upon good cause 
shown by the tax payers, the tax authority may adopt other reasonable and equitable 
reassessment methods for reassessing the taxation basis.

The Announcement was published to provide clear standards for taxation basis reassessment with 
regard to individual income tax derived from income gained through equity transfer. However, 
certain clauses still need further explanation in practice. For example, how to define the “same 
industry” and under “similar circumstances”; and whether “three consecutive years” in Section 
2 above shall be immediately before the year of the equity transfer or any three consecutive years 
in the enterprise’s history, which losses incurred result in the equity value lower than the original 
investment for acquiring such equity.  
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Shanghai Promulgates New Measures for Pilot Foreign 
Invested PE Fund
On December 24, 2010, three government agencies in Shanghai issued the Implementing Measures 
Concerning Carrying Out Pilot Program for Foreign Invested Equity Investment Enterprises in 
Shanghai (Measures). 

FPE and FGP
Pursuant to the Measures, foreign investors are allowed to participate (i) in a foreign invested 
equity investment enterprise, which is basically a private equity (PE) fund with foreign investment 
(FPE) and (ii) a foreign invested equity investment management enterprise, which is basically a 
GP6 (in the context of PE funds) with foreign investment (FGP). FPE’s main business is to make 
equity investment in non-listed PRC companies, while FGP is to establish the FPE and/or to 
manage the PE investment activities. FPE can take the form of a partnership, while FGP can be 
formed as a partnership or a corporation. The main government agency with authority to approve 
the establishment of FPE and FGP is the Shanghai Municipal Financial Services Office. 

Pilot FPE and FGP Program
Although the Measures provide a regulatory structure for FPE and FGP, currently the approval for 
FPE and FGP is to be issued on a trial basis. The approved FPE and FGP will be pilot FPE and FGP, 
which are required to have other qualifications. 

According to Article 19 of the Measures, offshore sovereign wealth funds, pension funds, 
endowment funds, charitable funds, funds of funds (FOF), insurance companies, banks, and 
securities companies are primarily considered as qualified foreign LPs (as defined in footnote 6 
below) for pilot FPE. 

According to Article 20, to apply for the establishment an FPE, the foreign LP must: 

(1) own assets of not less than US$500 million or manage assets of not less than US$1 billion 
in the last fiscal year prior to the application;

(2) have a good corporate governance structure and internal control system, and have not 
been disciplined by judicial or other supervisory authorities within the prior two years;

(3) have (or through its affiliates) more than five years of experience of related investment; 
and

(4) meet other qualifications. 

Article 21 requires the executive partner of the pilot FPE (or its affiliate) to have more than three 
years of a good track record of directly or indirectly investing in Chinese domestic companies.  

6  Although PE funds in China may take other corporate forms, for purpose of this article, we assume the PE fund takes 
the form of a limited partnership, and refer to the management team as the general partner (GP), and the investors as 
the limited partners (LP).
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Current PRC Foreign Exchange Control
In 2008, the State Administration of Foreign Exchange (SAFE) issued Decree 1427, which prohibits 
foreign invested enterprises from converting foreign exchange into RMB for the purpose of PE 
investment. Decree 142 restricts foreign investment from engaging in PE investment in two ways: 

(1) Foreign LPs cannot establish a wholly foreign owned enterprise (WFOE) or joint ventures 
in China to engage in PE investment. Prior to the issuance of PRC regulations permitting 
foreign LPs to form limited partnerships in 2008, WFOE and joint ventures used to be 
popular PE investment vehicles. Although foreign LPs are now allowed to form limited 
partnerships in China, given that limited partnership related laws and regulations are 
new in China, there are a lot of uncertainties. Specifically, it is not clear whether foreign 
invested limited partnerships can 
convert foreign exchange for the 
purpose of equity investment. 

(2) Foreign GPs cannot make investments 
into the PE funds. It is a common 
market practice in the PE funds that 
the GP typically holds minority shares 
in the PE fund in order to provide 
incentives for the GP to maximize 
profit for the PE fund. However, such 
practice creates a problem in China if 
the GP is a foreign entity. Under the PRC regulations, if the GP is a foreign entity and all 
LPs are Chinese investors, even 1% of shareholding by the GP would make the PE fund a 
foreign invested entity and thus all investment by the PE fund would be subject to foreign 
investment restrictions8. To avoid the restrictions, foreign GPs tend to establish a WFOE 
and hold the minority shares through the WFOE, so that the PE fund is not treated as a 
foreign entity. However, Decree 142 makes this impossible. 

Measures Open a Window for Foreign LPs and GPs in China
Before the issuance of the Measures, both foreign LPs and GPs were waiting for a breakthrough of 
the current foreign exchange control policy. In 2010, it was reported in the media that Shanghai 
and Beijing had submitted the qualified foreign limited partnership (QFLP) plans to the State 
Council for approval. QFLP’s core purpose is to allow PE funds to convert foreign exchange they 
received from their foreign LP and/or GP up to an assigned quota amount without prior approval 
from SAFE. 

7  Notice of the General Affairs Department of the State Administration of Foreign Exchange on the Relevant Operating 
Issues concerning the Improvement of the Administration of Payment and Settlement of Foreign Currency Capital of 
Foreign Invested Enterprises.
8  Under such restrictions, FPEs are not allowed to invest in certain sectors, while certain other sectors have limitations 
as to the maximum percentage of foreign investment.
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The Measures are commonly viewed as a limited trial for the QFLP, although there is no provision 
in the Measures directly allowing the foreign exchange conversion. To facilitate the future 
implementation of QFLP, the Measures have the following highlights. 

(1)  The measures allow FPEs to engage in PE investment as its main business. Decree 142 
requires foreign invested enterprise to convert foreign exchange for the purpose of doing 
business within the approved business scope. It seems that under the Measures, if a 
FPE has the wording of “PE investment” in its business scope, it might be approved to 
convert foreign exchange for PE investment in China. This is one of the key points of the 
Measure.  

(2) Article 24 of the Measures provides that approved pilot FGPs can use foreign exchange 
to invest up to 5% of the total committed capital into the PE fund it has formed without 
changing the corporate nature of the PE fund. This means that if all LPs are Chinese 
domestic investors and the GP is a foreign entity, the GP’s minority shareholding up to 
5% will not change the PE fund from a domestic company to a foreign invested company. 
Such PE fund’s investment will not be subject to foreign investment restrictions as 
discussed above. This is another key part of the Measures.  

(3) Article 25 of the Measures provides that approved pilot FPEs may go through their 
custodian banks to deal with foreign exchange issues, which implies that a FPE would not 
need to go to local SAFE for approval of the foreign exchange conversion. 

Future Development
News reports indicate that Beijing and Shanghai have each been allocated with foreign exchange 
conversion quotas in a total amount of US$3 billion, and the Beijing version of the Measures will 
also be published soon. With these special regulations in Beijing and Shanghai, it is reasonable to 
expect that more foreign LPs and GPs will be attracted to Shanghai and Beijing. 

Provisions of the Measures are not clear about the foreign exchange settlement, which leaves room 
for government agencies to “play” during the implementation of the Measures. Given the recent 
appreciation of RMB, the Chinese government is fully conscious of the need to control the flow 
of “hot money” into China. The implementation of the Measures and other QFLP related policies, 
which may loosen the foreign exchange control, remains uncertain. By the time of the release 
of this article, there has not been any pilot FPE or FGP approved. Further implementing rules, 
especially with regard to the foreign exchange issues, are expected.  
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