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ur May issue features the first
article of a special series on
technology. Fintech revolution
explores the rapid development
of fintech - the fusion of traditional finance
and modern technology - in China and the
wider Asian region. Fintech has brought
a financial revolution to the lives of many
people, including those without easy access
to banks. Some suggest that the Asia-Pacific
has surpassed the US and Europe to become
the main hub of innovation for fintech, but
the fierce competition in this sector has only
just kicked off. The ongoing development
of fintech may spawn the advent of new
innovations that we cannot even imagine
for the time being. The most popular fintech
sectors are mostly consumer-oriented, such
as online payment and lending, but the
conception of fintech can and should cover
much more than that. Artificial intelligence,
big data, cloud computing, blockchain, smart
contracts, robo-adviser, as well as regulatory
technology (regtech) and insurance technol-
ogy (insurtech), are also fintech topics that
should not be overlooked.
The article also looks at the challenges to
regulate the fintech sector. It is very difficult
for regulators to foresee what types of
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products or services may appear, and what
rules may be needed for them, say experts.
But we can still find stipulations scattered
in existing laws or regulations that are
related to some aspects of fintech products
or services. Watch out for further articles in
this special series in future issues.
Meanwhile, traditional ways of financ-
ing are no less important. Money rules
investigates the landscape of private
equity and venture capital (PE/VC) in-
vestment in China. According to Pricewa-
terhouseCoopers, although the proceeds
raised and the amounts invested by PE/
VC funds on the whole showed a decline
globally in 2016, the Chinese market

e, H4k 2016 4Bk PE/VC EEEZET K
PR AR AA T TR, BRDETZRNR
FIBRZ, SF9 R AR YT S0 77 s B

TEPE PE/VC % &R SR 16 BRAY R, 17
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made a strong showing, with proceeds
raised and amounts invested both setting
new historical highs. While the activities
of Chinese PE/VC funds remain strong,
the market is also moving towards more
mature regulation. Both the China Secu-
rities Regulatory Commission (CSRC) and
Asset Management Association of China
(AMAC) have issued a number of rules or
documents to further keep PE/VC invest-
ment in check. Apart from knowledge of
investment, fund managers also need to be
aware of various compliance issues.

In many transactions, knowledge about
the other party is also essential. Knowledge
is power analyzes how reputational due
diligence can help investors to unearth
information about the other party that
they may not find through other types of
due diligence. Reputational due diligence
can support other types of due diligence
in identifying contradictions between how
the other party has presented itself and
how it behaves in the real world, says the
author. The article focuses on the use of
reputational due diligence in the contexts
of mergers and acquisitions, compliance
for anti-bribery and anti-corruption, and
anti-money laundering.
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Stumbling block for overseas property investors
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hinese investments in overseas
‘ properties are still active but are

having to overcome some new
capital challenges, according to legal
experts involved in two recent deals.

SRE Group, a Chinese integrated real

estate developer, acquired 75 Howard, a
luxury residential tower at 75 Howard
St in San Francisco. In the UK, Chinese
Estates Holding, a Hong Kong-listed prop-
erty developer, acquired 11-12 St James’s

i NEWS

Square in London for £174.9 million
(US$227.8 million).

When Chinese investors plan to invest
in American and British real estate at
the moment, the impacts of China’s
restriction on capital outflows cannot be
overlooked, said the legal experts.

“We will continue to see significant
outbound investment into the US in
the medium to long term, but this may
slow in the short term as deal fluidity is

5 CBL) / MAY 2017 | 2017454
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affected by China’s restrictions on capital
outflows,” Paul Guan, a real estate partner
in the Hong Kong office of Paul Hastings,
told China Business Law Journal.

David Hamsher, a partner in the global
real estate practice of Paul Hastings in San
Francisco, added: “The somewhat opaque
approval process adds potential uncer-
tainty to the Chinese investor’s ability to
expatriate the capital necessary to close,
and may lead some sellers to look to
alternative buyers who may have a greater
ability to secure such funds.”

Paul Hastings represented SRE Group
in its purchase of 75 Howard. The firm’s
team was led by David Hamsher, Paul
Guan and Hong Kong real estate partner
David Blumenfeld.

CHRIS HARVEY

In the UK, the active Chinese prop-
erty investors have been primarily high
net worth individuals (HNWIs), family
offices, Hong Kong-listed companies
(which are often controlled by fami-
lies), mainland Chinese developers, and
state-owned enterprises (such as Chinese
insurance companies), Chris Harvey, a
partner in Mayer Brown’s London office
and head of UK real estate, told China
Business Law Journal.

“The trend in the past 12 months
has been that the majority of the deals
have been carried out by private orga-
nizations and individuals rather than
state-owned,” he said. “That’s partly a
by-product of Chinese capital controls
on outbound investment.”

According to Harvey, what concerns
the UK sellers the most is whether the
Chinese buyers can get their money out

6 CBL) / MAY 2017 | 2017458
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DAVID HAMSHER

of China. “The majority of the purchasers
have been based in Hong Kong and they
are not under the Chinese controls.”

Harvey led the Mayer Brown team
that advised Chinese Estates Holding on
the acquisition of 11-12 St James’s Square.

Harvey said that after Brexit there
had been many opportunistic, primarily
Hong Kong-based buyers who had taken
advantage of the significant devaluation
of the British pound, which made assets
and properties up to 20% cheaper for
Chinese buyers.

“The majority of recent deals for Hong
Kong and Chinese clients have been
focused on London” he said. “Chinese
buyers are looking for distressed opportu-
nities and lower prices after Brexit.” How-

“W%$E&§%%§%%%%ﬁ@#%%%ﬂ,
IR 2t AT DA S (R 2, (LA S

s — BRI DLk

If Chinese investors buy prime properties in
London, they will have currency benefits -
i.e., devaluation of the pound - but prices
have been relatively resilient

&3 PAUL GUAN

ever, Harvey said that in Central London’s
prime areas there were very few deals that
were distressed. “If Chinese investors buy
prime properties in London, they will have
currency benefits - i.e., devaluation of the
pound - but prices have been relatively
resilient,” he said. “The majority of the
buyers for prime Central London prop-
erties have been Chinese and there is an
irony that Chinese buyers compete against
each other for the assets here.”

Harvey said the types of properties fa-
voured depended on the type of investor.
HNWIs tended to favour luxury retail
shops in prime West End streets, such
as Oxford Street and Bond Street. Listed
companies focused more on central
London offices. Developers such as R&F
Properties and Greenland Group looked
for residential development sites. “There
has been some investment out of Lon-
don, maybe in Manchester, but 95% or
maybe more has been focused on Central
London,” he said.

In the US, “investors will be looking at
deals that provide solid long-term returns,
potentially in second-tier cities”, said
Guan. Hamsher added that “demand for
high-quality, well located development
projects and operating properties in San
Francisco and other gateway US cities
remains strong across product types.”
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Belt and Road conference a cross-border
success for Law Society of Hong Kong
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he Law Society of Hong Kong’s
I recent conference on the Belt
and Road initiative pooled expert
insights into issues related to the strategy
and connected legal communities from
all along the planned trade routes to lay a
solid legal foundation for the project.

The conference, entitled “The Belt
and Road: A Catalyst for Connectivity,
Convergence and Collaboration”, was held
on 12 May at the Hong Kong Convention
and Exhibition Centre (HKCEC), and run
in conjunction with the 110th anniversary
of the society’s founding at a dinner the
following evening that attracted the elite
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Thomas So speaking at the conference
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[The signing of the Hong Kong Manifesto]
bespoke the ability of Hong Kong’s legal
profession as a ‘super connector’

of Hong Kong’s legal community, along
with members of law societies from 23
jurisdictions (including Hong Kong).

“Hong Kong lawyers have in this
conference shown China and the world
that Hong Kong’s robust legal system
under One Country, Two Systems is well
respected, and members of the Hong
Kong legal community are well placed to
contribute to and gain with the success of
the Belt and Road initiative,” Thomas So,
the president of The Law Society of Hong
Kong, told China Business Law Journal.

A highlight of the conference was the
signing of the Hong Kong Manifesto by 38
law associations from 23 jurisdictions, which
is aimed to promote legal co-operation
between lawyers from the Belt and Road
regions. Under the manifesto, The Law So-
ciety of Hong Kong will work with other law
associations to promote interaction between
their respective members, establish a busi-
ness networking community, and pay partic-
ular attention to laws touching on matters
related to the Belt and Road initiative.

The signing of Hong Kong Manifesto
“bespoke the ability of Hong Kong’s legal
profession as a ‘super connector’, taking
the lead to push the uniformity of law
under the Belt and Road initiative,” said
So, adding that his society would also
promote more exchanges with lawyers
from other jurisdictions as per the guiding
principles of the manifesto.

After the plenary session, the conference
included three parallel breakout sessions.
The first addressed opportunities and
challenges for bilateral and multilateral
trade. The second looked at how the power
of e-tools can be harnessed for international
trade, and the final session investigated the
issue of resolving disputes in cross-border
trade between the diversified jurisdictions.

According to So, participants and
speakers said that by preparing for and
attending the conference, they had

learned more and started to truly appreci-
ate that the Belt and Road initiative was a
multi-party, win-win opportunity.

“When you commit to invest time to
learn new things, more information, build
contacts and explore respective unique-
ness, resources, strength and weakness,
opportunities will come to you, be it in
harnessing and unleashing the power of
facilitating international trade through
e-commerce; or taking advantage of tax
treaties and agreements, reduction of
trade barriers and standardization of
standards to facilitate scalability of project
deployments; [or] on pre-empting and re-
solving inevitable problems that will arise
in many cross-country and cross-cultural
contracts and projects that will result from
the Belt & Road initiative,” said So.

The conference was attended by more
than 650 participants from 23 jurisdictions
and 44 law associations along the Belt and
Road routes, including Australia, Arme-
nia, Brunei Darussalam, mainland China,
France, Georgia, Germany, India, Indonesia,
Japan, Kyrgyz Republic, Lithuania, Luxem-
burg, Macau, Malaysia, Mongolia, Myan-
mar, Pakistan, Russia, Singapore, Taiwan,
United Kingdom, and other countries.

All the delegates to the Belt and Road
conference also attended The Law Society
of Hong Kong’s jubilee celebration dinner to
mark the society’s 110th anniversary, held on
13 May. The dinner was also graced by the
Chief Justice Geoffrey Ma Tao-li and Secre-
tary for Justice Rimsky Yuen Kwok-keung.

Hong Kong’s legal profession comprises
solicitors and barristers. The Law Society
of Hong Kong is the professional associa-
tion for solicitors in Hong Kong and was
established in 1907. As of the end of March
2017, the law society had 10,443 members,
9,076 of whom have a current certificate
to practise as a Hong Kong solicitor. There
are also 1,371 foreign lawyers qualified
primarily from 32 jurisdictions.
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KWM appoints new global leaders
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ing & Wood Mallesons (KWM)
K recently decided on the firm’s

new global managing partner and
global chief operating officer (COO) to
further integrate and strengthen the firm’s
regional practices.

Sue Kench will take over as the firm’s
new global managing partner from 1 June
2017. “For KWM, we are extremely well
positioned to help our clients benefit from
the rise of Asia as the world’s third ‘global
economy centre of gravity’, alongside the
US and Europe,” Kench told China
Business Law Journal.

“In terms of particular market oppor-
tunities, there are many that align to our
firm’s expertise and our client’s aspirations
such as China’s Belt & Road initiative,
distributed energy, renminbi internation-
alization, and we continue to see short and
long-term opportunities in outbound M&A
as Chinese companies globalize,” she said.

“In terms of specific sectors, we are
focused on infrastructure, technology and
telecommunications, health, agribusiness,
financial services, e-commerce, and energy
and resources.”

&

ZF&EYN RUPERT LI

Kench has held the role of KWM’s
chief executive partner, Australia, since
2013, and is a member of the firm’s global
executive committee and international
management committee.

As the new global managing partner,
“my focus is on playing to the firm’s
strengths, which is the quality of our
depth and breadth in Asia, and how we
leverage this to support our Asian clients
as they go offshore, or international cli-
ents as they do business in Asia,” she said.

Kench said KWM has the leading pres-
ence in mainland China and Australia, and
also a strong presence in Hong Kong. “The
challenge now is to harness the individual
strengths of these practices into something
that is greater than the sum of the parts,”
she said, adding that the firm’s offices in
Europe and the Middle East would also
help achieve this target.

With the vision to foster greater integra-
tion of its regional practices, KWM has also
created a new role of global chief operating
officer. Rupert Li, a partner of KWM in
Beijing and Hong Kong, has been installed
as the first global COO of the firm.

“The Global COO role was established
to oversee the firm’s global operations and
drive greater integration of the KWM’s
regional practices to create closer con-
nections across the firm and enable the
firm to provide a more unified service to
global clients,” Li told China Business Law
Journal. “This role is critical as integration
is our number one current global priority.”

Liis currently a member of the firm’s
international management committee
and China management committee.

SUE KENCH
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Linklaters hires two
senior partners
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ANDREW RUFF & SIMON MENG

imon Meng and Andrew Ruff have joined Linklaters as partners
S in the international law firm’s China corporate practice and
project team, respectively.

Meng is a senior M&A expert with more than 25 years of experi-
ence, including 18 years as a partner. He has expertise in cross-border
M&A, project development and project finance work, is dual qualified
in New York and Paris.

Ruff is a senior projects lawyer with more than 16 years of experi-
ence in mainland China, Hong Kong and Taiwan, having worked on
energy infrastructure investments and project finance deals. He has
joined a team of four partners in the China projects team that focuses
on high-value outbound transactions in energy and infrastructure
investments, and on project and other structured financings from
Chinese financial institutions.
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M&A PARTNER JOINS
SHEARMAN & STERLING
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Chen Li recently joined Shearman

& Sterling as a mergers and acquisi-
tions (M&A) partner in Beijing. Chen
was previously a partner with Akin
Gump Strauss Hauer & Feld, where
she focused on China outbound
transactions.

Chen has represented major power,
mining and industrial companies and
private equity firms in China-related
public and private acquisitions and
dispositions, as well as corporate trans-
actions and financings, with a focus on
outbound acquisitions and investments
by Chinese enterprises.

She advises clients on China-related
M&A across industries including natural
resources, healthcare, entertainment,
alternative energy, telecoms, real estate
and public utilities.

B w.

CHEN LI
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Veteran patent lawyer joins Anjie
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teve Song recently joined AnJie
S Law firm as a partner in Beijing.

His practice focuses on patent law
relating to electrical and mechanical arts,
including patent drafting, prosecution,
invalidation, litigation and counseling.

Song has advised multinationals such

as Qualcomm, Intel, Micron and Philips
on patent prosecution, infringement and
validation matters. He has represented
invalidation petitioners and patentees in
invalidation cases, and plaintiffs or defen-
dants in litigation cases. Song was invited
as an expert to be involved in the research

SREk% STEVE SONG

projects and seminars of the Beijing
High Court, State Intellectual Property
Office of China (SIPO), and Beijing Intel-
lectual Property.
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5 ERRAETRY KESEE
BAKER MCKENZIE, FENXUN EXPAND JOINT OPERATION

Abe Zhao recently joined FenXun Partners as international
tax director as part of Baker McKenzie and FenXun
Partners’ strategy to further develop their joint opera-
tion in Shanghai.
Zhao's role will focus on global tax strategy, struc-
tures and transfer pricing. He is experienced in areas
including high-tech, e-commerce, industrial markets,
resources, engineering and construction, real estate,
entertainment and pharmaceuticals sectors.
Zhao joined FenXun from Huawei, where he was a
global tax director for consumer business group and
e-commerce. Throughout his career, he has held a
number of key roles in-house with US and PRC multina-
4 tional companies, as well as with the big four accounting
firms. He specializes in tax planning and advisory for
outbound investment by Chinese companies
in the US and globally, and inbound tax
structuring, repatriation and exit planning
for foreign investment into China.

#X#3E ABE ZHAO
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Draft rules impose security check
on outbound transfer of local data
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[ : hina’s new Cybersecurity Law,
effective from 1 June 2017, in-
troduced a local data residency

requirement that has raised questions and

concerns among multinational companies
operating in the country.

To implement the local data residency
requirement, the Cyberspace Adminis-
tration of China (CAC) released a draft

Measures for Security Assessment of Out-
bound Transmission of Personal Informa-

tion and Important Data on 11 April 2017
to solicit public comments.

The Cybersecurity Law imposed
an obligation on operators of “critical
information infrastructure (CIl)” to store
“personal information and other import-
ant data collected and generated during

KN,
'4 wr‘r.
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operations within China” (local data) and
requires that Cll operators undertake se-
curity assessment before transferring such
data abroad. The draft measures, however,
seem to extend the applicability of the
local data residency requirements from
CllI operators to all “network operators”.

The draft measures replicate the defi-
nition of “network operator” stipulated
under the Cybersecurity Law. “Network
operators” refers to owners and operators
of networks, as well as network service
providers. Based on this broad definition,
arguably, any entity in China that uses
computer systems connected to commu-
nication networks could be considered a
network operator, and therefore would
be subject to the local data residency
requirement stipulated under the Cyber-
security Law. Should the draft measures
be implemented as is, virtually all entities
established in China that access and use
the internet in the course of business op-
erations could be required to keep a copy
of local data in China.

SECURITY ASSESSMENT

Under the draft measures, if a network
operator seeks to transfer local data over-
seas for business needs, it must undergo
a security assessment in accordance with
the general principles of “fairness, objec-
tiveness and effectiveness”.

The draft measures provide two types
of security assessments: self-assessment;
and government-administered assessment.
As a general principle, network operators
must conduct a security self-assessment
before transmitting local data overseas
(unless a government-administered securi-
ty assessment is triggered) and be responsi-
ble for the results of the assessment.

A government-administered security
assessment is triggered if the intended
outbound data transmission involves any
of the following circumstances: (1) the
data to be transmitted abroad involve

personal information of 500,000 or more
persons in each transmission or in aggre-
gate; (2) the volume of data to be transmit-
ted exceeds 1,000 GB; (3) the data concern
areas such as nuclear facilities, chemical
biology, national defence, population
health, large-scale engineering activities,
marine environment and sensitive geo-
graphic information; (4) network secu-
rity data relate to Cll, including system
vulnerabilities, security protection and
other cybersecurity data; (5) the export of
personal information and important data
by ClI operators; or (6) other circum-
stances that may affect national security
or public interests. The draft measures
provide that a government-administered
security assessment should be completed
by the relevant industry regulator within
60 working days and be reported to the
CAC upon completion.

While there are already industry-spe-
cific restrictions on cross-border transfers
of certain categories of data (including
population health information and sensi-
tive geographic information data) under
existing laws and regulations, the draft
measures seem to significantly expand
the applicability of the government-ad-
ministered security assessment require-
ment. First, the draft measures introduce
quantitative thresholds (i.e., 500,000
persons or 1,000 GB) as triggers for
the government-administered security
assessment, which appear to be relatively
low. Second, no specific industries or
business sectors are specified in respect
of the proposed quantitative thresholds,
which would potentially cover companies
in a broad range of industries and sectors.
Third, broadly defined under the Cyber-
security Law, the term ClI is not further
clarified under the draft measures. Final-
ly, there’s a catch-all category of data that
may affect “national security and public
interests”, which gives the CAC consider-
able additional discretion.
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Under the draft measures, a security
assessment, be it self-assessment or
government-administered assessment,
should focus on the following aspects:
(1) the necessity of the outbound data
transmission; (2) the volume, scope,
type and sensitivity of local data to be
transferred abroad; (3) the measures and
ability of the recipient to ensure data
security, as well as the cybersecurity
environment of the country or region
where the data recipient is located; (4)
the risk of leakage, destruction or abuse
of the data following the outbound

The requirement on annual security
assessment is quite confusing as it may
be interpreted to mean that as long as
a network operator has conducted the
security self-assessment on outbound
transmission of personal information and
important data, such security self-assess-
ment would be sufficient for its outbound
data transmission unless and until the
new security assessment is triggered as
stipulated under the draft measures.

The draft measures provide that
industry regulators must be responsible
for organizing and administering govern-
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transfer; and (5) possible risks that the
outbound data transmission can pose
to national security, public interests and
lawful interests of individuals.
Furthermore, a network operator
must, based on its business development
and network operation status, conduct
a security assessment on outbound data
transmission at least once a year and
report the assessment results to the
relevant industry regulator. In addition
to an annual security assessment, a
network operator is required to conduct
a new security assessment each time (a)
there is a change in the data recipient, or
significant change in the purpose, scope,
volume or type of the outbound data
transmission; or (b) there is a major secu-
rity incident involving the data recipient
or the data transmitted abroad.

ment-administered security assessments.
Where such an assessment is triggered but
a competent industry regulator cannot be
identified, the CAC must take charge of
the assessment.

The term “important data” is not de-
fined under the Cybersecurity Law, which
has caused great concern given the local
data residency requirement. The draft
measures have clarified that “important
data” refers to data that are closely related
to national security, economic develop-
ment and public interest. While it is useful
to understand that coverage is not as
broad as originally feared, the draft mea-
sures also refer to certain relevant national
standards and identification guidelines
for important data, suggesting that the
specific scope of important data would be
subject to further legislation.
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ADVANCE CONSENT

The Cybersecurity Law generally requires
that network operators shall inform data
subjects of the purpose, method and scope
of collection and use of personal data

and obtain data subjects’ consent. In line
with this general requirement, the draft
measures require that in order to transmit
personal information overseas, a network
operator must inform the data subjects of
the purpose and scope of the outbound
data transmission, the content and the
recipient(s) (including the country(ies)

or region(s) where the recipient(s) are
located) of the information transmitted,
and obtain consent from the data subjects.
Where the data subject is a minor, the
consent of the data subject’s guardian is
required for the outbound transmission of
the data subject’s personal information.

would be quite burdensome and imprac-
tical for network operators to request
contact persons of corporate customers
to give a separate consent on transmitting
their personal information (name, phone
number and/or email address) abroad for
business purposes.

In light of this advance consent
requirement, network operators with
a need to transmit abroad personal
information collected within China
should review and amend their existing
privacy policies or statements in order
to ensure compliance.

PROHIBITIONS ON TRANSMISSION
Under the draft measures, transmission of
local data is prohibited under the following
circumstances: (a) a personal information
data subject has not consented to transmis-
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[The advance consent] requirement raises
practical challenges and impediments, given

the wide adoption of cloud technology and
geographic spread of many businesses

This consent requirement raises
practical challenges and impediments,
given the wide adoption of cloud technol-
ogy and the geographic spread of many
businesses. For example, it is not entirely
clear if a network operator must inform
and obtain consent from data subjects
each time it transmits personal infor-
mation abroad. Further, age verification
could be a challenge depending on how
the requirement is actually enforced. Also,
when dealing with corporate customers, it

sion of his/her personal information out of
China, or the transmission could infringe
on the data subject’s interests; (b) the in-
tended outbound data transmission would
create a security risk in terms of national
politics, the economy, science and technolo-
gy, or national defence, etc., and could affect
national security or harm the public inter-
est; and (c) a relevant authority such as the
CAC, public security authority or national
security authority, etc., determines that the
data may not be transmitted abroad.
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HK securities regulator stays
tough on disclosure breaches

!“HH" |

W AT N AT EAL T 2017 4R
@4 H'S HEGE 36 4% e A PR =)0
JLABUL MR =2 G R BOA
MR CIE 25 B 301 5 2% 1) 1) 1 5 JRL AT B 8 X 5%
Mg A e 1 1020 7T, HH
HARME Ernk P E 2 5 B Einkr
KBRS, FRA< 20 DA A KA AL R4
R M 5 4% i 1 R A0 U (R, O HLAE =
JH 2 Ja A e A RO SRR
X IUL ARG D SE R T R R AL C e A
I X i Sk A B R LE (AT AT A%

@

(. AR B RSREE A A
RV B B, LB PRI I8 24 fR B
Tt Lk 33 S _E T2 R4 i SR vk e R BT
FAE 2017 4F 2 H, FESEXEERERR OF
) A IR A ] RHATBUR BN 55 5
i S B EORBEAT TAR ST TR AL TN SE S R
B PR AE 15 13 JA A 4 2% BOR 5 IR0 1 DL 2
THAE BN BB R )47 R T i A . K
BRI BRAIT BUS B B T13K 100 1.
SREERIEIPR AL, ATRRALTE B WA 5
HROO SRV T A B AT TAR T TR

sl

Ty

T he Market Misconduct Tribunal
(MMT) on 5 April 2017 fined
Mayer Holdings and nine of

the company's current and former senior
executives a total of HK$10.2 million
(US$1.3 million) for their breaches of the
disclosure obligations under the Secu-
rities and Futures Ordinance (SFO) and
disqualified them from being directors
or being involved in the management of
a listed corporation for up to 20 months.
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The relevant breaches included failure to
disclose certain audit issues affecting May-
er and a delay of more than three weeks in
disclosing the auditors’ resignation.

This recent decision demonstrates
the MMT'’s readiness to impose tough
sanctions for breaches of the statutory
corporate disclosure laws. Officers or
senior management of listed compa-
nies are under statutory duties to take
all reasonable measures to ensure that
proper safeguards exist to prevent the
breach of disclosure requirements by
listed companies.

Earlier in February 2017, the MMT
sanctioned another listed company,
Yorkey Optical International (Cayman),
its CEO and financial controller for their
breaches of the disclosure requirements.
The MMT found that there was a 13-week
delay in Yorkey’s disclosure of its material
losses as a result of the reckless conduct
of its officers. The company and the CEO
were each fined HK$1 million.

Compared with the Yorkey case, the
MMT sanctioned a wider range of senior
management in the Mayer case. The
MMT fined a former executive director
and the former company secretary (also
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The MMT decision serves as a reminder that
listed companies and their officers need to be
mindful of their ... responsibilities
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the then financial controller) HK$1.5
million each and disqualified them from
being a director or being involved in the
management of a listed corporation for
20 months. The MMT also fined the oth-
er executive directors and non-executive
directors HK$900,000 each and imposed
a disqualification order for 12 months.
The MMT decision serves as a remind-
er that listed companies and their officers

need to be mindful of their individual and
collective responsibilities.

THE MAYER CASE

Mayer was listed on the main board of
the Hong Kong Stock Exchange and
trading in its shares has been suspended
since January 2012. Between April and
August 2012, Mayer’s auditors repeatedly
raised with the management issues iden-
tified in the course of auditing Mayer’s
financial statements for the year ended
31 December 2011.

In view of the outstanding audit
issues, in August 2012, the auditors
indicated to the management that they
would have to qualify the audit opinion
if the outstanding audit issues were not
resolved. No constructive response was
provided by Mayer or its directors to the
auditors to address those outstanding
audit issues.

On 27 December 2012, Mayer received
a resignation letter from the auditors
which was addressed to the board and the
audit committee.

The MMT found that the auditors’
resignation, the outstanding audit issues
together with the potential qualified audit
report were specific information regarding
Mayer, price sensitive and not generally
known to the public at the material time.
The information would also have been
viewed negatively by the investors and
was of sufficient gravity to affect the share
price of Mayer.

However, Mayer only announced the
auditors’ resignation together with brief
details of the outstanding audit issues on
23 January 2013. The MMT considered
that the delay exceeded what was rea-
sonably practicable, and that Mayer was
in breach of the disclosure requirement
under section 307B of the SFO.

The MMT found that Mayer’s officers
had not taken any reasonable measures at
any time to ensure that any proper safe-
guards existed to prevent the breach of the
disclosure requirement by Mayer. Hence,
each of the nine officers was in breach of
the disclosure requirement under section
307G(2)(b) of the SFO.
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Two major moves taken with
social insurance system
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Business Law Digest is compiled with the assis-
tance of Baker McKenzie. Readers should not act
on this information without seeking professional
legal advice. You can contact Baker McKenzie by
e-mailing Danian Zhang (Shanghai) at:
danian.zhang@bakermckenzie.com

he Chinese central government
I recently made two major moves re-
lated to its social insurance system.
First, it started implementing the social se-
curity totalization agreements signed with
Canada and Finland. Second, it issued a
plan to potentially merge China’s maternity
and medical insurance programmes.

Although the social security totalization
treaties with Canada and Finland were
signed in 2015 and 2014, respectively, China
did not implement the China-Canada trea-
ty until 1 January 2017 and the China-
Finland treaty until 1 February 2017.

Under the treaties, employees who are
hired by entities in Canada or Finland but
seconded to work in China can be exempt-
ed from certain social insurance contribu-
tions in China. For Canadian secondees,
the exemption covers pension contribu-
tions. For Finnish secondees, the exemp-
tion covers both pension contributions and
unemployment insurance contributions.

LR

All of these exemptions are likewise avail-
able to Chinese secondees working in Can-
ada and Finland. However, the exemptions
are not automatic. Seconded employees
unable to provide proof of enrolment in
their home country’s social security scheme
must fully contribute to the host country’s
social insurance scheme.

According to the Trial Plan for Merging
Maternity Insurance and Medical Insur-
ance, the merger of the maternity and the
medical insurance programmes will be
tested on a trial basis in 12 designated cit-
ies. Major first-tier cities such as Beijing,
Shanghai, Shenzhen and Guangzhou are
not included among the trial cities.

The trial will begin by July and last
about one year. If the government consid-
ers the trial a success, the maternity and
medical insurance programme merger
will be extended nationwide. If extended
nationwide, the current Social Insurance
Law will need to be amended.
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Highlights of the revised
Stockholm arbitration rules
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he Rules of the Arbitration Insti-
I tute of the Stockholm Chamber
of Commerce (SCC) are among
the most widely used in commercial and
investment arbitration globally. On 1
January 2017, the SCC launched revised
versions of its arbitration rules as well as
rules for expedited arbitrations.
The process of revising the rules began
in September 2014, when the SCC board
appointed a rules revision committee.
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The committee included Swedish and
international arbitration practitioners and
academics, members of the SCC board,
and members of the SCC secretariat. After
two years, the committee released drafts
of the proposed revised rules, in June 2016.
The public was invited to submit written
comments, and a public hearing was held
in Stockholm.

The aim of the revision committee was
not to overhaul SCC arbitration proce-
dure, but rather to streamline certain
procedures, codify existing practices, and
respond to users’ demands. Since the pre-
vious version of the SCC rules went into
effect in 2010, there has been a significant
increase in complex multi-contract and
multi-party disputes, which tend to place
particular demands on the arbitration
procedure. Other developments have in-
cluded the hotly debated issue of the role
of tribunal secretaries, new transparency
rules for investor-state disputes, and calls
from users for yet more time- and cost-ef-
ficient arbitral proceedings. Accommo-
dating these developments was a central
concern for the revision committee.

Efficiency as a guiding principle.
Efficiency served as an important guid-
ing principle throughout the revision
process, and resulted in several new and
revised provisions. Notably, article 2
of SCC’s 2017 arbitration rules now
stipulates that the SCC, the tribunal and
the parties “shall act in an efficient and
expeditious manner” throughout the pro-
ceedings. Article 23 has been revised to
include a specific instruction that arbitra-
tors “must conduct the arbitration in an
... efficient and expeditious manner”, and
article 28 now requests the tribunal and
the parties to “adopt procedures enhanc-
ing the efficiency and expeditiousness of
the proceedings”. The standard of effi-
ciency and expeditiousness is also found
in several other provisions in the revised
SCC rules - such as those pertaining to
joinder, multiple contracts, consolida-
tion, the case management conference,
and summary procedure.

To give these references to “efficiency
and expeditiousness” teeth, corresponding
cost provisions have been added. Articles
49 and 50 now state that the tribunal
must apportion, between the parties,
arbitration costs as well as party costs,

41Y3#% % DISPUTE DIGEST

having regard to each party’s contribution
to the efficiency and expeditiousness of
the arbitration. Similarly, the SCC board
must determine the costs of the arbitra-
tion, having regard to the extent to which
the tribunal has acted in an efficient and
expeditious manner.

Summary procedure. Also in the spirit
of efficiency, the revised rules include
a new summary procedure provision.
Under article 39, a party can request
the tribunal to decide on one or more
issues of fact or law by way of summary
procedure, without necessarily under-
taking every procedural step that might
otherwise be adopted for the arbitration.
The request can be made at any point
during the arbitration; this differs from
similar provisions in other arbitration
rules, which typically only allow for early
dismissal of claims.

SCC’s summary procedure is a
case-management tool intended to
permit the quick dismissal of frivolous
claims or untenable allegations concern-
ing jurisdiction, admissibility or merit. It
may be appropriate where an allegation
of fact or law material to the dispute is
manifestly unsustainable, or in situations
where no award could be rendered in fa-
vour of a party under the applicable law,
even if the facts alleged by that party are
assumed to be true.

In its request for summary procedure,
a party should indicate the grounds for
its request, and demonstrate that it is
efficient and appropriate to proceed
summarily. The opposing party is given an
opportunity to submit comments on the
request. If the tribunal grants the request,
it also determines how to proceed; the
provision does not specify what summary
procedure should look like, but rather
instructs the tribunal to “make its order or
award on the issues under consideration
in an efficient and expeditious manner,
having regard to the circumstances of the
case, while giving each party a reasonable
opportunity to present its case”.

The role of secretaries. Issues related
to the involvement of tribunal secretaries
in arbitral proceedings have been in the
spotlight in recent years. Increasingly, in-
stitutional arbitration rules regulate how
secretaries are to be appointed, and what
tasks they may perform. Article 24 of the
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The SCC rules are the third-most frequently used set

revised SCC arbitration rules codify exist-
ing SCC practice in this regard. Tribunals
may submit to the SCC a proposal for the
appointment of an administrative secre-
tary, and the SCC will formally appoint
that secretary only if the parties approve.

The provision requires the secretary to
sign a statement of impartiality and in-
dependence, and allows for the challenge
and removal of secretaries on the same
grounds as those applicable to arbitra-
tors. 1t does not specify the role of the
secretary, nor does it prescribe what tasks
are appropriate or not for the secretary
to undertake. Instead, rule 24 is flexible,
instructing that “the tribunal must consult
the parties regarding the tasks of the
administrative secretary”.

Multiparty and multi-contract
disputes. The new SCC rules include
provisions designed for more efficient
resolution of complex disputes, in partic-
ular those that involve multiple parties,

of arbitration rules in investment disputes
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or where claims arise under more than
one contract. Article 14 codifies existing
SCC practice in multi-contract disputes by
allowing parties to make claims arising out
of more than one contract in a single arbi-
tration. Article 15 allows for the consoli-
dation of a newly commenced arbitration
with a pending one, and article 13 provides
for joinder of additional parties under
certain circumstances.

In deciding whether to allow
multi-contract claims, consolidation of
arbitrations, or joinder of additional par-
ties, the SCC board will take into account
whether the arbitration agreements are
compatible, and the efficiency and expe-
ditiousness of the proceedings. Decisions
by the SCC board on joinder, consolida-
tion and multi-contract issues would be
preliminary; this means that the tribunal’s
power to decide on its jurisdiction over
parties and claims remains unchanged
under the new rules.

Amicus curiae in investment arbitra-
tions. The SCC rules are the third-most
frequently used set of arbitration rules
in investment disputes - after the ICSID
(International Centre for Settlement of
Investment Disputes) and UNCITRAL
(United Nations Commission on Interna-
tional Trade Law) rules. Recognizing that
such disputes raise different issues and
involve different interests than commercial
disputes, the revision committee found it
appropriate to include an appendix that ap-
plies only in treaty-based disputes between
an investor and a state. Most notably,
the provisions in appendix 111 allow third
persons and non-disputing treaty parties
to apply to an arbitral tribunal for permis-
sion to make a written submission in the
arbitration. After consulting the parties, the
tribunal may also, on its own initiative, in-
vite third persons and non-disputing treaty
parties to make a submission on material
issues in the arbitration.

In addition to what has been dis-
cussed above, several other significant
adjustments were made to the SCC
rules: the presumption in favour of a
three-member tribunal was abandoned
in favour of a more flexible approach; a
new provision empowers tribunals to or-
der a claimant or counterclaimant to pay
security for costs; and the fee schedules
were revised to reflect a balance between
cost-efficient proceedings and the fair
compensation of arbitrators.

The revised SCC rules went into effect
on 1]January 2017, in connection with the
SCC’s centennial anniversary. The rules are
available in several different languages on
the SCC website (sccinstitute.com).

1E&: BriEsl N Em =&k
JESS RG] Anja Havedal Ipp
Anja Havedal Ipp is legal counsel
at the Arbitration Institute of the
Stockholm Chamber of Commerce
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First CIETAC award enforced in mainland China

FELUT 540 1 0 T A R B T
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DL 3 TR .5 98 P 4L H A
AR 2 4 TR MR A 25 4 5 7
i, R T M B S . R
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THEH B, IR R A0 T
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T he Nanjing Intermediate People’s
Court of Jiangsu province, on 13
December 2016, issued its ruling
to enforce an arbitral award issued by the
CIETAC Hong Kong Arbitration Centre.
The Nanjing court’s ruling marks the first
time that a Chinese mainland court has
enforced a CIETAC Hong Kong arbitral
award upon application from the party
seeking enforcement.

In 2015, the claimant, an American
architectural design firm, commenced
arbitration proceedings at CIETAC Hong
Kong against a Chinese property devel-
oper (the respondent), seeking design

fees and unpaid interest pursuant to their
arbitration agreement. An award was
rendered in favour of the claimant, and
the respondent later voluntarily enforced
a portion of the award (design fees). The
claimant and the respondent at that stage
also reached a new settlement agreement
on the unpaid interest.

The parties agreed that either the respon-
dent could pay voluntarily the interest in the
amount of RMB600,000 (US$87,000) before
31 May 2016, or the claimant could seek pay-
ment of the full amount before court. When
the respondent did not pay voluntarily
before the deadline, the claimant sought
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enforcement at the Nanjing court. The court
subsequently held that the unpaid interest
should be enforced.

The author made a summary based on
the ruling and the information provided
by the case management team of CIETAC
Hong Kong as follows, for easy reference.

The administrative body and the appli-
cable rules. 1t was agreed by the claimant
and the respondent that any dispute arising
out of the contract must be submitted to
CIETAC for arbitration in Hong Kong.
According to article 73 of the CIETAC
Arbitration Rules, effective from 1 January
2015, where the parties have agreed to
submit their disputes to the CIETAC Hong
Kong Arbitration Centre for arbitration or
to CIETAC for arbitration in Hong Kong,
the CIETAC Hong Kong Arbitration Centre
must accept the arbitration application
and administer the case. Parties should
be aware that the entire chapter VI of the
CIETAC Arbitration Rules applies to cases
submitted to CIETAC Hong Kong.

The seat of arbitration and the legal
basis for enforcement. According to ar-
ticle 74 of the CIETAC Arbitration Rules,
unless otherwise agreed by the parties,
for an arbitration administered by the
CIETAC Hong Kong Arbitration Centre,
the place of arbitration must be Hong
Kong, the law applicable to the arbitral
proceedings must be the arbitration law
of Hong Kong, and the arbitral award
must be a Hong Kong award. According to
the circumstance of this case, the seat of
arbitration is Hong Kong.

In its ruling, the Nanjing court
expressly referred to and relied on the
Supreme People’s Court’s (SPC) Arrange-
ment Concerning Mutual Enforcement of
Arbitral Awards between mainland China
and Hong Kong. The court held that the
arbitration was carried out in accordance
with procedural laws in Hong Kong, and
that the respondent did not invoke any
of the grounds listed in article 7 of the
arrangement. Finding that enforcement of
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[SEVAIESEE2DIINZITIN
Efficient arbitration requires quality
arbitrators and case managers

the award would not contradict the public
interests of mainland China, the Nanjing
court ruled to enforce the part of the
award as per the claimant’s application.
The nomination/appointment of
arbitrators. According to article 76 of the
CIETAC Arbitration Rules, the CIETAC
panel of arbitrators in effect must be rec-
ommended in arbitration cases adminis-
tered by the CIETAC Hong Kong Arbitra-
tion Centre. The parties may nominate
arbitrators from outside the CIETAC’s
panel of arbitrators, however, according
to the case management team, parties at
CIETAC Hong Kong would normally still
nominate arbitrators from the panel.
Meeting deadlines. According to the
ruling, an oral hearing was held for this
case on 25 August 2015, and the award
was rendered about three months later.
Because CIETAC Hong Kong applies the
CIETAC Arbitration Rules to administer
its cases, a six-month time limit to render
an award in normal procedures, and a
three-month time limit for summary
procedures, applies after the formation of
an arbitral tribunal. However, according
to the case management team, the average
time period for rendering an award at
CIETAC Hong Kong was 115 days in 2015.
The case management team also com-
mented that efficient arbitration requires
quality arbitrators and case managers. Lo-
cated in the hub of international arbitra-
tion, CIETAC Hong Kong is positioned to
draw from an experienced pool of arbitra-
tors, and all members of the case manage-
ment team have received a legal education

in at least two jurisdictions. These core
competencies are crucial in that CIETAC
Hong Kong manages disputes that are
either cross-border in nature, or that
involve non-Chinese parties.

The costs of arbitration. The CIETAC
Arbitration Rules have provided a trans-
parent fee schedule for CIETAC Hong
Kong cases, collecting a registration fee,
administrative fee and arbitrators’ fees
and expenses separately on instalments
by parties. According to the court ruling,
the arbitrators’ fees and expenses were
about 5% of the amount in dispute, also
forming the most significant part of the
costs of the arbitration.

The costs and procedure of enforce-
ment. RMB400 was collected by the Nan-
jing court to accept the case. A three-judge
tribunal was formed by the court to review
the case and question the parties. The rul-
ing is well structured and easy to follow,
thus providing a valuable reference for
parties interested in understanding how a
Chinese mainland court would enforce a
CIETAC Hong Kong award.

1FE . FhEEPEEE PO E
FhERL . NIMAFAZE R DB EZ =2 B
BRI & B LS Kevin Walker, LAREEAXSF
AR FE. BIRAHE B LI ENEENSX
BN m

Brad Wang is the managing counsel at CIETAC
Hong Kong Arbitration Centre. Kevin Walker, a law
student at the University of California, Berkeley,
and a former intern at CIETAC Hong Kong, and
Candice Zhao, a law student at the University of
Hong Kong and a former intern at CIETAC Hong
Kong, also contributed to this article
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China Business Law Journal welcomes your responses to articles that appear in the Dispute Digest section. In line with our desire to make this section
a regular forum of ideas, cases and observations, we also invite you to contribute. Articles should ideally be about 900 English words and 1,500 Chinese
characters in length. Please send them to editor@cblj.com. We will publish the best and most topical articles each month.
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IN THE FIRST PART OF A SPECIAL SERIES ON TECHNOLOGY IN THE LEGAL
SECTOR, LEO LONG EXPLORES HOW FINTECH’S RAPID RISE HAS IN MANY
WAYS MIRRORED THE RELENTLESS ADVANCE OF TECHNOLOGY AND ITS
IMPACT ON A LEGAL SECTOR THAT IS STRUGGLING TO KEEP PACE

(14 /\ FRE ™ T AR S0 I ) P 8 100 A 1 R O 22 i) T he word ‘fintech’ has rocketed its way to the front of

_;—I_:L“ S PR Ve A ) e 4 R SR B A R T every lawyer’s lexicon in a short space of time. An inte-
W, bR EE BRI IR AR S ATl gration of finance and technology, fintech indicates the
R - intersection where technological solutions have been employed

TEMLR X, & flRHR XM & T RE(TI IR A — LEFr 42, to bring innovation to traditional financial industries.
BARTCAYE TN XIF ZEZWETFTEHFAN The fintech concept may still be strange in areas of the
SN Asia-Pacific, despite the fact that it has already transformed the

3 X5 B P < R R R e R AE A el L, economic landscapes of many of the region’s countries and the
2B uWAN AL SISO NRRZS Gk il 2 ik TG R R P | lives of their people.
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Traditional financial services in China

no longer satisfy the needs of consumers

for small-scale financial services, while
the fintech companies make up for this
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The most outstanding fintech development in the region lies in
the payment sector. For example, more than 800 million Chinese
are moving towards a cashless life by using the online payment
channels offered by internet giants such as Tencent and Alibaba. In
India, payment company Paytm attracted 200 million users as of
the end of February. And more Asian companies are progressively
using fintech as the concept gathers momentum.

Li Yikun, the Beijing-based vice president and general counsel
of Fox Financial Technology (Hong Kong) Group Limited (Huli.
com), has first-hand experience of the growth of fintech in Asia,
especially in China. Li says China’s fintech has developed from
basic adoption of 1T in financial services to more advanced and
sophisticated areas such as blockchain, cloud computing, financial
big data and robo-adviser.

“On one hand, traditional financial services in China no longer
satisfy the needs of consumers for small-scale financial services,

ZEEL

LI YIKUN

ESR

EHEIER, b=

VP and General Counsel
Fox Financial Technology

Beijing

while the fintech companies make up for this,” says Li. “On the oth-
er hand, China has hundreds of millions of internet users, and the
Asia-Pacific also has big populations and high internet penetration.
The large amounts of users offer fintech enormous opportunities.”

In 2016, fintech financing in Asia-Pacific outsized North
America for the first time, and global investment in fintech ven-
tures increased 10% to US$23.2 billion, mainly thanks to some
blockbuster deals in China and Hong Kong, according to a report
by consultancy Accenture.

Koh Chia-ling, a director of OC Queen Street’s Singapore law
practice, says, “Fintech is booming across the Asia-Pacific region
for a variety of reasons - government support for a collaborative
fintech ecosystem, regulatory facilitation, scale of unmet needs,
easy access to capital, and the willingness of consumers, especially
in China, to adopt fintech services.”

In contrast, political uncertainty, particularly in the UK and US,
is leaving space for Asian countries with rapidly growing profiles to
become fintech hubs, adds Koh.
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Fintech is booming across
the Asia-Pacific region for
a variety of reasons
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Therefore, it has been suggested that the Asia-Pacific region has
surpassed the US and Europe to become the main hub of innova-
tion for fintech.

Scott Farrell, a partner at King & Wood Mallesons in Sydney,
believes this may be a better reflection of the past than the future.
“While it is true that the there is significant technological devel-
opment in the East, there is potentially a greater understanding
of the way in which developments can work and support existing
markets and infrastructure in the West,” says Farrell.

He believes that this is often seen through the preparedness of
the regulators and governments to consider how significant chang-
es in their financial sector can be accommodated within their risk
management and regulatory frameworks. “However, the race for
fintech relevance has only just begun and there are many different
ways in which jurisdictions can distinguish themselves from others,”
says Farrell.

Farrell is not alone. Others agree that the development of fin-
tech in the East is different from that in the West. “Famously, Asia
is not as homogenous as the US or Europe are,” says Bryan Tan, a
Singapore-based partner at Pinsent Masons.

“Economically, the region is disparate and its financial indus-
try is likewise. This means there are some very big and advanced

SCOTT FARRELL |
SHERITESH
BIKA, B

Partner
King & Wood Mallesons
Sydney
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The race for fintech relevance
has only just bequn and there are
many different ways in which
jurisdictions can distinguish
themselves from others
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Micropayments are used in the
West for quick payments, but
they are used in Asia for the
unbanked to transfer wages

or pay for digital goods
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banks and bank regulators sitting right next to some very small
and less advanced ones. The level of the unbanked population is
also vastly different.”

This represents different opportunities in Asia from those
found in US or Europe. “For instance, micropayments are used
in the West for quick payments, but they are used in Asia for the
unbanked to transfer wages or pay for digital goods,” says Tan.

It is clear that some Asian countries are advancing rapidly.
In 2015, Malaysia became the first ASEAN country to enact
equity crowdfunding regulations. In 2016, Singapore revealed
Asia’s first regulatory “sandbox” - a safe area where testing for
fintech services and products will not immediately incur regu-
latory consequences - after the UK launched the world’s first
regulatory sandbox in 2015. More jurisdictions are also adopting
similar sandbox strategies.

Political and economic interaction among countries is also be-
coming closer and more frequent in the region. In the past two
years, governments have been busy signing bilateral agreements to
enhance fintech co-operation. Since 2016, Singapore, for example,
has signed co-operation agreements with the UK, Switzerland, Abu
Dhabi (UAE), South Korea, Japan, Australia, Andhra Pradesh (In-
dia), and France on fintech co-operation.

But there are other developing Asian countries that have barely
scratched the surface on fintech development and a chasm exists
between these and Asia’s developed jurisdictions.

“China is the source of the majority of investment in the region,
with Australia and Singapore being responsible for small but so-
phisticated transactions,” notes Jim Bulling, a partner at K&L Gates
in Melbourne.

“The legal frameworks in Australia and Singapore are developing
and seem to keep pace with technological and product innovations.
China and Hong Kong have more reactive regulatory infrastructure
while Japan’s fintech regulatory environment is more embryonic,”
he says.

THE HOTSPOTS

In terms of financial services, fintech covers other areas such as de-
posits, lending, funding, insurance, remittances, foreign exchange
business, e-commerce and investment management. There are
also niche markets like regulatory technology (regtech) and insur-
ance technology (insurtech).

In terms of technology, it is also worth considering areas like
big data analytics, cloud services, cybersecurity and cutting-edge
sectors such as artificial intelligence (Al) and blockchain.

Although some high-end sectors such as blockchain and in-
surtech are not as popular at present as consumer-facing payment
and lending, many believe they will become more important in the
future. To have a better understanding of fintech, there are several
topics that cannot be overlooked.

(1) Payment, funding and lending. It is widely believed that
more consumer-facing sectors including payments, crowdfund-
ing and peer-to-peer (P2P) lending are the most prolific services.
Mark Jephcott, a partner of Herbert Smith Freehills in Hong
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Consumers are ... much
more likely to embrace
novel fintech solutions than
large financial institutions
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Kong, believes these sub-sectors will gain the most traction in
the short term.

“Consumer-facing fintech solutions have the benefit of being
able to start operating on a smaller scale, as compared to the use
of fintech in financial institutions, and may find themselves ben-
efiting from a lower degree of regulatory scrutiny,” says Jephcott.
“Consumers are also much more likely to embrace novel fintech
solutions than large financial institutions.”

(2) Blockchain and smart contracts. Many people believe
blockchain will be an underpinning technology with significant
influences to nearly every financial sector, and that it would be
most disruptive to the existing financial market, although it is not
popular yet.

MARK JEPHCOTT

SRR EIRBITESER
BN, &

Partner

Herbert Smith Freehills
Hong Kong

Blockchain, or distributed ledger technology, which underpins
the cryptocurrency Bitcoin, is a decentralised distributed public
ledger that can be spread across multiple sites, institutions or juris-
dictions. Under this technology, a ledger record (or similar record)
is distributed and shared in different devices (as nodes) in a peer-to-
peer network. The information is broadcast to all members in the
network and an irrevocable record is made when a transaction is
completed. In addition, the system follows order and executes trans-
actions strictly when all conditions are met.

Because it is open to all members of a network, they do not have
to worry about the risks when a centralized body monitor all data
and the loss and intentional modification of information. Partici-
pants can confirm transactions without having central certifying
organisations (like banks).

This kind of system can also be adopted in contracts (as with
smart contract), records and cryptocurrencies.

“With some years, I expect this technology to make a significant
mark in fintech, as its impact is multi-sectorial - covering anything
from P2P, big data, trading, currency exchange, and payment facil-
itations,” says Logan Leung, a foreign counsel at Rajah & Tann LCT
Lawyers in Ho Chi Minh City.
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The smart contract could be something
that poses the biggest challenge
to the existing legal framework

of any jurisdiction

Many of the world’s largest financial companies and some
regulators have joined the R3 blockchain consortium to research
and develop an open-source distributed ledger. In addition, the
new Model Law on Electronic Transferable Records, adopted in
April 2017 by the United Nations Commission on Internation-
al Trade Law (UNCITRAL), is aimed at providing generic rules
that may apply to various types of electronic transferable records,
including blockchain.

Roland Sun, a partner of Broad & Bright in Shanghai, says that
in terms of blockchain, investors and their counsel have to keep a
wary eye on the application of smart contracts in doing business.
“The smart contract could be something that poses the biggest
challenge to the existing legal framework of any jurisdiction,”
says Sun.

He explains that smart contract contains (by codifying) the
agreement of parties and can take actions on its own (through
running computer codes) without human involvement. A typical
smart contract, once activated, is untameable until a specific out-
come is delivered as a result of the relevant program execution.

Smart contracts can also reduce costs, especially in execution,
which could impact legal professionals, reducing human input for
executing while requiring coding skills from professionals in con-
tract drafting in the future.

Farrell, from King & Wood Mallesons, is keeping a very close eye
on blockchain and smart contracts. “As a foundation technology, it
has the potential to change things that we have not even thought
of, and its network effect means that the change could happen very
quickly,” he says.

(3) Robo-adviser and artificial intelligence (Al). Li Yikun, from
Fox Financial Technology, which has mostly focused on internet
lending and internet payment, believes that robo-adviser will be
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the most notable area, adopting Al and machine learning to offer
intelligent and automated advices on asset allocation.

Many financial institutions have already applied artificial in-
telligence (Al) to increase returns for investment in recent years.
“Robo-adviser services are gaining popularity in Japan because they
provide good allocation of portfolios using Al technology by simply
answering 10 or so questions ... for alow cost compared to compet-
itive investment management fees from manned investment man-
agement services,” says Koichiro Ohashi, a partner of Greenberg
Traurig Tokyo Law Offices. “If robo-advisers provide better asset
portfolio selection, which is suitable for retail customers, it is very
likely to grow further.”

(4) Insurtech. According to a report by Accenture, both volume
and value of deals in global investment in insurtech in 2016 have
roughly doubled since 2014, totalling US$1.7 billion.

Joyce Chan, a Hong Kong-based partner of Clyde & Co, antici-
pates significant developments in the Asia-Pacific insurtech space
in the next few years, although it is a little behind the curve com-
pared to lending and payment providers in adopting fintech. “The
ability of technology to open up new forms of insurance and new
distribution channels is extremely exciting for the industry and
those who use the products,” says Chan.

“The insurance industry is ripe for disruption as its current fo-
cus is on products rather than the customer. Technologies such as
telematics and blockchain will offer insurers the opportunity to im-
prove the efficiency of both insurance distribution and claims assess-
ment, and drive up their profit margins,” says Niranjan Arasaratnam,
a Singapore-based partner and TMT sector leader at Linklaters.

(5) Regtech. A research company called Let’s Talk Payments es-
timates that global demand for regulatory, compliance and gover-
nance software, which is part of regtech, will reach US$118.7 billion
by 2020.

Compared with other fintech subsectors, regtech is more relat-
ed to the legal professional because it applies technology to auto-
mate mundane and massive compliance tasks with regulation, and
would affect the tasks handled by legal professionals, against the
backdrop that investors and in-house counsel have to pay constant
attention to regulatory developments.

“We believe regtech, which utilizes artificial intelligence, partic-
ularly in the areas of anti-money laundering compliance or fraud
detection, is among the most promising sub-sectors,” says Koh,
from OC Queen Street. “We expect to see more of such fintech,
as well as more which would encroach on regulatory functions of
financial institutions.”

THE REGULATIONS

As the categories above show, the fact that fintech is a combina-
tion of financial services and emerging technologies will create
challenges for regulators and fintech companies.

“Basically, financial technology really encompasses such a wide
range of products and services, many of which we can't foresee be-
cause it’s disruptive by its nature,” says Anna Gamvros, a partner
at Norton Rose Fulbright in Hong Kong. “And as a result it is very
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As the collection and use of data
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Financial technology really
encompasses such a wide range

Of prOdUC ts and ser Vices; many hard, if not impossible, for regulators to regulate and foresee what
Of which we Can’t foresee type of regulation may be needed for services and products that are
not yet thought of.”

Gamvros adds that it is not the case that any of these technol-
ogies will operate without regulation. “The existing legal and reg-
ulatory frameworks will apply - for example, those for intellectual
property, data protection and cybersecurity. Such frameworks will
apply to those technologies, but how they may apply is what peo-
ple have more difficulty grappling with,” she says.

ANNA GAMVROS ‘ C.ur.rently, we rarely sc?e standalone fintech ?aw in Asian ju-
. , risdictions, but we can still find laws or regulations on relevant
ﬁﬁﬁ?E&{iUﬁE%F fr industries, such as P2P lending, and in technical areas such as

akA, & data protection.
Partner

For most companies adopting new technologies, data protec-
tion, cybersecurity and privacy are unavoidable topics. “In this re-
gion, data protection concerns are frequently not given as much
importance as they are in other jurisdictions [for example, in Eu-
rope),” says Mathew Chacko, a partner at Spice Route Legal in Ben-
galuru. “As the collection and use of data becomes all pervasive,
companies will have to adjust their business models to accept data
protection or privacy concerns.”

Norton Rose Fulbright
Hong Kong
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Similarly, intellectual property (IP) is another issue related to
technologies. “Innovations of software and technology are critical
to the rapid expansion of fintech. Therefore legal protection to the
IP rights of those patents and trademarks is a must,” says Wang
Shengzhe, counsel at Hogan Lovells in Munich.

Wang suggests that fintech companies clearly define and pro-
tect their 1P with registrations and documentation, especially
when working with multiple third parties in order to control use
of 1P rights, including permitted use under licensing and collabo-
rative arrangements.

Jephcott, who is also Asia head of competition at Herbert Smith
Freehills, expects to see competition or antitrust law issues to
come into play as new fintech players emerge. He says it will be in-
teresting to see how the fintech sector interacts with antitrust law.

BAFAIB AR B QO <5 R (PR %
JSEARR HEL . Rk, X T LA RS
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“Competition law authorities in various jurisdictions, including
Canada and the Netherlands, have already expressly signalled their
interest in the ‘fintech revolution’ and how this can bring new in-
novation and competition into an otherwise relatively entrenched
market of financial services,” says Jephcott.

“It goes without saying that there will always be a gap between
technology and economic development and regulatory develop-
ment. This state, most of the time, makes investors and in-house
lawyers practice in the grey area,” says Erwin Kurnia Winenda, a
partner at Hanafiah Ponggawa & Partners in Jakarta.

He suggests that the industry should not be highly regulated,
because it might impede fintech development, and that govern-
ment needs to make a clear stance that as long as consumer pro-
tection can be guaranteed by companies, any new development
of fintech practices only needs to be notified or registered to the
authority in its early stages. A
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CHINA NEVER LACKS OPPORTUNITIES FOR PRIVATE EQUITY INVESTORS,
BUT FUND MANAGERS MUST NOW KEEP UP WITH A SWIFTLY
MATURING REGULATORY FRAMEWORK, WRITES JOY JIAO

SRR R RSB B R 4 %% (PE/VC) L T 4%, rivate equity and venture capital (PE/VC) funds in China

(| {EEPER PE/VC #BEANRN b, Blit7E4 P have defied global downward trends of late and best pre-
N SE G LA AR A R R L R P S OLIH] dictions are for continued sterling performances for the
B, V7 22 U W 4 1 B 0 32 — 2B n i, DA S 4 3t M 4 rest of the year. But with the rapid growth comes also, in many
X PR T . areas, a rapid rate of regulatory development to keep pace and

R A8 e i T AT Y e R B AROASL T XU 4% A better control fresh markets.

2016 4[5 2017 4F R ), ML 2015 47, 2016 £ 4 Although the proceeds raised and the amounts invested by
Bk PE/VC # S50t R 9t AU R BA BT T R, B2 PE/VC funds declined globally in 2016, the China market made
HhE TS IRA R IR S, SER R &P A ke, a strong showing with new highs, as PE/VC-led M&A deal val-
FH S WG R 2230 10ETT. ue increased to US$223 billion, according to China Private
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Equity/Venture Capital 2016 Review and 2017 Outlook, published by
PricewaterhouseCoopers (PwC).

Looking ahead to 2017, PwC predicts that the proceeds raised
by Chinese PE/VC funds will continue their upward trajectory.
M&A led by PE/VC, particularly overseas M&A, will become even
more frequent, and PE/VC investment will be active in such in-
dustries as high technology, financial technology, culture and
entertainment, healthcare, real estate and consumer goods, the
multinational accounting firm says. However, funds will continue
to face exit challenges this year.
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Shanghai

But despite the strong growth patterns, fund managers are
facing more stringent requirements from authorities as the sec-
tor moves towards a better controlled and regulated environment.
And each of the favoured industries for investment presents its
own legal issues, with the compliance matters faced by investors
in certain emerging sectors being particularly complex. So to glean
the profits from rapid growth, fund managers now not only need
to understand how to invest, but they must stay ahead of the curve
on regulatory and compliance issues.

REGISTRATION AND RECORDAL

In the past 12 months, the Asset Management Association of China
(AMAC) issued several sets of questions and answers relating to the
registration and recordal of private funds. According to AMAC’s
answer No. 7, the name and scope of business of a private fund
manager is required to contain such words as “fund management”,

“investment management”, “asset management”, “equity invest-
ment”, “venture capital”, etc.
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AL RE PR G A The past practice of one manager
Regulation of the service of senior concurrently engaging in private
management personnel has equityfund and private securities
consistently been one of the key fund management business has
focal points of requlation of the gone, never to return

registration of private fund

managers by the AMAC

“However, the restrictions on the registration of financial en-
terprises have not yet been fully relaxed everywhere around the

country,” says Gong Lefan, a partner at the Shanghai office of

FEMOE Zhong Lun Law Firm. “With respect to fund managers that are ap-
GONG MULONG plying for the first time, we usually recommend to the client that it
SHEITESER first talk with the administration for industry and commerce of the
BIA, db= place where it proposes to establish, to ensure completion of busi-
Partner ness registration of the fund management company in accordance

King & Wood Mallesons with the AMAC’s requirements.”

Beijing Other more important answers include No. 12, which re-

quires senior management personnel of private fund managers
not to serve concurrently with non-affiliated private invest-
ment firms. “In practice, regulation of the service of senior
management personnel has consistently been one of the key fo-
cal points of regulation of the registration of private fund man-
agers by the AMAC,” says Gong Mulong, a partner at the Beijing
office of King & Wood Mallesons.

Answer No. 13 requires private fund managers applying for reg-

istration to choose only one from three types of business: private
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Sunland Law Firm

securities fund manager, PE/VC fund manager, or other private
fund manager. A private fund manager may not manage a fund
that is not consistent with the type of business for which it regis-
tered, and may not concurrently engage in multiple types of pri-
vate fund management business.

“This signifies that the past practice of one manager concur-
rently engaging in private equity fund and private securities fund
management business has gone, never to return, and private fund
managers or funds that currently have such hybrid operations are
being required to make the relevant adjustments,” says Zhang Shi-
wel, a partner at Zhong Lun Law Firm in Beijing.

Gong Mulong says, “Answer No. 13 has a relatively major impact
on those funds that deal in both the primary and secondary mar-
kets, as such funds are required to register different managers and
funds for securities investment and equity investment to carry on
their investment operations.”

Based on his own experience, Gong Mulong argues that PE/VC
fund managers need to pay particular attention to the following
issues when carrying out AMAC registration/recordal:

(1) A PE/VC fund manager is required to include words such
as those required by above-mentioned answer No. 7 in its name
and scope of business, failing which its application for registration
may be rejected. The manager’s scope of business may not include
such business as private lending, private financing, margin lend-
ing, small amount wealth management, extension of small loans,
peer-to-peer (P2P)/person-to-business (P2B) lending, crowd fund-
ing, factoring, provision of security, real estate development, and
trading platform;

(2) The shareholders of the manager must make a paid-in con-
tribution of a certain percentage to the manager, which, in current

e I & T — R AR Bty
FHRSE, FFW IR A 3 W

The CSRC recently issued a series of

regulations and guiding opinions
addressing further financing on the
secondary market and acquisitions
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practice, is usually not less than RMB1 million (US$145,000) or 25%
of the registered capital;

(3) The engagement by a connected party of a manager in private
fund management business without having carried out manager reg-
istration is also an issue that the AMAC keeps a close watch on. Before
applying, a manager should ensure that such a connected party has
carried out, or is carrying out, registration, and if the reason that it has
not carried out registration is that it is provisionally not engaging in
the relevant business, it may be necessary to issue a letter of undertak-
ing, or even deregister the connected party as required by the AMAG;

(4) The senior management personnel of a manager are re-
quired to secure fund qualifications in accordance with AMAC
regulations. Senior management personnel are also required to
establish a formal employment relationship with the manager and
not merely be “attached” to it. The AMAC’s system also requires
the uploading of the management personnel’s employment con-
tracts with the manager, or proof of payment of social insurance
and contributions to the housing reserve.
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A fund manager should place
particular attention on manag-
ing investors by type ... distin-
guishing professional investors
from ordinary investors
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RECENT REGULATORY TRENDS

In addition to registration/recordal, recent regulatory measures
and practical operations from the China Securities Regulatory
Commission (CSRC) and AMAC have had a wide-ranging effect on
capital raising, investment, management, and exit by PE/VC funds.

“The CSRC recently issued a series of regulations and guiding
opinions addressing further financing on the secondary market
and acquisitions,” says Lii Haibo, a partner at Sunland Law Firm in
Beijing. “At the fund level, these have had a certain impact on PE
funds that deal in the secondary market, with the performance of
certain of those funds seriously affected, further affecting the fund
raising of related types of funds.”

In September 2016, the CSRC issued the Decision on Amend-
ing the Administrative Measures for Material Asset Restructurings
of Listed Companies. Industry insiders have labelled the amended
regulations the most stringent to date on backdoor listings. Gong
Lefan states that the new regulations have revised the criteria for
defining a “material asset restructuring’”.
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A fund manager is not only re-
quired to disclose information to
the investors in accordance with
the requirements of the AMAC,
but is also required to disclose
information to the AMAC

iKF

EVAN ZHANG
HERIRESER
KA, b=
Partner

Han Kun Law Offices
Beijing

42 CBL) / MAY 2017 | 20174E5H




IMIED B CRLSF 13T (R BB R k) S AR LE
X L AR AT U L AE

BEAh, HET 2017 4F 3 A 1 H&A (FASF 3 &
i 55oll 55 A BAMED (AAT). SR FROR, A% B
%, MALSE 2 SR A IR A BT (PR AT
RS BEAR RGEEIR 570k 55 (A 28 T4 55 5
BRI

RS T AP A O e U IC RN T &
0,7 A IR LK R A, hT RSP EIC R
S G T CEIC ORI R S 0%, R B 5L
55 1l BE MR P 2 1 BE SRR A0, T2 AR5 B AR GE Y
G REFEER, TRIBLAR 55 LA AR T B 0 SR

BEAh, o AR Il A I R 2 ) — i L T RE X
FLTEIE BRI BT B R PG UL PR E D AZE
FIKNARR R, TP, SR 2 AT 3 Sl 1 B
T (RAETH R S5 T A SR 55 2 B &, 3T
FRATELV B B4 AR BRI LB, I EE T HRAT B B XU
AL, U AE 2017 4F 4 H%AT T CT ATl KU B

M M% MARKET WATCH

He explains that there were only two criteria in the old regu-
lations for defining such restructurings: (1) a change occurs in the
control of the listed company; and (2) the proportion of the total
amount of assets acquired by the listed company from the acquirer
and its connected parties exceeds 100%. With respect to the sec-
ond point, the new regulations expand the criteria to be examined
from the single metric of total asset amount to five metrics — total
asset amount, operating revenue, net profit, net asset amount and
number of shares issued.

“With the issuance of the new regulations, the route for the re-
turn home of Chinese concept stocks overseas has become more
difficult, so PE investors need to pay particular attention to these
criteria, talk with advisers of the various parties in advance, and
design a reasonable and compliant structure in the transaction to
avoid triggering the ‘backdoor listing criteria’,” says Gong Lefan.

At the end of 2016, the CSRC issued the Administrative Mea-
sures for the Suitability of Securities and Futures Investors, which
will formally enter into effect on 1 July 2017. Echo Liu, a partner
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funds are invested in private
funds and industry funds
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in the Shanghai office of Boss & Young, says these administrative
measures will apply to PE/VC funds at the offering stage.

“In addition to verifying whether an investor satisfies the cri-
teria for a qualified investor, a fund manager should place par-
ticular attention on managing investors by type, in accordance
with regulations, distinguishing professional investors from
ordinary investors, and in respect of ordinary investors a fund
manager is required to perform stricter due diligence obliga-
tions in terms of information provision, risk warning, suitabil-
ity matching, etc.,” says Liu. “A fund manager may also further
categorize and manage professional investors based on such
factors as their business qualifications, investment strengths,
investment experience, etc.”

After the issuance of the administrative measures, Liu says
fund managers are required to manage their fund products by
risk level, dividing them into risk grades based on their proper-
ties. A fund manager is also required to recommend appropri-
ate fund products to investors based on its assessments of such
investors. She says, by way of reminder, “when carrying out the
above-mentioned suitability management, the fund manager
should retain all traces thereof.”

Like the CSRC, the AMAC has strengthened its regulation of
private investment funds. “In its oversight, the AMAC’s regulation
of private funds’ investment and exit is mostly about commer-
cial considerations and technical arrangements - not putting too
much stress,” says Evan Zhang, a partner at Han Kun Law Offic-
es in Beijing. “In contrast, the AMAC’s administration of private
investment funds’ offerings and management is currently quite
strict, particularly its requirements in respect of the registration of
private fund managers, the recordal of private investment funds,
and the regular disclosure of relevant information by private in-
vestment funds and their managers.

“A fund manager is not only required to disclose information to
the investors in accordance with the requirements of the AMAC,
but is also required to disclose information to the AMAC,” he adds.
The Administrative Measures for Offerings by Private Investment
Funds, and the Administrative Measures for the Disclosure of In-
formation by Private Investment Funds set out express provisions
in this regard.

On 1 March 2017, the AMAC issued the Administrative Mea-
sures for the Private Investment Fund Service Business (for Trial
Implementation). Gong Mulong says that, under these measures,
firms that provide services to private funds such as fund offering,
investment advice, fund unit registration, valuation and account-
ing, and information technology systems are deemed private fund
service firms.

“Such service firms are required to register with, and become
members of, the AMAC,” he says. “In our experience, the difficul-
ties involved in the registration of a service firm are greater due to
the fact that the application materials for registration of a service
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firm, as compared with the registration of a private fund manag-
er, are more complex, and the business systems and risk control
and internal control systems that they are required to establish are
more detailed and add to the requirements in respect of the secu-
rity and stability of the relevant information systems.”

One set of regulations of the China Banking Regulatory Com-
mission (CBRC) could have an impact on the capital source of
private funds. lan Zheng, a partner in the Chongging office of
Zhonghao Law Firm, says that in the past two years an increasing

[ REGEATI R ] WG LR B

LA YL I — ZR A TR
[The big data industry] touches upon

a series of provisions and requirements

... concerning the protection of
personal information, data security
and cybersecurity

amount of bank funds have been invested in private funds or in-
dustry funds, through such channels as asset management plans
and trust plans, increasing the percentage of bank wealth man-
agement funds invested in non-standard assets, and heightening
banks’ own risks.

For this reason, in April 2017, the CBRC issued the Guiding
Opinions on the Risk Prevention and Control Work of Banks,
stating that banks are required to duly perform their investment
management duties and not simply treat their wealth manage-
ment business as a fundraising channel for various types of asset
management products. “This indicates that the regulator is giving
a warning and proposing putting a stop to the model where sig-
nificant quantities of bank funds are invested in private funds and
industry funds,” says Zheng.

INVESTMENT HOTSPOTS

Artificial intelligence (Al) is currently a big focus of attention for
PE/VC funds. Lii, from Sunland, says that particular attention
needs to be paid to the issue of intellectual property (IP) when in-
vesting in Al. “For entrepreneurs from universities, research insti-
tutions or large companies, it is extremely important to identify the
vesting of the IP their projects rely on, and whether a non-compete
issue exists,” he says. “Many Al projects are currently being jointly
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developed with product producers, or use the OEM [original
equipment manufacturer] model, so the vesting of the relevant IP
developed by them is also extremely important.”

However, Liu, from Boss & Young, has observed that many funds
pay too much attention to popular assets, and that many favoured
industries, for example Al, do not have strong long-term profit-
ability, and may not even be commercially successful.

“In many cases, some counterfeit products with a relative-
ly low technical content are also being called Al, confusing the
public,” Liu says. “Accordingly, when a domestic PE/VC fund in-
vests in the Al and related product sector, it needs to discriminate
whether the Al is truly high-tech and original, whether it can
actually be implemented in specific industrial applications, and
whether it is in keeping with the innovative development pace of
the industry in question, to avoid blindly following the flow into
an investment trap.”

Victor Fu, an international partner in the Beijing office of Hai-
wen & Partners, believes that the sector represented by big data, Al
and the internet of things is the new investment hotspot. “How-
ever, the licensing regime in the value-added telecommunications
service business permit sector was established on the basis of the
traditional internet business form, so how to better and more pre-
cisely apply it to the big data, Al and the internet of things sector is
a challenging issue,” he says.

“Taking the internet of vehicles as an example, particularly the
pre-installed TSP [telematics service provider] service sector in the
internet of vehicles business, it combines numerous business fea-
tures of the traditional value-added telecommunications service
sector and requires the simultaneous holding of numerous licenc-
es to properly cover the services involved. This requires careful
consideration by investors.”

Fu adds that legislation in the cybersecurity and data protection
fields in recent years has been very active, tentatively giving rise
to a basic regulatory framework, and the connection between this
regulatory regime and big data, Al and the internet of things sector
is extremely close, making it worthwhile for companies and inves-
tors to pay close attention.

“For example, the big data industry itself involves the collec-
tion, storage, processing, treatment, transmission, use and even
the transacting or exchanging with third parties of vast quantities
of data, and the process itself touches upon a series of provisions
and requirements of Chinese laws concerning the protection of
personal information, data security and cybersecurity,” he says.
“Although Al algorithms lie at the core of the Al industry, the pre-
condition for good Al, particularly in the machine deep learning
field, is having a vast quantity of data available for the Al to learn
and drill. This is also a data collection and use issue.”

Fu says many specific services in the internet of things sector,
for example the relatively hot internet of vehicles and autonomous
driving, also involve the collection and processing of vast quantities
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of data, and all of these require particular attention to regulatory
requirements of the cybersecurity and data protection fields.

Richard Xu, the founding partner of Han Yi Law Offices, says that
medicine and health, as a rigid demand, will develop exponentially
as China continues to urbanize, consumer demand increases and
the population ages. The medical and health industry can include
numerous sub-sectors, such as hospitals, health check centres, phar-
maceutical producers, pharmacies, medical devices, medical testing
articles, and traditional Chinese medicinal materials.

“The medical and health industry is highly specialized and has
relatively high industry barriers and entry thresholds, while also
being subject to stringent regulation by the government,” he says.
“Investing in this industry not only requires substantial special-
ized knowledge and the expenditure of significant capital, but also
maintaining a high degree of sensitivity to policies and regulations,
particularly anti-corruption and anti-bribery laws.”

However, one thing that needs to be noted is that even if the Chi-
nese capital portion accounts for the overwhelming majority of a
fund, the foreign investment portion that it contains could impede
it from investing in sectors in which foreign investment is restricted.

Evan Zhang, from Han Kun, says this issue exists in industries
such as technology, media and telecommunication (TMT) and med-
ical institutions. Some industries in the TMT sector still have certain
restrictions against foreign investment. “Even if a foreign investment
portion exists only indirectly in a fund, and that foreign investment
portion is very small, investment by such a fund in certain industries
in the TMT sector may affect the updating of the licences and the
application for listing of the investee enterprise,” he says.

Evan Zhang says this issue also exists in the medical sector.
However, with respect to investments in medical institutions that
require medical permits, regulations on, and the attitude of the
regulators towards, such issues as investors containing an indirect
foreign investment portion, and the actual impact of the foreign
investment are currently unclear, and are dependent on the fur-
ther improvement of regulations and determinations by local au-
thorities. This also presents a degree of uncertainty for the estab-
lishment and investment of certain funds.

“However, with respect to changes in the top-level shareholding
of limited partners [LPs], it is difficult for the fund managers, even
the LPs themselves, to have effective control,” he says. “A change
in the equity of an indirect shareholder of an LP, which may intro-
duce foreign capital into the LP, poses a significant challenge for
the fund manager.”

Another hotspot for investment by PE/VC funds is the culture
and entertainment industry. “The issue of IP is also very import-
ant in this industry, but the strategy of government administra-
tion may have a greater impact on investors,” says Lii, from Sun-
land. “As the regulation of the listing and restructuring of culture
and entertainment-related industries by secondary markets is
becoming more stringent by the day, funds’ investment risks are
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Echo Liu, a partner in the Shanghai office of Boss & Young,

says the AMAC’s regulation of fund managers is increasingly

stringent and touches upon numerous aspects, particularly the

submission of information by fund managers. The AMAC has

already put out four platforms:

1.

Platform for the comprehensive administration of the
asset management business. The main purposes of this
platform are administration of the registration, recordal of
fund managers and fund products, and the regular updating
of information.

. Information disclosure backup system. This is a fund

information disclosure platform that will subsequently be
opened to investors, and through it, managers are required
to regularly carry out the submission of fund information.

. Employee administration platform. This is a platform for

the administration of the employees of private funds, and
such employees are required to apply for personal accounts
through the private investment firm with which they serve.
The fund manager is required to carry out the review and
maintenance of the opening of personal accounts by the
firm’s employees, the registration and amendment of basic
particulars, information filed in respect of employees who
leave the firm, and integrity information.

. Remote training system. This is a system for the training

of personnel who have already secured fund qualifications.
Relevant persons are required to complete 15 hours of
follow-up training each year to maintain the validity of their
fund qualifications.

increasing. Also, as this industry is quite reliant on celebrities, the
difficulty of managing and controlling risks is greater.”

Another relatively active investment sector is public-private
partnership (PPP) projects. Zhang Shiwei, from Zhong Lun, says
that since this sector involves participation by public investment
platforms, when a PE/VC fund is being selected, greater stress
will usually be placed on the fund’s fundraising capabilities and
whether it has experience in government invested projects. “The
return rate on investments in such projects may not be as high
as those in certain high-tech sectors, but since PPP projects are
government-endorsed the risks of default or failure of the in-
vestment are relatively small,” he says. “However, as the period
required for the development of a PPP project is generally quite
long, the major investment difficulties lie in capital chain and
leverage pressures.”

INVESTMENT OF FOREIGN FUNDS

The sectors that are most attractive to foreign PE/VC funds in-
clude TMT, new services (professional services and modern lo-
gistics), healthcare and pharmaceuticals, educational services,
tourism and clean energy, says Jeanette Chan, managing partner
of the China practice at Paul Weiss Rifkind Wharton & Garrison
in Hong Kong.

Philip Li, a partner at Freshfields Bruckhaus Deringer in Hong
Kong, has seen that financial investors are attracted by opportu-
nities arising from China’s urbanization and growing middle class
in sectors such as healthcare, education, financial services and in-
ternet. “The key issue for investment in these sectors is that most
of them are regulated sectors in China and there are qualification
requirements or foreign ownership restrictions that investors need
to comply with,” says Li.

Chan says PE/VC investors should be aware that China restricts
and prohibits foreign investment in certain sectors while permit-
ting or encouraging foreign investment in other sectors. “RMB
funds set up in China by foreign LPs are considered foreign inves-
tors and are subject to these rules,” she says.

Telecommunications is such an industry where foreign invest-
ment is restricted, and the establishment of a foreign-invested
telecommunications enterprise is also very time consuming. For-
eign investors therefore may choose not to make a direct onshore
investment, but adopt a variable interest entity (VIE) structure for
the project.

“Such structuring issues require careful consideration prior to
making the actual investment,” says Chan. “Furthermore, given
that the [central] government maintains a relatively strict foreign
exchange control regime, when designing the investment plan, the
foreign PE/VC funds must plan the inflow and outflow of foreign
currency funds in advance carefully.”

Lorna Chen, the co-managing partner of Greater China at
Shearman & Sterling in Hong Kong, has also noticed that foreign
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In an offshore exit, investors
will receive US dollar proceeds
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exchange has become a critical issue for foreign funds, and cur-
rently “funds cannot be smoothly transferred offshore, which sig-
nificantly affects the foreign funds’ investment and operation”.

Since November 2016, regulators such as the People’s Bank
of China (PBOC), the State Administration of Foreign Exchange
(SAFE), the National Development and Reform Commission
(NDRC) and the Ministry of Commerce (MOFCOM) have publicly
and repeatedly expressed their concerns regarding overseas invest-
ment risks.

“The regulators have quietly started experimenting with reg-
ulatory measures to control outward remittances of foreign ex-
change,” says Chen, adding that some banks have adjusted their
practices for outward remittances of overseas investment funds,
including: (1) a regulatory interview will be conducted for any re-
mittance requested after 28 November 2016; and (2) where a sin-
gle foreign exchange purchase or payment for a capital account
item equals or exceeds the equivalent of US$5 million, it must be
submitted to the capital account section of a local SAFE branch
through the information exchange platform and may not be effect-
ed until the PBOC and SAFE have completed their examination of
its authenticity and compliance.

SAFE issued two regulations early this year - the Notice on
Further Promotion of Foreign Exchange Administration Reform
and Improvement of the Authenticity and Compliance Review,
and the Circular on the Relevant Issues of Foreign Exchange Risk
Management of Foreign Institutional Investors of China’s Inter-
bank Bond Market. Chen says the two regulations may give hope
to those funds that are affected by China’s foreign exchange issue.
“However, these regulations only apply to limited situations, such
as Nei Bao Wai Dai [onshore guarantees for offshore indebtedness]
and free trade zones,” she says.

The tightened control on foreign exchange may make exit more
complex. “Investors have always been wrestling with the choice
between an onshore exit, which can deliver better internal rate of
return (IRR), and an offshore exit, which gives more deal certain-
ty,” says Li, from Freshfields. “The recent capital control measures
adopted by the Chinese authorities only added further complexity
to that thought process.”

Li explains that onshore exit means an A-share IPO or a sale
to an RMB fund or a domestic corporate, and “in an onshore exit,
RMB proceeds need to be converted into US dollars and the recent
capital control measures have added uncertainties as to how and
when such conversions can be made”.

Meanwhile, offshore exit means exiting at the offshore holding
company level, being an IPO in Hong Kong or the US, or a trade
sale of the offshore holding company, says Li, and “in an offshore
exit, investors will receive US dollar proceeds”.

But there is good news as well - China has made a significant
change of its foreign investment approval regime. Thanks to that
change, Chan from Paul Weiss says the establishment of, or any
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Funds cannot be smoothly
transferred offshore, which
significantly affects the
foreign funds’ investment
and operation

change to, a foreign-invested enterprise that is not engaged in
any type of business for which foreign investment is restricted
will no longer need to be approved by the government, but will
only require a record-filing. “This will greatly simplify the proce-
dures through which foreign PE/VC funds make investments in
China, both in terms of time and also documentation require-
ments,” she says.

Under the previous regime, she says investee enterprises were
also required to assist in submitting various supporting docu-
ments to the government and ongoing approvals were required for
future changes after the investee companies become foreign-in-
vested enterprises. “Therefore, in practice, domestic enterprises
were often unwilling to accept investment from foreign PE/VC
funds,” she says. “With the new streamlined filing regime in place,
investment made by PE/VC funds may become more acceptable
to domestic companies. In this way, foreign PE/VC funds may be
able to better compete with the Chinese RMB funds that are rising
rapidly in China.” A
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Shanghai Shansheng Chuangxin Investment
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TOP LAW FIRMS FOR CHINA PE EXIT DEALS (BY VALUE)

T -
LAW FIRMS VALUE (US$M)
IRIFARIBZESSFT Han Kun Law Offices 7,303
IRHERRIMEESSPT Davis Polk & Wardwell 7,000
FHIABIMESAT Linklaters 1771
Mills & Reeve 1,771
Int&ERIMERSSET Ropes & Gray 1771
EEEIMESFT Morrison & Foerster 690
InRIMEESS P Latham & Watkins 681
B HERRITESSFT Borden Ladner Gervais 600
XM 55T Fasken Martineau DuMoulin 600
SRR SRIE/REBIMESSFT Herbert Smith Freehills 600
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LAURA OTTERPOHL ANALYZES HOW REPUTATIONAL
DUE DILIGENCE HELPS INVESTORS DIG OUT CRUCIAL
INFORMATION THEY MAY NEVER HAVE FOUND
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ave you heard the story about the interna-
tional joint venture (JV) disaster? It starts
with two companies of different nationali-
ties deciding to form a JV after several years
of co-operating in a B2B relationship. One
of the entities, “the foreign company”, has
agreed to set up the ]V in its partner’s home
country. There are teams of lawyers, accountants and consultants
overseeing the deal so that it goes off without the slightest hitch. And
it does! The ]V is perfect, sales go through the roof and everyone lives
happily ever after - that is, until it all falls apart.

A rude awakening in the form of an email, and seemingly over-
night things take a turn for the worse. The foreign company receives
information stating that over the life of the JV, millions of dollars in
inventory has gone missing, counterfeit products are found to be
widespread in the JV’s home country market, and there are numerous
false vendor accounts that the foreign company has been paying all
this time. How could this have happened?

Everyone knows the importance of due diligence. It is so important
that there are many types: financial, legal, business, operational and
HR to name a few. In our ]V story, several types of due diligence were
done. Yet the risk of bad things happening remained under the radar.
How then do we detect these risks? How do we prevent disaster? The
answer, in many cases is: reputational due diligence (Rep DD).

WHAT IS REP DD?

Rep DD looks beyond the surface to unearth the “true story” of a

business partner. Rep DD can support other types of due diligence

in comparing the business partner’s “on-paper” profile with its re-

al-life activity. 1t identifies any contradictions between how the

business partner has presented itself and how it actually behaves

and exists in the real world. It’s the difference between what the

business partner has told you they do and what they really do.
Rep DD answers questions like:

o Does anything contradict what the business partner has said
about itself?

« Are there any undisclosed outside business interests?

o What is the ownership structure / who is the ultimate owner?

o Does the company show signs of actually operating? / Does it
legally exist?

» Does the business partner really have experience in a particular
industry?

o Does the investor really have the money to back their offer?

o Do my future locally based general manager or high-level employ-
ees have criminal histories?

Rep DD takes a qualitative look at business partners. It focuses on
either companies or individuals, but usually blends the two. After all,
people are ultimately behind companies.

Rep DD is useful in a variety of legal contexts, but this article will
focus on its use within mergers and acquisitions (M&A), and regulato-
ry compliance, namely compliance for anti-bribery and anti-corrup-
tion (ABAC), and anti-money laundering (AML).
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REP DD IN M&A

Used in support of other types of due diligence during the M&A process,
Rep DD attempts to unearth information that: (1) was not shared by the
M&A target or investor; and (2) remained under the radar with other
types of due diligence. Businesses involved in M&A might be asking:
Who is the company on the other side of the table? Does the investor re-
ally have the money? Can the target uphold their side of the deal? Does
the other party have hidden business interests that put my 1P at risk?

Case study. A Chinese investor wishes to invest in a European
company that has no operations in China (yet). The Chinese inves-
tor would like part ownership in the company and to obtain rights to
distribute the foreign company’s tech-
nology in China. The foreign company
has provided all paperwork requested,
and financial, legal and operational due
diligence has been conducted.

But the Chinese investor still wonders,
“Is there anything important that we ha-
ven't uncovered? Will this deal be a suc-
cess?” It should be noted here that while
all the research in the world still will not
predict the future, Rep DD provides ex-
cellent indicators of the behaviour of a
company and its key individuals.

The Chinese investor decides to con-
duct Rep DD on the European company,
and it is discovered that some risks did go
undetected, despite conducting the oth-
er types of due diligence. The European
company had not disclosed two related
entities that were developing the same
types of technology and seeking similar
investment deals from other Chinese
companies. The Chinese investor con-
sulted with legal counsel and decided to
use this information to strengthen its ne-
gotiations with the European company.
After the deal was signed, in the spirit of “trust but verify”, the Chinese
investor decided to conduct Rep DD every year as a monitoring tool
to keep similar risks in check.

Rep DD can also be used in M&A to identify undisclosed litigation or
third-party relationships for which investors would be liable, post-deal.

ABAC COMPLIANCE
China is arguably a foreign ABAC compliance hotspot. Certain ju-
risdictions require companies to reasonably understand risk of their
third-party business partners bribing foreign officials. To address
this requirement, Rep DD can be integrated into ABAC compliance
programmes, within business partner on-boarding and monitoring
processes, to identify compliance red flags.

Case study. A US medical device company conducts business in
China, which according to its ABAC compliance programme is con-
sidered a high-risk territory. Before on-boarding Chinese business
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partners, the Chinese entities and key individuals must provide
information about themselves and disclose relationships with the
government and/or state-owned enterprises (SOEs) as well as out-
side business interests. Since China is considered a high-risk terri-
tory in the US company’s ABAC compliance programme, Chinese
entities must undergo a Rep DD check as a part of the on-boarding
process and before co-operation can begin.

Rep DD was conducted on a particular Chinese entity that had pro-
vided all requested documentation to the US company. The Rep DD
results looked fine until a couple of red flags were discovered with one
finding. One of the key individuals had a close relative who was a direc-
tor in a wholly owned SOE subsidiary in the medical device industry.
The red flags here were: (1) one of the individuals was closely linked to
apolitically exposed person (PEP); and (2) the potential relationship be-
tween the business partner and the SOE presents some degree of risk.

While the finding was not intended to dictate the future (or lack
thereof) of the partnership with the Chinese company, it did assist the
US medical device company to assess its ABAC compliance risk and
possibly avoid problems within the context of the Foreign Corrupt
Practices Act (FCPA).

AML COMPLIANCE

More and more governments around the world ask of financial
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institutions, “Where is this money coming from?” and “Who are your
customers?” Financial institutions answer these questions by follow-
ing a required labyrinth of compliance policies and guidelines, just to
be able to take on new customers and keep existing ones.

Part of the policy labyrinth is Customer Due Diligence (CDD) and
Enhanced Due Diligence (EDD). Rep DD is used here to, for example:
o Map out shareholding structures and identify ultimate beneficial

owners;

o Verify addresses and business activity;

o Screen individuals and entities against sanctions lists;
o ldentify politically exposed persons; and

» Monitor existing customers classified as high risk.

However, regarding Rep DD in AML compliance, the question is
not as much “What?” as it is “Who?”

A main area of concern for financial institutions is cost versus ben-
efit when it comes to AML compliance. As financial institutions come
under tougher scrutiny on enforcing AML and know your customer
(KYC) policies, some struggle to find a cost/benefit balance in con-
ducting CDD and EDD, despite a tiered risk-based approach. Simply
put, in many jurisdictions financial institutions have a choice of either
complying by following costly policies or declining the customer’s
business, especially in the case of high-risk customers.

Depending on the laws of particular jurisdictions, outsourcing
CDD and EDD to Rep DD specialists can greatly reduce the costs of
AML compliance by increasing efficiency and paying less, on a per-
case basis. Instead of hiring and training CDD and EDD teams, dele-
gate to experts at a lower cost.

KNOWLEDGE IS POWER

Within M&A, regulatory compliance or any other legal context,
and whether the goal is to save costs, improve efficiency, or reduce
risk, Rep DD is generally conducted as either a preventive or a re-
active measure.

Rep DD is used preventively to answer the question, “Who, real-
ly, is the other party?” Preventive Rep DD reduces risk, attempts to
identify undisclosed information, may strengthen negotiations, and is
a powerful monitoring tool to catch wrongdoing early, before it gets
out of hand. Preventive Rep DD is also useful for making paper trails,
either for internal policies or for regulatory compliance.

When used reactively, Rep DD gets to the root of wrongdoing. Re-
active Rep DD answers for example, “Why and how did the JV disaster
happen?” A common theme among wrongdoing in terms of a business
partnership is undisclosed business interests, which are extremely easy
to miss in other types of due diligence. Rep DD might also be a useful
tool within subsequent litigation in terms of fact finding or developing
some sort of profile on the business partner or key individuals.

Rep DD is qualitative in nature and relies on investigative skills
as well as expertise in a particular territory. Though some jurisdic-
tions have legislation that would seem to limit the effectiveness
of Rep DD, experts in those territories know how to work within
the boundaries of the law to uncover valuable information to help
companies in a variety of situations.

Rep DD gathers the most important of tools, information, to pro-
tect and maximize business opportunity. A
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IPO approvals with ‘three
types of shareholders’
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he increasing number of prospec-
I tive issuers with “three types of

shareholders” (i.e., asset manage-
ment plans, contractual funds and trust
plans) that obtain initial public offering
(IPO) approval from the China Securi-
ties Regulatory Commission (CSRC) has
aroused investor interest. Is it a signal of
less stringent regulatory review on IPO
applications from prospective issuers?

Article 13 of the Measures for the

Administration of IPO and Share Listing
requires that “the issuer’s equity structure
must be clear and there must be no major
dispute over the ownership of shares held
by the controlling shareholder, controlled
shareholders, and shareholders controlled by
the actual controller”. In practice, until very
recently equity holding by “three types of
shareholders” had posed a red line for IPO
applicants given the fact that any shares
held by these managers are being held on
behalf of the beneficiary owners. That is
why getting rid of “three types of sharehold-
ers” has been a rule for IPO applicants.

RECENT CASES
Central China Securities. In November
2016, the CSRC issued an IPO approval
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for Central China Securities (CCS).
According to CCS’ prospectus, dated
December 2016, a contractual fund
known as Bohai Industrial Fund, the sec-
ond-largest shareholder of CCS, directly
held 18.86% equity in CCS. Bohai Indus-
trial Fund was issued by Bohai Industrial
Investment Fund Management (BIIFM),
a fund manager that had been registered
and filed, prior to implementation of the
Interim Regulations on Private Invest-
ment Fund Supervision.

CCS’ prospectus disclosed that BIIFM
was a limited liability company incorporat-
ed with approval from the National Devel-
opment and Reform Commission (NDRC)
and Ministry of Commerce (MOFCOM),
and that Bohai Industrial Fund issued
thereby was incepted contractually with
NDRC approval. The applicant was not
required to remove the contractual fund
from its shareholder list.

However, some professionals argued
that CCS was not a case in point, given
two factors surrounding the inception of
Bohai Industrial Fund: first, it was incepted
prior to implementation of the interim
measure; second, it was incepted with
approval from the NDRC and MOFCOM.
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Nanjing Hicin Pharmaceutical.

The application of Nanjing Hicin Phar-
maceutical that went through CSRC
review almost at the same time as CCS
drew more attention from investors. In
December 2016, the CSRC issued an IPO
approval of Nanjing Hicin Pharmaceutical.
According to Hicin’s prospectus, dated
December 2016, it had a shareholder
named Jiangsu Gaotou Innovative Startups
Investment Partnership, which ran asset
management plans.

It was disclosed in the prospectus and
other documents that China Merchants
Wealth Asset Management, which issued
four special management plans, held equity
in Hicin indirectly by subscribing to part-
nership shares of Jiangsu Gaotou. Pursuant
to the supplementary legal opinion, apart
from a request for a statement on equity
structure, the CSRC only asked whether
China Merchants Wealth was affiliated
with the prospective issuer and its con-
trolling shareholder, actual controller,
directors, supervisors, officers or any other
crucial personnel, and whether there were
transactions and fund transfers between
China Merchants Wealth and the issuer, or
its clients and suppliers. The CSRC did not
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require the issuer to remove asset manage-
ment plans from its shareholder list.

It was pointed out by experts that
the asset management plans involved in
Hicin’s case were beneficially owned by
only four natural persons, and Jiangsu
Gaotou held only 3.25% equity in Hicin.
However, Hicin obtaining CSRC approval
as the first IPO applicant with “three
types of shareholders” was believed to
signify a meaningful change in the regula-
tor’s attitude towards these shareholders.
The CSRC revealed its attitude more
clearly in a review procedure of the more
recent IPO application from Hangzhou
Changchuan Technology.

Hangzhou Changchuan Technology.
In March 2017, the CSRC issued an IPO
approval for Hangzhou Changchuan
Technology. According to Changchuan’s
prospectus and other documents, it had
a shareholder named Zhejiang Silicon
Paradise Yingfeng Equity Investment
Partnership, which fell within “three types
of shareholders”; 97.28% of the capital con-
tribution from Silicon Paradise was from
contractual private equity funds. Pursuant
to the supplementary legal opinion, the
regulator: (1) asked whether any equity of
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the issuer had been or was currently held
by trusts or any persons being entrusted,
and whether the issuer had been or was
currently involved in any transfer of
benefits; (2) demanded a description of the
complete equity structures of all non-nat-
ural person shareholders; and (3) asked
whether the issuer had done anything to
circumvent the provision that prohibits
companies from having more than 200
shareholders. Eventually the CSRC did not
require that none of the issuer’s sharehold-
ers belong to “three types of shareholders”.

REGULATORY OUTLOOK

In March 2017, the official WeChat
account of Shanghai Stock Exchange,
known as SSE IPO Services, published
an article entitled What OTC companies
should pay attention to in their IPO. It
reminded that “in order to maintain
clear and steady equity ownership
during the IPO review procedure, a
company with an IPO plan should be
prudent in accepting shareholding
vehicles such as trust plans, contractu-
al funds and asset management plans
as their shareholders, because there

is always a possibility that the issuer’s
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equity structure might change due to
expiry of the tenure of such vehicles”.

The authors find from the CCS, Hicin
and Changchuan cases that “three types
of shareholders” no longer poses a red line
for IPO applicants. However, the success
of prospective issuers with “three types
of shareholders” in obtaining CSRC IPO
approval does not necessarily mean that reg-
ulation in connection with these sharehold-
ers is loosened. Actually, the regulator does
not intend to deregulate, according to the
SSE article mentioned above.

The authors believe that an [PO
applicant with “three types of shareholders”
is likely to obtain CSRC approval provided
that: (1) there are a limited number of
ultimate equity holders; (2) there are no
transfers of benefits or questionable relat-
ed-party transactions; and (3) any share-
holders that fall within the three types,
together with their managers, have been
registered and filed with relevant regulators.
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Jiang Fengtao is the founding partner and
Zhou Rong is a capital market associate at
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Domestic A-share listing by
for-profit educational institutions
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he Standing Committee of the
I National People’s Congress

(NPC) amended the Education
Law on 27 December 2015, revising
the provision reading “no organization
or individual may establish a school or
other educational institution with the
aim of making a profit” to “a school or
other educational institution that is
founded with, or the founding of which
is participated in with, fiscal funds or
donated assets may not be established
as a for-profit organization”.

On 7 November 2016, the NPC
Standing Committee revised the Law on
Promoting Private Education. The revised
law specifies that existing private schools
may opt to register as for-profit private
schools, registering anew and continuing
to operate. The revised law will enter
into effect on 1 September 2017.

IMPLICATIONS OF THE REVISION
The revision of the Law on Promoting
Private Education has positive signif-
icance for the domestic listing of A
shares by private schools. From permit-
ting the existence of private schools as
for-profit legal persons, it can be seen
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that the revised law has swept away the
greatest obstacle to the listing of A shares
by private schools.

The law specifies that founders of
for-profit private schools can profit
from their running of schools, with the
surplus derived from running a school
to be handled in accordance with such
laws and administrative regulations as
the Company Law. The tuition rates for
for-profit private schools are to be subject
to market regulation, with the schools
deciding the same at their own discretion.
Once a private school can earn revenue
through pricing set at its own discretion,
and treat the surplus from running the
school as a profit source for the enter-
prise, the two major obstacles to such an
entity lawfully securing operational profits
and an ongoing operational capacity
are fundamentally resolved, permitting
private schools to rightly and properly list
A shares in China.

The revised law specifies that a
private school is required to establish a
board of governors, board of directors
or other manner of decision-making
body and establish the corresponding
supervisory mechanism. The founder
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of a private school participates in the
running and management of the school
with the authority of, and by the proce-
dures specified in, the school’s charter.
The above-mentioned provisions also
provide the rule basis for the establish-
ment by for-profit private schools of such
corporate governance mechanisms as
boards of directors, supervisory boards,
shareholders’ general meetings, etc., that
satisfy the standards for the governance
of listed companies.

Relevant provisions of the Imple-
menting Regulations for the Law on
Promoting Private Education have an
effect on the domestic listing of A
shares by private schools. Although the
law has been revised, the implementing
regulations have yet to be amended.
The current, effective implementing
regulations specify that the founder
of a private school may not raise funds
from students, or the heads of their
households, to establish a private
school, or publicly raise funds from the
public to establish a private school.
The implementing regulations directly
block the road to for-profit educational
institutions raising funds by domesti-
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cally listing A shares through an IPO. If
a private educational enterprise were
to publicly offer shares to raise funds,
it would directly violate the restrictive
provisions of the above-mentioned im-
plementing regulations.

Since the law has been revised and the
state is encouraging the private sector
to establish schools, the authors are
confident that relevant provisions of the
implementing regulations will be revised
in the not too distant future, so as to
satisfy the demand for for-profit private
educational institutions to directly raise
funds domestically to expand the educa-
tional industry.

VIE RISKS
The legal risks existing in the VIE
(variable interest entity) structures of
private educational institutions listed
overseas. Given the obstacles to private
educational enterprises listing domesti-
cally in the past, the majority opted to list
abroad via a VIE structure, but it cannot
be denied that listing abroad via a VIE also
poses significant legal risks.

In the closely watched Yaxing v Ambow
Education case, known as the “first VIE
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structure case”, although the Supreme
People’s Court (SPC) did not directly deny
the validity of the VIE agreement, in its
judgment it pointed out that, “the act
of a foreign investor participating in the
establishment of, or actually controlling
the founder of, a private school providing
compulsory education through an acqui-
sition of equity could potentially jeopar-
dize educational security and the public
interest, and falls within the purview of
the competent educational authority.
With respect to the potential existence
of an act of entry by a foreign investor
into the compulsory education sector in a
disguised manner, and its involvement in
school management through its control
of the school founder, the same should
be regulated and should be punished by
the administrative law enforcement as a
violation of the law. In this respect, this
court has issued a judicial recommenda-
tion to the PRC Ministry of Education,
recommending that, in the course of
administrative approval and administrative
oversight, it regulate the same in accor-
dance with the law so as to safeguard the
public interest and educational security.”
The SPC’s recommendation with
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respect to “safeguarding the public
interest and educational security” is bound
to bring a lot of uncertainty and legal risk
for domestic private educational enter-
prises listing abroad via VIE structures.

BETTER OPTION

The revision of the Law on Promoting
Private Education has removed systemic
obstacles to the domestic listing of A
shares by private educational enterprises.
With the past method of listing overseas
using the VIE model increasingly subject
to stringent review and oversight by the
government, the return of private educa-
tional enterprises to list A shares domes-
tically should be a better option. Once
the implementing regulations are revised
in the light of the principles set out in the
revised law, the day that private educa-
tional enterprises can domestically list A
shares to seek financing for development
will not be far off.

1EE: IRXRINESAFINDLE
BREKAGER. SNBSS
Jeffrey Yang is a senior partner and
Feng Chengliang is a partner at
AllBright Law Offices
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EFFSAER INTERNATIONAL DISPUTE RESOLUTION

Performance of underlying
contract and guarantee fraud
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ndependent guarantee is a financial

guarantee instrument that is often

used to assure rapid realization of
the creditor’s right. When the guarantor
reviews the documents presented by
the beneficiary, if the documents are
totally consistent with the provisions of
the guarantee and superficially consis-
tent with one another, the guarantor
must undertake the payment obligation
without the need to review the per-
formance of the underlying contract,
pursuant to the Uniform Rules for
Demand Guarantees.

The performance of the underlying
contract is not an item the guarantor
must review when making the payment,
but in practice the court will usually
examine this factor once a guarantee
fraud occurs. A typical case in this regard
is of guarantee fraud under dispute
involving Eastern Property, Anhui Foreign
Economic Construction Group (AFECC),
a bank in Costa Rica, and Anhui Branch
of China Construction Bank Corporation
(CCB Anhui). As the developer, Eastern
signed a construction contract with
the contractor, AFECC, and the actual
construction company, AFECC Central

HERADEHEDTREMIFYUS” —=
(FRBEUR) . FHEEWEAFRTS, Sk
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America, a local subsidiary. After signing
the contract, Eastern applied for payment
of the amount under the guarantee to
the guarantor bank on account of AFECC
Central America’s default.

Considering that China had not explic-
itly stipulated independent guarantee or
guarantee fraud when the case was heard,
the People’s High Court of Anhui province
drew the principle of fraud exception set
out under international general practice
and international treaties, and judged
the conduct of the beneficiary Eastern
to constitute a guarantee fraud. Under
this case, the Anhui court asserted that it
was necessary to perform a review of the
performance of the underlying contract
during the trial of a dispute pertaining to
guarantee fraud.

After AFECC had submitted an
effective overseas arbitration award ac-
knowledging that AFECC Central America
had not incurred a default event, the court
thought that AFECC had performed its
obligations under the underlying contract,
and therefore Eastern had no right to
claim payment.

In November 2016, the Supreme
People’s Court (SPC) issued a judicial
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interpretation entitled the Provisions
Regarding Several Issues during the
Trial of Cases Involving Independent
Guarantee, which was the first legal
document pertaining to independent
guarantee in China. Apart from spec-
ifying the definition of independent
guarantee, the provisions also stipulate
the events that must constitute a
guarantee fraud under article 12: (1) The
beneficiary and the guarantee applicant
or other persons collude to fabricate an
underlying transaction; (2) Third-party
documents submitted by the beneficia-
ry are counterfeit or untrue in content;
(3) The court judgment or arbitration
award asserts that the debtor under the
underlying transaction bears no liability
of payment or compensation; (4) The
beneficiary confirms the full performance
of the debt under the underlying contract
or confirms the mature payment event
indicated on the independent guarantee
has not occurred; (5) Other situations
where the beneficiary is clearly aware
of no claim for payment but still abuses
such right.

At the same time, the provisions
specifically mention that when trying a
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dispute involving the guarantee fraud,
the court must review the above-men-
tioned events to determine facts
pertaining to the underlying transaction.
Notwithstanding the provisions, even

if the guarantee applicant can prove

the full performance of the debt under
the underlying transaction, it does not
necessarily mean that the beneficiary’s
claim constitutes a guarantee fraud, and
the court will still need to judge the cor-
relation between the claim for payment
under the guarantee and the debt under
the independent guarantee.

Pursuant to the provisions, the
Nanjing Intermediate People’s Court
tried a tort dispute between CSUN, a
Nanjing-based photovoltaic subsidiary
of China Electric Equipment Group,
and Alpha Company, and it is to date
the only guarantee fraud case that can
be searched through public channels
following the issuance of the provisions.
The guarantee under the case indicated
that where CSUN fails to issue a new
guarantee 15 days before the expiration
of the current guarantee, the beneficiary,
Alpha Company, can claim compensa-
tion form the bank. The expiry date of
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the guarantee under the case was 31
December 2013, and the new guarantee
CSUN had applied for was issued on

25 December 2013, so Alpha Company
decided to claim compensation.

After Alpha Company submitted the
claim application, CSUN immediate-
ly filed a lawsuit to the Nanjing court,
claiming that the guarantee specified that
the guarantee must remain in effect for
another two months upon expiration, so
the expiry date must be 28 February 2014,
and that Alpha Company did not have
reason for a claim, but had committed
a guarantee fraud. CSUN asserted
that Alpha Company had committed a
guarantee fraud on the grounds that Alpha
Company had violated a catch-all clause
(article 12) specified in the provisions, that
is, “other situations where the beneficiary
is clearly aware of no claim for payment
but still abuses such right”.

The court confirmed that CSUN had
performed the debt under the underly-
ing contract, but Alpha Company had
claimed the payment based on a different
understanding of the effective period of
the guarantee than that of CSUN, instead
of the performance of the debt under the
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underlying contract, and judged Alpha
Company did not abuse a right while
clearly aware of no right to claim the
payment. Therefore, the court rejected
CSUN’s claim.

From these two cases and the contents
of the provisions, it can be seen that
when requesting the court or arbitra-
tion commission to confirm a guarantee
fraud, the guarantee applicant must bear
the burden to prove the events listed by
article 12, and in particular prove the debt
under the underlying contract has been
fully performed (unless the debt under
the underlying contract does not relate to
the right to claim the payment under the
guarantee). For this reason, if the court
judgment or arbitration award asserts
that the guarantee applicant has not
committed a default under the underlying
contract, the judgment or award will be
strong evidence supporting the guarantee
applicant under the litigation or arbitra-
tion involving the guarantee fraud.

(E&: BB EINES T EREITGZE,
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Blake Yang is a senior associate and Franz Li
is an associate at Martin Hu & Partners

63 CBL)/




WEEFR: CORRESPONDENTS

ENIRFIATEURIA IP ADMINISTRATIVE LITIGATION

Case shows traps involved in

A

protecting unregistered marks
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f you wish to cite a prior but unreg-

istered trademark to oppose or invali-

date a junior trademark in China, you
must resort to articles 13.1 and 31 of the
2001 Trademark Law (renumbered as
articles 13.2 and 32 by the latest version
of the law, but since the 2001 Trademark
Law applies to substantial matters of
the case this article will explore, all the
citations are from the 2001 Trademark
Law). Under article 31, it is not
necessary to recognize the well-known
status of the unregistered trademark,
but under article 13.1, such recognition
is necessary.

In practice, the China Trademark
Office (CTMO), the Trademark Review
and Adjudication Board (TRAB) and the
courts tend to rely on article 31 to solve
the problem, for convenience and for the
lower threshold to invoke protection. In
a recent trademark administrative case,
Beijing High Court applied both articles
to grant full protection over an unregis-
tered trademark.

Guangzhou KuGou Networks is a
leading supplier of digital music interac-
tive services in China. KuGou Networks
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has been offering free music-streaming
services to the public since 2004. In July
2009, Shantou Lifeng Electric Appliances
applied for the trademarks “E&8” and
“KuGou” (KuGou in Chinese characters &
pinyin) for “arrangement and organization
of concerts, training; providing karaoke
services; entertainment, etc.” in Class
41, which was approved by the CTMO

in December 2011. In November 2014,
KuGou Networks filed an invalidation
application with the TRAB.

On 18 February 2016, the TRAB ruled
in favour of KuGou Networks, revoking
the disputed mark on all designated
services. The board based its ruling on
the finding that: (1) the “E&¥8” (Chinese
characters of KuGou) mark of KuGou
Networks constituted an unregistered
well-known trademark in “providing
online music service (not for download-
ing)”; (2) the registration of the disputed
mark in “entertainment, providing
karaoke services, etc.” is in violation of
article 13.1 of the law; and (3) the regis-
tration and use of disputed mark in “ar-
rangement and organization of concerts,
etc.” violates article 31 of the Law.
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PROTECTION DIFFERENCE
Lifeng filed an administrative lawsuit
with the Beijing Intellectual Property
Court. The trial court found that the “B
18” mark had already been used and had
acquired certain influence in respect of
the above-mentioned services before the
application date of the disputed mark.
The court cited article 31 to revoke the
registration of the disputed mark in “ar-
rangement and organization of concerts,
programme production, providing
karaoke services; night clubs and enter-
tainment” based on the prior rights (the
trademark and trade name) of KuGou
Networks, but maintained the registra-
tion in dissimilar services: “fitness club,
mobile library, training; book publishing;
modelling for artists.” The court held that
invoking article 31 to protect the “E&J@”
mark exempts the necessity to determine
its well-known status. Both KuGou
Networks and Lifeng appealed.

KuGou Networks argued in the
appeal that article 31 does not cover
all the services for which the company
seeks protection, so the recognition of
its trademark’s well-known status was
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necessary. To avoid confusion, the scope
of protection for unregistered well-
known trademarks is more extensive
when it comes to the similarity between
the marks and the goods/services,
because as required such trademarks
always have higher levels of reputation.
Article 13.1 intends to provide stronger
and wider protection over unregistered
well-known trademarks.

The Beijing High Court made a ruling
on 13 March 2017, upholding the TRAB’s
decision. The Court of Appeal opined
that the difference between article 13.1
and article 31 lies in the extent of the
reputation of the unregistered mark and
the substance of the prior rights seeking
protection. Article 31 intends to protect
the prior trademark owner’s interests
generated by its trademark use. Article
13.1, by contrast, focuses on prevent-
ing confusion in the market. The court
echoed KuGou’s argument that article
13.1 should apply in assessing the regis-
trability of a disputed mark in respect of
services not covered by article 31.

The court found that evidence
submitted by KuGou Networks -
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including certificates issued by industrial
associations, the amount of tax paid,
advertising and promotion materials,
contracts and invoices, and media
coverage — was sufficient to prove that
the “E&J8” mark had reached well-known
status before the application date of the
disputed mark.

JUDICIAL INTERPRETATION

The Provisions of the Supreme People’s
Court on Several Issues Concerning

the Hearing of Administrative Cases
Involving the Granting and Affirmation of
Trademark Rights entered into force on

1 March 2017. The judgment, which does
not directly cite the provisions, clearly
adopts the same reasoning.

Article 12 of the provisions enumer-
ates the factors to be considered by the
courts for determining the likelihood
of confusion. The provisions use the
voluntary expression “the extent of
similarity of the trademarks” instead of
“trademark similarity”, which is in line
with the principle that the higher the
level of reputation of the prior mark, the
lower extent of similarity between the
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goods/services is required to determine
the likelihood of confusion.

SPECIAL FEATURES OF INTERNET
Article 14 of the law enumerates the
factors to be considered, in principle, for
determining well-known status. However,
given the peculiarity of the internet, not

all these criteria fit this case. Considering
the preponderant public awareness of the
“BEJ8” mark, it would be inappropriate to
indiscriminately apply all the factors. The
internet grows public awareness quickly

via its unique operation of promoting “free
downloading and streaming services”. It
differentiates from traditional industry in
respect of its earning mode. Therefore, it
would be advisable to assess the awareness
of the relevant public for the determination
of well-known status instead of following
the same standards and requesting the
proof of revenue, advertising costs and
duration of trademark use.
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Separate management of service
works and service inventions
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otwithstanding the fact that
N service works and service in-
ventions fall within the scope of
intellectual property (IP), they each have
their own specific features in terms of defi-
nition, judgment criteria, vesting of rights,
author and inventor rights, etc. Enterprises
need to manage them separately on the
basis of an understanding and clarifica-
tion of their basic content in the various
arrangements for IP transactions, licensing
and commercial use, as well as employ-
ment contracts that have a connection.
The legal provisions on service works
are mainly found in the Copyright Law,
whereas those on service inventions are in
the Patent Law. This column examines the
relevant provisions of the current laws.
Definitions and judgment criteria. A
service work means “a work created by
a citizen in order to accomplish a task
assigned to him or her by a legal person
or other organization”. For example,
a film script, film or television series,
novel, artwork, video work, software,
etc., created by an employee as assigned
by his or her employer all fall within
this category. Service works are further
divided into “general service works” and
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“special service works”. The latter mainly
refer to project design drawings, product
design drawings, maps, computer
software, etc., created using the legal
person’s (or other organization’s) material
and technical resources, and in respect of
which the legal person (or other organi-
zation) bears liability, or another work in
which a legal person (or other organiza-
tion) enjoys the copyrights as specified

in laws or administrative regulations,

or as specified in a contract. A service
invention or creation means “an invention
or creation completed in executing a task
of one’s employer or mainly by using

the material and technical resources

of one’s employer”.

From a comparison it can be seen that
the definition and criteria for determining
a general service work are “to accom-
plish a task assigned by a legal person or
other organization”. The determination
of a special service work, such as project
drawings, etc., requires three conditions:
“to accomplish a task assigned by a legal
person or other organization”; “mainly
using the material and technical resources
of the legal person or other organization”;
and “the legal person or other organization
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bears liability in respect thereof”, none
of which may be absent. As for a service
invention, “completed in executing a task
of one’s employer” or “mainly using the
material and technical resources of one’s
employer” are key conditions, and if either
are satisfied an invention may be deemed
a service invention.

Vesting of rights. Both service
works and service inventions observe
the principle of “priority of agreement”,
meaning that if provisions pertaining to
title to the rights exist, such provisions are
to be complied with (except if such provi-
sions are invalid or revocable). However,
disputes relating to title to the rights
usually occur when there is no express
agreement. Where there is no agreement
between the author and the legal person
(or other organization), a general service
work vests in the author, whereas the
copyrights in a special service work vest
in the legal person (or other organization).
In practice, the issue of title to a general
service work is one of the areas in which
service work disputes often arise.

In contrast, the right to file for a patent
for a service invention vests in the legal
person (or other organization); and once
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Current legal systems still harbour some ambiguities

the application is approved, the legal
person (or other organization) becomes
the patent holder. In other words, where
there is no agreement, the right to file
for a patent for, and the patent rights in,
a service invention both vest in the legal
person (or other organization).

Right to remuneration. The inventor
of a service invention has a statutory right
to receive remuneration, namely “the
entity that has been granted patent rights
must reward the inventor or designer of
the service invention. After the invention
patent has been exploited, the entity must
give the inventor or designer reasonable
remuneration based on the scope of prop-
agation and application of the patent, and
the economic benefits derived”.

In contrast, the author of a service
work has no such statutory right to
receive remuneration. Even with respect
to special service works, the law only
provides that the legal person (or other or-
ganization) may give the author a reward.

Exploitation of rights and restric-
tions. With respect to general service

works, where the copyrights vest in the
author, the legal person (or other orga-
nization) has a preemptive right to their
use within its scope of business. Further-
more, without the consent of his or her
employer, the author of a work may not,
within the first two years after completion
of the work, license a third party to use
the same in a manner identical to that of
his or her employer.

However, as for service inventions and
special service works, since the rights vest
in the legal person (or other organization),
their exploitation does not require the
consent of the author or inventor.

MANAGEMENT BY TYPE

Based on the above-mentioned compar-
isons it can be seen that, although both
service works and service inventions are
connected with the tasks of the legal
person (or other organization), they each
have their own particular features, so
the authors recommend that enterprises
manage them separately. For example,
with respect to service works, duly carry
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MHEANNBM, bR ZBABTHIEER
RECWAIGTEFE, BRAIGRAIMY .
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EETE)) RLAR2015FATBRI(EFEBITE
Z (XFR) ) FoiBaTSIREERUK
MEEIPEEXNENAR, XEBPEX@EE
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out such legal procedures as registration,
stipulation of title, etc. With respect to
service inventions, carry out routine and
periodic patent mining and patent filing
work, so as to avoid valuable inventions
entering the public domain due to a failure
to file, and avoid the inventor himself or
herself filing for a patent, harming the
lawful interests of the enterprise, and
spawning future disputes.

In light of the authors’ practice expe-
rience, current legal systems still harbour
some ambiguities. One thing worth cele-
brating is that the Copyright Law (Revised
Draft Sent for Review) published in 2014,
and the Patent Law Revised Draft (Sent
for Review) published in 2015, contain
revised provisions on service works and
service inventions, respectively, which
indicates that relevant issues have drawn
the attention of the legislative authorities.

(& bR IntafEInES AR E )T
BIIM. PEE

Han Yufeng and Lu Lei are counsel at
Rui Bai Law Firm
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Prepare for bad weather before it rains
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ecently, the author has
R encountered a number of cases of

trademark rights holders enquiring
about trademark conflict issues, including
trademark infringement cases, administra-
tive trademark litigation cases, and others.
Their common point was the rights
holders’ lack of a comprehensive plan or
arrangement regarding their trademarks, a
point that drew their attention only after
the occurrence of a conflict.

However, the conflict counterparties in
these cases had already duly prepared their
trademark strategies before the occurrence
of the conflict. Accordingly, even if a rights
holder manages to prevail in the individual
case, if consideration and arrangement do
not begin from an overarching trademark
strategy, it is difficult to ultimately secure a
brand strategy victory.

There is an old saying in China, “Don’t
dig a well when facing thirst, it is better
instead to prepare for foul weather before
it rains,” which speaks to the importance of
having a strategy in advance. This principle
is likewise applicable to trademark strategy.
In a trademark infringement dispute in
2016, the Guangdong High Court, at
appeal, ordered New Balance to pay the

BalancefE ¥ FHE R R X B tRAD, ARXT
FERRNEFENPENAHTRORRFT
THERI XS 2R HE . B AR EREANZ R EH B
5, BAIEERRE 2ATZRFIAET T
TS, BEMPRA TR R YIRS LAY
R2, SHREMRBENER.

BB AT PRI R R ROZE FE L s m e ?
PR RS NP ARAN R B SZ TR SRR R3S 5
£, BIRSEMMIDNR X R OFIANTR
fh. R AIERIARRRA S R AEKIEES®
RN eSHEEEEEE RS,
TESTARSANAS.
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RAABEROIE R YRR E @R

plaintiff, a Chinese company, compen-
sation in the amount of RMBS miillion
(US$723,000).

The trigger can be found in New
Balance’s failure, before determining and
using a Chinese-language trademark, to
carry out a thorough search as to whether
there existed any conflicting rights in
China, and prepare a corresponding
strategy. Through a live broadcast of the
case from the court the author could see
that, although the defendant fully prepared
for the trial, it was nonetheless unable to
overcome its initial negligence in strategy,
ultimately resulting in its losing the case
and being required to pay damages.

The question then becomes, what
things need to be considered in a
trademark strategy? All things, such as
the establishment of trademark rights, a
response plan for conflicting rights, the re-
lationship between a trademark and other
intellectual property, prevention of litiga-
tion risks, non-litigation resolution plans
in the course of the conflict, co-ordination
of the legal strategy and business strategy,
etc., have points worthy of consideration
in a trademark strategy. This article will
analyze two of these aspects below.

. {8 MR R IF AR 2 LURFATE —E/
R E A A BARE) A ERAY . IR
RZIXFFRIEAL, BRNREIRAERP. 3
BRI S, R RIS, SR
EREINMEREESASEM. EEEEM
&ir, BMEEE—ENEE, IRFEFTEE
7, BREEIMUBREETE SRR, BIE
APE—ITERMES, BFEESB. E. 5. K
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SEEMB=EHBEDZEIRF, EL, 55
ABEZREECHBV RN EELHE
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5k, AmiliRSEFIERFEEEAE
. siPEAMME, FRT45 M EmAiRSS (
LITSM “B@” ) 2R, 81 EmERNT

Deployment of rights. The trademark
issue of most concern to a rights holder
is to determine valid trademark rights in
a certain legal jurisdiction to protect its
brand. As the protection is territorial, con-
sideration must be given to registering the
trademark in different jurisdictions. If the
rights in a trademark registered in the US
are not also registered in China, they are
unlikely to be accorded protection there,
even if the trademark has a certain degree
of notoriety in the US. Even in China, there
are four different legal jurisdictions: Hong
Kong, Macau, Taiwan and the mainland.

A trademark registered in mainland China
does not automatically gain protection

in the other three jurisdictions. A rights
holder needs to consider the regions where
it resides to arrange for registration in light
of its business development plans.

Classes of goods and services are
another factor to be considered. In
mainland China, in addition to the 45
classes of goods and services, each class of
goods contains a number of different sub-
classes under it; some subclasses of goods
constitute similar goods, whereas different
subclasses of goods without any special ex-
planation do not constitute similar goods.
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Accordingly, in addition to considering the
core class relating to the rights holder’s
business, as well as those classes in respect
of which defensive registrations have to
be carried out, the issue of trademark sub-
classes also needs to be considered on the
basis of the specific goods.

Finally, when establishing trademark
rights, the prior IP rights of others needs
to be clearly understood, and the appro-
priate strategy must be formulated in
advance. Wherever prior trademarks that
could hamper the rights holder’s trademark
registration, analysis and consideration
of whether such obstacles to registration
can be removed through invalidation,
“non-use cancellation” (cancellation of
a trademark that has not been used for
three years in succession) or negotiations
need to be carried out. The potential legal
risks of prior enterprise names and other
prior rights need to be assessed. Subse-
quently, it is necessary to comprehensively
consider the business development plan
and legal risks before determining the final
trademark rights strategy.

Comprehensive strategy. In judicial
practice, a trademark rights holder may
only realize the importance of its rights

ZRERE
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REBRZ 5 EEHITNAXBSHIFIRIE
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after a trademark rights conflict arises.
Furthermore, when handling such disputes,
the rights holder will be reactive rather
than proactive, i.e., rather than considering
the intent of the conflict counterparty, and
establishment and protection of its own
rights in an overarching fashion, it will train
its sights only on resolving the particular
case at hand. If the rights conflict truly is
a one-off occurrence, it may successfully
respond for the time being, without giving
rise to any serious consequences. However,
in judicial practice, in most circumstanc-
es, the conflict counterparty will itself
have commenced the deployment of its
trademark strategy, with the conflict in
any one case merely being a certain part
of its conflict with the rights holder in the
deployment of its trademark strategy.
Under such a circumstance, if the
response is only made on a case-by-case
basis, it is very likely that another case
will crop up soon after the litigation in the
previous one has come to an end. After a
string of legal actions, the rights holder will
finally realize that the counterparty could
have deployed a trademark strategy to gain
specific brand and commercial benefits
through trademark registration, transfer,
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legal actions, etc., and not just the occasion-
al triggering of individual trademark rights
conflicts. If the response proves unsuccess-
ful, the rights holder will progressively be
backed into a corner as the legal actions pile
up, ultimately resulting in irreversible brand
and commercial benefit losses.

Even if it manages to prevail in the odd
case, it may ultimately lose the overall brand
and commercial benefit match under the
relentless offensive of the counterparty.

A trademark dispute is like two armies
standing face to face; if deployment is not
carried out under an overarching strategy,
defeat is hard to avoid. And even if all efforts
are expended in an individual case, it is
possible to win the battle, but lose the war.

Accordingly, we would recommend
that rights holders, when first considering
their business plans, focus their consider-
ation and arrangement on an overarching
trademark strategy, and make hay while
the sun shines, so as to ultimately secure a
brand and business double win.
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Frank Liu is a partner in the Shanghai office of
Jincheng Tongda & Neal
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The Cybersecurity Law and

protecting employee privacy
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milestone in network information
A security and personal privacy pro-

tection, the Cybersecurity Law will
officially be implemented from 1 June 2017.
On 11 April, the State Internet Information
Office issued the Measures for Security
Assessments of Personal Information
and Important Data Sent Abroad (Draft
for Comment), launching a one-month
process of seeking comment from the
public. The draft provides finely detailed
requirements in respect of, and guidelines
on, the storage, cross-border transmission,
security assessment and acceptance of
personal information.

The previously published General Pro-
visions of the Civil Code, to be implement-
ed from 1 October 2017, further specify
and clearly define that, “the personal in-
formation of natural persons is protected
by law. Any organization or individual that
wishes to obtain the personal information
of other persons shall do so in accordance
with the law, ensure the security thereof,
may not unlawfully collect, use, process or
transmit the same, and may not unlawfully
buy or sell, provide or disclose the same.”

In such a stringent legislative envi-
ronment, an employer must attach great
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importance to the issue of the collection, use
and transmission of the personal information
of its employees, and establish a compliance
mechanism and precautionary measures to
increase the protection of the privacy of its
employees to avoid potential legal risks.

The author makes the following recom-
mendations in light of the requirements of
current laws and regulations:

Securing individuals’ consent before
obtaining personal information. Pursuant
to the Cybersecurity Law, personal infor-
mation is defined as, “various types of infor-
mation recorded electronically or otherwise
that singly or in combination with other
information can identify a natural person,
and includes but is not limited to a natural
person’s name, date of birth, ID document
number, personal biometric information,
address, telephone number, etc.”

With respect to relevant personal
information provided by an individual
job applicant during an employee search
process, and personal information
provided by an employee during the
employment process, it is recommended
that the employer secure the individual’s
consent before obtaining the relevant
information and expressly inform him or

T DA RIS EE NI 2RI AR X
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her that it collects and obtains relevant
information for employment purposes.

Scope of personal information
obtained to be reasonable. One of the
key principles of the Cybersecurity Law is
that the collection and use of “personal in-
formation shall comply with the principles
of lawfulness, legitimacy and necessity”.
Accordingly, when an employer obtains
personal information, it should strictly
define the scope of the personal informa-
tion it collects, and not collect personal
information unrelated to the employee’s
industry or job, except where necessary
for employment or a special job.

Secure storage of personal infor-
mation to prevent the leakage, theft,
alteration and misuse of data. An
employer needs to formulate internal
data security management systems and
operating rules, designate someone in
charge of information security, improve
its internal mechanisms for the protec-
tion of personal information, prevent
the leaking of personal information and
prevent its personal information man-
agement personnel from abusing their
position to steal and unlawfully use
personal information.
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Securing the consent of the individual
before cross-border storage or transmis-
sion of data. The draft expressly provides
that personal information and important
data collected and generated in the course
of operations in China are to be stored
in China. Before data is sent abroad, the
necessity of doing so must be assessed,
the focus thereof to be an assessment of
the quantity, scope, type and sensitivity
of the personal information, and whether
the subjects of the personal information
consent to their personal information
being sent abroad.

In any of the following circumstanc-
es, the competent industry authority or
regulator must be asked to arrange for a
security assessment: (1) the data contain
or cumulatively contain the personal infor-
mation of at least 500,000 persons; (2) the
quantity of data exceeds 1,000GB; (3) the
data contain information on such sectors
as nuclear facilities, chemical biology, the
national defence industry, population,
health, etc., or on large project activities,
the marine environment or sensitive geo-
logical information; (4) the data contain
network security information, such as
system vulnerabilities in, or security
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prevention of, key information infrastruc-
ture; (5) an operator of key information
infrastructure is to provide personal
information and important data to foreign
parties; or (6) other data that could affect
national security, or the public interest

is involved and the competent industry
authority or regulator deems the conduct
of an assessment necessary.

The draft specifies for the first time
that data cannot be sent abroad if the
consent of the subject of the personal
information has not been secured or
the interests of the individual could be
infringed. Accordingly, if an employer
needs to store or transmit personal infor-
mation of its employees abroad, it must
secure the individuals’ consent.

Third-party compliance system. If
data are to be shared or if their storage is
to be entrusted to a third party, the estab-
lishment of a compliance system by the
third party must be procured. At present,
a significant number of enterprises use, in
their operations, third-party professional
human resource management software,
or engage a third party to remotely store
personal information of their employees
in the cloud. Notwithstanding that
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neither the Cybersecurity Law nor the
draft provide further definition in respect
of such circumstances, as a “network
operator” in the broad sense, such a
third-party company is likewise bound by
relevant laws. When using the profession-
al services of such a third-party company,
an employer is required to strictly procure
its compliance with regulations on the
protection of personal information and
the security of the privacy of employees,
and clarify responsibilities and the bearing
of obligations.

The successive issuance of relevant laws,
regulations and implementing measures
imposes more stringent requirements on
employers in respect of the protection of
the personal information and privacy of
their employees. In the course of collect-
ing, storing, using and transmitting this
personal information, employers must pay
close attention to avoiding the legal risks
that could arise from the leaking or misuse
of personal information, and even compli-
ance risks relating to national security.
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Due diligence in domestic mining M&A
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hina’s 13th Five-Year Plan
pointed out that the central
government should support

mining enterprises to upgrade tech-
nologies, guide the merger and ac-
quisition (M&A) of small mines, and
close outdated and environmentally
unfriendly mines. In the Development
Plan for the Nonferrous Metals Industry
(2016-2020), the Ministry of Industry
and Information Technology said the
regional consolidation of mines should
be promoted across the country to
expedite large-scale development and
intensive use of resources.

M&A projects in the mining industry
are unlike other ones for special core
assets (non-renewable mineral resources),

requiring high levels of expertise in value
evaluation and in evaluating various risks.
During the legal due diligence on such
M&A projects, attention should be paid
to following aspects:

The authenticity of mineral
reserves. For mining sector M&A, the
mineral reserve is one of the biggest
risk factors, apart from market price
and conditions for mining and mineral
processing. The estimation of mineral
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reserves involves multiple factors, such
as the complexity of an ore body’s
geological structure, the control and
study of ore deposits, the choice of
exploration grid density and engineering
techniques, and the choice of estimation
methods. When performing legal due
diligence on such M&A, lawyers should
advise the acquirer to hire experts to
examine existing mineral reserves and/
or commission evaluation centres where
the target mines are located to review
exploration reports, on top of reviewing
annual inspection reports on resource
exploitation, exploration reports, and
examination registration reports of
target companies, as well as their real
production and sales. The purpose is

to ensure the authenticity of mineral
reserve information provided by

target companies.

Legitimacy of the obtainment and
disposal of mining rights. For a mining
M&A project, whether the transfer of
mining rights is legal is key to assessing
its feasibility. During legal due diligence,
lawyers should examine the following
issues: the way the target company
obtains the mining rights, as well as
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the term of validity of the rights and
attaching restrictions; whether the
mining rights owner has paid fees for
exploration rights, fees for exploitation
rights, resource taxes, compensation
fees for mineral resources, and deposits
for environmental restoration in mineral
exploitation; whether the exploration
rights owner has completed the required
minimum exploration and survey input;
whether the exploration rights owner
has obtained the mineral exploration
and survey permit for two years, or
whether new mineral resources are found
for further exploration and survey, or
exploitation within the exploration and
survey operations area(s); whether the
mining rights are included in consolida-
tion plans by the government; whether it
is possible that the mining rights certifi-
cates cannot be renewed upon the deal’s
completion; and whether the target
company, without approval, illegally
contracts for or leases mining work,
transfers the mining rights, or co-oper-
ates with others in mineral exploitation.
Legitimacy of the land for mining
M&A projects. As most mineral
resources are under the earth, mining
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M&A projects will inevitably involve
target companies’ use of state-owned
land. When conducting legal due
diligence, lawyers should examine

the following issues: whether target
companies have obtained the right to use
state-owned land; whether the construc-
tion projects of target companies have
been approved; whether the approved
construction projects that need to use
state-owned land have legally obtained
the approval of land for construction
purposes; whether target companies
that involve rural collective land have
been approved to rent or take over that
land for construction purposes, or use
farmland for other purposes; whether
target companies have been approved to
use grassland and forest land for produc-
tion; and whether target companies have
worked out and strictly implemented
programmes of land rehabilitation, and
water and soil conservation.

Work safety. According to the Regu-
lation on Work Safety Licences released
by the State Council, the state applies
a work safety licensing system to
enterprises engaged in mining, con-
struction, the production of dangerous
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chemicals, fireworks and crackers, and
blasting equipment for civil use. No
enterprises may engage in production
activities without work safety licences.
Therefore, lawyers should pay attention
to the following issues: whether target
companies have obtained work safety
licences, purchase permits for blasting
equipment for civil use, licences for
blasting operation organizations, and
licences for blasting operators; whether
target companies have paid deposits for
production risks; whether the construc-
tion, operation and closure of tailing
ponds, as well as the reuse of closed
tailing ponds, comply with the Safety
Technical Regulations on Tailing Ponds;
whether new mining companies’ projects
have safety reports; and whether safety
equipment passes the inspection of work
safety supervisory authorities.
Feasibility of M&A plans. After com-
pleting the due diligence and assessment
of target companies, it is important
to work out feasible M&A proposals
tailored to the characteristics of target
companies and comprehensive infor-
mation of M&A projects. According to
the Measures for the Administration of
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Transfer of Mineral Exploration Rights
and Exploitation Rights, mineral explora-
tion rights owners may, upon fulfillment
of the required minimum exploration
and survey input and approval in accor-
dance with law, transfer the mineral
exploration rights to another person.

A mining enterprise having obtained

the exploitation rights may, subject to
approval, transfer the exploitation rights
to another person for exploitation as

a result of enterprise amalgamation,
separation, engaging in a joint venture
or co-operative venture with another
person, or as a result of the sale of the
enterprise assets as well as other circum-
stances that change the property rights
of the enterprise assets necessitating a
change in the main body of the exploita-
tion rights. The acquirer can also gain
control over the core assets of target
companies through equity financing.
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Sun Yunzhu is a partner and Zhong Ming is
an associate at East & Concord Partners
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Recognizing M&A risk
in the target country
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he biggest difference between
cross-border and domestic M&As

lies in that the former involves

two or more jurisdictions. An acquirer of
cross-border M&A, therefore, needs to be
prepared for an increasing number of, and
much more challenging, risks. Having a
good understanding of the legal and policy
environment in the target country, and in
the world, identifying significant potential
risks in a timely manner, and implement-
ing proper risk controls accordingly is the
precondition to a successful overseas M&A.
Key considerations in this regard include,
but are not limited, to the following:
Foreign investment review system.
After decades of globalization and
economic internationalization, many
countries/regions have established a policy
and legal system for foreign investment
review. Explicit provisions are formulated
and specialized agencies are designated
to undergo foreign investment review
procedure. Restrictions on foreign invest-
ment are internationally recognized as rea-
sonable exceptions to national treatment.
Generally, foreign firms are restricted from
entering infrastructure and other industries
of vital importance to the nation’s economy
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and the people’s livelihood, such as military
projects, banking, telecoms, railways and
airports. Instead, they are encouraged to
enter sectors conducive to economic devel-
opment, especially emerging industries and
sectors that help improve the international
balance of payments and boost exports.
“National security review” is a typical
foreign investment review system. In
the US, for example, foreign investment
review is implemented mainly for ensuring
national security. The Exon-Florio provision
of the Defense Production Act, which is
the most important legislation related to
foreign investment review, authorizes the
US president to prohibit, from a “national
security perspective”, mergers, acquisitions
and takeovers by foreigners of any US
companies engaging in interstate business.
The scope of review was broadened
by the Foreign Investment and National
Security Act enacted in 2007 by the US
Congress, which focuses on the broader
national security of the US. A deal is surely
subject to stringent review if it involves
core assets, such as core infrastructure,
technology or energy, which relates to US
national security. In the review procedure,
questions such as whether the country of
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the foreign acquirer actively co-operates
with the US in fighting against terrorism,
and whether the foreign acquirer poses any
regional military threat to the US, are also
asked. Similar systems are implemented
in almost all foreign countries. However,
reviewers usually have a lot of discretion
due to the lack of definition or standard
description of “national security”. Many
overseas M&A proposals fail because of
national security concerns.

Antitrust review system. The advanta-
geous market position of multinationals, a
result of expanding cross-border invest-
ment, has also brought about concerns
over economic security and monopolistic
behaviour, as well as possible restraints on
competition. In response, many countries
have taken action to control and prevent
such negative impacts. Large takeover
deals could face antitrust scrutiny. Antitrust
compliance has become a worldwide
concern, as regulators are paying increasing
attention to whether two companies, if
allowed to combine, would breach antitrust
rules. It’s predicted that antitrust compli-
ance will be one of the great challenges
Chinese companies have to overcome
when they seek to acquire foreign assets.
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Commitment to environmental protection is one of
the social responsibilities companies should assume

Labour employment system. Most
countries have labour protection laws
requiring that a certain proportion of the
workforce at companies to be acquired by
foreign firms must be locals, and setting
restrictive provisions for job reductions and
compensation. Some developed countries/
regions have rolled out stringent regu-
lations about job cuts and wage reduc-
tions against foreign acquisitions of local
businesses. If Chinese companies do not
have a full picture of their labour protection
rules, they might break the law when re-
organizing human resources at the foreign
subsidiaries they have acquired.

Environmental protection system.
The world is facing more serious environ-
mental issues caused by rapid economic
development. In addition to international
accords on environmental protection,
most countries/regions have introduced
increasingly strict laws to regulate sectors
that damage the environment. Hefty fines
on environmental pollution and huge costs
for repairing the environment should be

taken into consideration when a company
prepares an offer to buy a foreign
business. In the meantime, commitment
to environmental protection is one of the
social responsibilities companies should
assume, and it is also helpful for Chinese
enterprises to build good reputations in
foreign markets.

Expropriation and nationalization.
There were times when expropriation of
foreign capital took place generally in de-
veloping countries. To ensure that foreign
investors regain the confidence of investing
in their countries again in the new histor-
ical context, many developing countries,
on the precondition of protecting local
economic sovereignty, warrant in their
foreign investment codes that nationaliza-
tion and expropriation will not happen to
foreign-invested enterprises except in very
limited circumstances.

However, the past couple of years have
seen some Latin American and African
countries, such as Colombia, Honduras,
Peru, Bolivia, Venezuela, Zambia and

FEHEMER, INSELLIL. HATH R e
T, ERILAL BLTFLRER TS, 125
TR AR L ERFNTLUL o ﬁ“l%&ﬂ}ﬁmy
IRUFA2010F EREHHFIRE SR, MTERK
FISKIES, EEAEM T HERTAE.

Flt, RBELEBEEEESNEEIMT
BRI, SHEUHEES, TLUSHAIS
HERIBEIRA, XTRBIFIRT BRI WHAIR
BEEERBENE, TovE. B, ERER
BEREE WD, BRI AT ZIN5%
HTHERMRBFRIPILE, SshERIAYES
FIBREIF

Zimbabwe, raising royalties and taxes in
the mining industry to strengthen control
over mineral resources and take a share

in the rise of commodity prices. Ecuador,
who demanded renegotiation of invest-
ment contracts in 2010, even went further
to expropriate relevant projects when
negotiations failed.

Laws and policies in the target country
have a direct impact on the outcome of an
overseas M&A. Therefore, it is important
to hire a highly specialized, reliable local
counsel to identify and prevent potential
legal and policy risks that may arise in
the target country. Besides, it is also
necessary to have a counsel familiar with
international laws who serves to safeguard
the acquirer’s overseas M&A by taking
advantage of international investment
protection mechanisms under bilateral
and multi-lateral treaties.
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REITs: A blue ocean
of real estate financing
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n the capital-intensive real estate

industry, developers that need liquidity

have relied heavily on funding backed
by their properties. When their liquidity
demand cannot be met with this conven-
tional financing approach, domestic devel-
opers and investors set eyes on secondary
financing backed by existing properties,
especially commercial properties, believing
this new approach would prove a blue ocean
for funding. Starting with the history and
substantial features of real estate financing,
we look into the prospect of real estate
securitization in China, with real estate
investment trusts (REITs) as an example.

CONVENTIONAL APPROACH

In view of the heavy tax burden in connec-
tion with transfers of real estate to and from
developers, few developers that seek real
estate financing would choose to transfer
title to their real estate. Instead, many of
them prefer equity financing, which involves
indirect transfer of ownership, or usufruct,
of real estate through assignment of the
equity in subsidiaries (companies set up for
running projects), while authentic assign-
ment of equity is seldom seen because
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developers and investors usually reach
consensus on repurchase. In practice, both
the financing approach that combines
“claim plus mortgage” and the approach
that focuses on usufruct in real estate are
implemented in non-open markets, and
transactions resulting from both approaches
give rise to a debtor-creditor relationship.

As access to bank facilities is restrict-
ed, trusts have taken their place as the
major source of funding for the real estate
industry. This trend entails an increasingly
complex structure of trusts that enter into
financing transactions, which evolve from
the conventional “trust loan plus equity
investment trust” model at the beginning,
to usufruct investment fund trust at a
later stage, and to usufruct property trusts
launched most recently.

The current practice of transferring
usufruct, represented by usufruct in
trusts, marks the highest level of qua-
si-securitization permitted for asset
managers. However, the authors believe
that achieving true real estate securitiza-
tion is the right direction in which China’s
property financing should develop. In the
section below, we look into the prospect
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of real estate securitization in China with
domestic quasi-REITs as examples.

QUASI-REITS IN CHINA
REITs are investment funds that focus on
investing in the real estate industry. Their
funds, raised by issuing beneficiary certifi-
cates of shares or units in open markets, are
put into the hands of professional invest-
ment managers who invest them in real
estate or related projects to achieve capital
appreciation and earn investment income
that is distributed to investors as dividends.
No PRC law on REITs has to date been
enacted, nor can any explicit provisions on
REITs be found in the Company Law, Trust
Law, Securities Law, Securities Investment
Fund Law or any taxation laws or regulations
in effect. Owing to this lack of pertinent
legislation, and changing controls over real
estate financing, quasi-REITs in China are
created under various legal frameworks.
Below is an overview of major REIT models.
(1) Trust plans. The trust plan was
initially introduced for capitalizing the
first department store opened by Groupe
Auchan in Tianjin. It was the first quasi-REIT
used for operating property in China. In
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The Chinese market will see true REITs very soon due to
ongoing financial innovations

2003, Beijing International Trust & Invest-
ment (known as Beijing International Trust)
and Groupe Auchan jointly launched the
Capital Trust Plan for Tianjin No.1 Store of
Groupe Auchan.

Capital pooled under the trust plan was
used to acquire title to the Tianjin No.1
Store. In addition to long-term steady high
returns from leasing the property, investors
could expect potential income from
property appreciation. However, this trust
plan is not considered a true REIT, because
instead of allowing trading on exchanges,
as foreign REITs do, it limited transfer to
chosen investors, although holders may seek
mortgage loans from banks as an alternative
way of getting liquidity.

(2) Specific asset management plans
of securities companies. This model was
adopted by the CITIC Qihang Specific Asset
Management Plan, the first Chinese REIT.
The plan was launched by CITIC Securities
in May 2014, under which a non-public

equity fund was created to hold equity

in a project company that controlled two
properties, known as Tianjin Jingzheng
and Tianjin Shenzheng, and the specific
asset management plan was used in turn
to subscribe to shares in the non-public
equity fund, which was under management
of CITIC Goldstone Fund Management.
However, since it was offered through
private placement, the CITIC Qihang
Specific Asset Management Plan was still
different from foreign REITs, despite their
similarities in deal structure.

(3) Public securities investment funds.
The model was used by Penghua Qianhai
Vanke REIT’s Closed-End Hybrid Securi-
ties Investment Fund, the first public REIT
in mainland China. The fund, created by
Penghua Fund Management in June 2015,
acquired a 50% stake of its target by taking
the opportunity presented by capital
increase of the target and thus is entitled
to 100% operating income and property

management fees generated and received
by the Qianhai Business Mansion project
from 1 January 2015 to 24 July 2023. Penghua
Qianhai Vanke REIT is not an equity-based
REIT in the traditional sense, nor does it
invest the absolute majority of its resources
in the real estate sector. Despite this, it sets
an example for future equity-based REITs by
breaking the upper investment limits.

Since Penghua Qianhai Vanke’s REIT
was issued, no innovative breakthrough has
been made by quasi-REITs in the PRC under
the existing legal framework, and no REITs
in the true sense have been introduced to
the Chinese market, given its existing tax
system. But the authors believe the Chinese
market will see true REITs very soon due to
ongoing financial innovations.
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Lu Guofei is a partner and Zhang Yingying
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PPP procurement mistakes:
Who's responsible?
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t’s frequent to see deficient, erroneous

and contradictory content in pro-

curement documents and contracts
of public-private partnership (PPP)
projects, leading to serious consequences
such as the revocation of an award, as well
as disputes over the return of bid security
and the responsibility for resulting losses.
This causes trouble for relevant parties
and hinders the progress of projects.

In one case, a private party won the
bid for a project through competitive
procurement procedures, and received
a bid-winning notice from the govern-
ment agency responsible for the project.
However, during negotiations prior to the
contract signing, the two parties disputed
a financial indicator that should have been
clarified in the contract, which would
have a material impact on investment
return. As the procurement documents
did not set pricing requirements on the
indicator, nor did any other document
offer a detailed calculation formula for it,
the two parties had different views on the
financial indicator, leading to a great dif-
ference due to their differing calculation
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bases. The government agency revoked
the bidding result.

The financial indicator issue was a big
flaw, in this case, within the procurement
documents. But should this result in the
private party bearing the negative conse-
quences, like revocation of the award and
legal risks? The answer is no.

When there are mistakes in procure-
ment documents, the two parties should
seek a solution through amicable nego-
tiation. It is improper, and even illegal,
for governments to unilaterally revoke
an award-winning bid without reaching a
consensus over the disputes; this under-
mines the reputation of local govern-
ments, and also stalls projects.

The contractual relationship estab-
lished by procurement procedures should
be protected according to the law. Article
46 of the Government Procurement Law
stipulates that, “the notice of winning the
bid (or concluding the transaction) must
have binding force upon the purchaser,
and the winning bidder (or the supplier).
If, after the issuing of the notices, the
purchaser alters the results of bid winning
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(or the conclusion of transaction), or the
winning bidder (or the supplier) forgoes
the bid (or the transaction), the breaching
party must be held legally accountable.”
In the above-mentioned project,
the government agency had confirmed
that the bidding document met all the
substantive requirements on procure-
ment documents, and issued the notice
of winning the bid to the private party.
Though there are divided views on the
effectiveness and consequences of the
bid-winning notice, judicial precedents
tend to agree that the two parties have
established contractual relations. The
legal relationship between the two parties
in the project should be protected, and
the government agency should not change
the bidding outcome just because of
partial disputes over the project, which
may violate relevant laws such as the
Government Procurement Law.
Transaction agreement should be fully
respected. According to the basic princi-
ples of the Contract Law, procurement
documents are defined as “offer invita-
tions”, bidding documents as “offers”, and
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The solution to disputes should be based
on the principle of fair dealing

bid-winning notices as “acceptances”. The
government agency had agreed with the
“offer” in its “acceptance”, and confirmed
with the bid-winning notice. The project
had so far completed the procurement
workflow of procurement announcement,
response and quotation, comprehensive
evaluation, negotiation about confirming
procurement results, final confirmation
of procurement results, and issuing of
bid-winning notice. The two parties
reached an agreement on the contract’s
substantive content and thus established
a contractual legal relationship. For the
two parties, the procurement documents,
bidding documents and the bid-winning
notice were legally binding.

Besides, according to the Government
Procurement Law and the Guidelines for
Mode of Co-operation for Government
and Social Capital (for Trial Implementa-
tion), procurement documents, bidding
documents and the bid-winning notice are
the basis for writing a contract. Therefore,
if the partial disputes remained unresolved,

the government’s revocation of the private
party’s qualification as the winning bidder
breached the agreement and failed to meet
the requirement of signing a PPP project
contract in accordance with the law, as well
as impairing its credibility.

The solution to disputes should be
based on the principle of fair dealing. The
party that makes mistakes in procurement
documents should be held accountable.
However, it should be judged in a reason-
able manner as to which party should be
responsible, and to what degree it should
bear the responsibility, rather than jump
to a conclusion that one party should be
fully responsible, or requiring one party
to take sole responsibility regardless of
whether or not it made mistakes.

If procurement procedures were
completed and the bidding outcome
confirmed, the parties should resolve
the disputes fairly and reasonably, and
conduct negotiations according to laws
and regulations, and customary practice.
Even if the parties failed to reach a
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consensus eventually, they should work
out a feasible exit mechanism and the
government agency should make proper
compensation for relevant losses and
expected incomes of the winning bidder.

In the above-mentioned project, the
local government ignored the legal rights
and benefits of the private investor and
overlooked existing mistakes, and forced
the innocent party to bear all the negative
consequences. It even revoked the
winning result. This behaviour violated the
PPP’s spirit of co-operation and principle
of fair dealing, and the local government
may be held legally accountable for
breaching relevant laws. Meanwhile, the
private party has the right to challenge
the government’s decisions and even take
legal or arbitration action to defend its
legitimate interests.
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Anti-monopoly health enforcement
and compliance trends
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he healthcare industry has gradually
become a key focal point of the

antitrust law enforcement author-

ities in China. In recent years, the National
Development and Reform Commission
(NDRC) and the State Administration for
Industry and Commerce (SAIC) have incor-
porated antitrust efforts in the healthcare
industry as a focus of their work. As of the
end of April 2017, the NDRC and SAIC had
fined 11 healthcare enterprises for a total of
about RMB133 million (US$19.3 million).
The authors foresee the two law
enforcers potentially raising a more forceful
‘antitrust windstorm’ in the healthcare
sector this year, and possibly investigating
and penalizing in succession certain well-
known pharmaceutical and medical device
enterprises. Through the investigation and
handling of a series of cases, the NDRC and
SAIC have accumulated a significant amount
of experience in the healthcare sector, and
healthcare enterprises are about to face a
more serious antitrust compliance challenge.
Q: What are the distinctive features of
the already punished healthcare industry
antitrust cases? A: The antitrust cases
that have been investigated and handled
in the healthcare industry manifest the
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following defining features: (1) the enter-
prise entities that have been subjected to
penalties are diverse, involving enterprises of
various natures, such as private enterprises,
Sino-foreign equity joint ventures, wholly
foreign-owned enterprises, state-owned en-
terprises, etc.; (2) the types of antitrust acts
are variegated, with the law enforcement
authorities penalizing not only the abuse
of dominant market position but also the
violations of reaching and implementing of
horizontal or vertical monopoly agreements;
and (3) the cases extend over a broad area,
covering both the upstream and down-
stream of the industry chain, with the recip-
ients of penalties including active ingredient
producers, pharmaceutical producers and
distributors, medical device producers, etc.
Q: What are the specific types of anti-
trust behaviours that have been investigat-
ed? A: The cases that have been investi-
gated and handled to date not only cover
commonly seen antitrust behaviour, but also
include certain relatively obscure or complex
ones. As at the end of April 2017, the SAIC
had investigated three cases in the health-
care industry, all of which included abuse of
dominant market position in certain active
ingredient markets in China; and the NDRC
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and provincial-level pricing authorities had
handled a total of five cases, including one
case of abuse of dominant market position,
two horizontal monopoly agreement cases
and two vertical monopoly agreement
cases. It is worth noting that the cases
of abuse of dominant market position to
refuse a deal involving Chongging Qingyang
Pharmaceutical and Chongging Southwest
No. 2 Pharmaceutical Factory, investigated
and handled by the SAIC, were the first
and second refusal to deal cases in China.
Furthermore, the Estazolam drug cartel case
investigated and handled by the NDRC was
the first concerted practice case since the
implementation of the Antitrust Law.

Q: How do the authorities determine
a concerted practice in a horizontal
monopoly agreement? A: In the Estazolam
case, three enterprises held secret meet-
ings, reaching a tacit understanding on a
collective increase in the price of Estazolam
tablets. Although Changzhou Siyao Phar-
maceutical did not actively participate in the
conspiracy, it did not object to the collusion
and later followed the other two companies’
lead. The NDRC determined that it engaged
in a concerted practice. Article 6 of the Pro-
visions on Anti-Price Monopoly, formulated
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by the NDRC, and article 3 of the Provisions
for Administrative Authorities for Industry
and Commerce on Prohibiting the Conclu-
sion of Monopoly Agreements, formulated
by the SAIC, set out specific provisions on
the determination of concerted practice.
Despite the fact that there are nuanced
differences between the two articles, both
consider the following major factors when
analyzing whether concerted practice has
occurred: uniformity; the exchange of infor-
mation; reasonable explanations; and the
market structure and market changes.

Q: What is the law enforcement au-
thorities’ attitude towards vertical monop-
oly agreements? A: Vertical price monopoly
has always been one of the priorities of the
NDRC’s antitrust law enforcement, particu-
larly in the healthcare industry. The authors
envision that this trend will continue. It is
worth noting that, in the Medtronic resale
price maintenance case, the NDRC, in its
penalty decision, not only clarified the ille-
gality of the fixed resale price of Medtronic
(Shanghai) Management and its setting of
a minimum resale price, but also touched
upon such acts taken by it as limiting the
sales territory of distributors, prohibiting dis-
tributors from selling products of competing
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brands, etc. The NDRC held that “these
restrictive measures were implemented
together with the vertical pricing measures,
further strengthening the anticompetitive
effect of maintaining the resale prices and
setting minimum resale prices”. This case,
while indicating that antitrust law enforcers
should continue their strict enforcement

in vertical pricing monopolies, also sees
them beginning to pay attention to other
non-pricing vertical restrictive measures.
Accordingly, it is necessary for relevant
enterprises to act prudently with respect to
vertical restrictive measures, regardless of
whether they involve pricing or not.

Q: How should enterprises respond to
the increasingly serious antitrust com-
pliance challenge? A: The authors recom-
mend that healthcare enterprises closely
watch development trends in, and features
of, antitrust investigations. Enterprises
can strengthen their antitrust compliance
in the following ways: (1) promptly con-
ducting a risk screening and, if necessary,
engaging a professional lawyer to assist in
conducting an internal antitrust audit; (2)
providing antitrust compliance training to
senior officers and employees (particularly
sales departments) and arranging for senior
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officers and employees to participate in drills
for responding to ‘dawn raids’ in antitrust
investigations; (3) examining the company’s
product-pricing policy, discount or rebate
system, sales policies, distributor contracts,
etc., from the perspective of the Anti-

trust Law; (4) being vigilant for horizontal
information exchanges, including concerted
practice, and prudently handling sensitive
information exchanges; (5) assessing one’s
own market share, and if the same could
constitute a dominant market position or
relatively strong advantageous position, con-
ducting a check of the agreements executed
with upstream and downstream enterprises,
and conducting an antitrust risk assessment
regarding irregular terminations of dealing,
refusals to deal, exclusive arrangements,
other restrictive measures or commercial
terms suspected of being unreasonable;

and (6) if a suspected violation of the law is
discovered, seeking legal opinion as soon as
possible and promptly formulating a rectifi-
cation or response plan.
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n recent years, numerous listed
companies have boosted their share
values on the secondary market through
company mergers, acquisitions and restruc-
turings. With share values sharply spurred
by promises of large profits, the market
has been frequent witness to high multiple
performance commitments. However, due
to regulation flaws, insufficient punishment
and a lack of honesty and transparency in the
market, a significant number of performance
commitments ultimately turn out not to be
worth the paper they are written on.

Catch me if you can. In May 2008, the
China Securities Regulatory Commission
(CSRCQ) issued the Administrative Measures
for Material Asset Restructurings of Listed
Companies, specifying that when a listed
company acquires assets, it is required to
provide a profit forecast report for the
proposed assets and execute a performance
compensation agreement with the trans-
action counterparty. However, in reality,
once a high multiple performance commit-
ment is announced, the share value on the
secondary market will skyrocket, allowing
the committed party to obtain profits
high enough to cover the costs it incurs
due to a breach of contract. This results in
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exaggerated performance commitments. In
December 2013, the CSRC issued Guidelines
on the Regulation of Listed Companies No.
4 to regulate commitments and perfor-
mance thereof by listed companies and their
actual controllers, shareholders, connected
parties and acquirers. The guidelines set out
the procedure that a listed company and
its acquirer are required to carry out in the
event of a change in their commitments.
The amended restructuring measures
in October 2014 specify that where a listed
company purchases assets from a specific
counterparty other than its controlling share-
holder, actual controller or a connected party
controlled thereby, and such purchase does
not result in a change of control, the listed
company and the transaction counterparty
may negotiate at their own discretion as
to whether to adopt performance com-
pensation and earnings per share remedial
measures and related specific arrangements.
However, due to the motivation to cash
out, the revised restructuring measures
have been unable to fully put a stop to listed
companies and acquirers modifying their
commitments at will. It is common for listed
companies to use the guidelines to modify
their performance compensation commit-
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ments. For example: Holitech and EM Tech-
nology changed their profit compensation
principle from year-to-year calculation of
compensation to three-year aggregate cal-
culation of compensation. When Shenzhen
Huaxin proposed to revise its committed
performance, the plan was then deliberated
on by the board of directors, supervisory
board and shareholders’ general meeting,
and an independent opinion issued by the
independent directors and a legal opinion
issued by a law firm, stating that:

(1) The restructuring had not resulted
in a change in the actual controller, and
the restructuring party was not the new
controlling shareholder or actual controller
of Huaxin or a connected party controlled
thereby; accordingly, the deadline for
the performance compensation may be
adjusted only relying on the provision of
the Contract Law specifying that parties
may amend a contract if they reach a
consensus through consultations;

(2) Pursuant to the restructuring
measures, if in the course of a material asset
restructuring by a listed company a material
matter occurs that laws or regulations
require be disclosed, an announcement is to
be promptly made. If such a matter causes
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a substantive change in the contemplated
transaction to occur, the same must be
submitted anew to the shareholders’ general
meeting for deliberation, and if a circum-
stance under article 13 of the measures
applies to the transaction, it must be
submitted to the CSRC anew for approval.
Given that the circumstances under article
13 did not apply to the moneys for the
contemplated material asset restructuring,
there is no need for resubmission to the
CSRC for approval;

(3) After consideration and adoption
by the shareholders’ general meeting,
the Supplementary Agreement to the
Profit Forecast Compensation Agreement
entered into effect.

In order to solve this kind of phenom-
enon, the regulator further tightened
regulation. In January 2016, the CSRC issued
the Questions and Answers on Perfor-
mance Compensation in Acquisitions and
Restructurings, emphasizing that until the
controlling shareholder, or actual controller
of a listed company, or a connected party
controlled thereby, had completed imple-
mentation of its performance commitments
it was required to use the shares and cash
obtained by it to effect compensation.
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In June 2016, the CSRC issued the
Questions and Answers on Performance
Compensation Commitments of Listed
Companies, pointing out that the restructur-
ing party’s performance compensation com-
mitments in a material asset restructuring
of a listed company are a key integral part of
the restructuring plan, and the restructuring
party may not apply the Guidelines No.4 to
modify such commitments.

These CSRC documents have limited
to some degree, but not truncated, the
creeping spread of empty performance com-
mitments. In October 2016, Medical System
Biotechnology announced that it was
proposing to revise the performance com-
mitment term and commitment amount of
the restructuring party, and as the preceding
acquisition did not constitute a material
asset restructuring, it was not bound by
the CSRC June document above, and the
revision of the commitments was consid-
ered and adopted by the company’s board of
directors, supervisory board and sharehold-
ers’ general meeting, and the independent
directors issued an independent opinion.

Given the relevant regulations and cases,
the authors would make these recommenda-
tions: (1) Shoring up the performance
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commitment performance system.
Depending on the degree of completeness of
implementation of the performance commit-
ments, the relevant party could be granted
the right to unlock a certain percentage of
the shares, and with respect to those per-
formance commitments that have not been
fully performed, it would not be permitted to
unlock or pledge the shares it holds.

(2) Strengthening information disclo-
sure and oversight. The CSRC and other
regulators could require listed companies
and relevant parties that have given commit-
ments to issue a dedicated account of the
feasibility of implementing the performance
commitments and compensation plan.

(3) Active participation of small and
medium shareholders to ensure procedur-
al fairness in the pricing and transaction
process. Small and medium shareholders
should correctly assess high multiple perfor-
mance commitments, rationally judge the
investment value and not overly believe in
its effectiveness in protecting their interests.
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Du Lili is a partner and Wang Xiaoxing
is a paralegal at Grandway Law Offices
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Legal risks of VAM
agreements on |IPO
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aluation adjustment mechanism
V (VAM) agreements, usually

adopted in financing or investing
activities, are concluded between an
investor and an invested company (the
target) regarding future uncertain con-
ditions which, if satisfied, will entitle the
investor to exercise its right to recover
losses resulting from overvaluation of the
target. A “VAM agreement on IPO” is used
by the investor to bet on the time that the
target goes public.

In practice, the legal validity and
actual performance of a VAM agreement
on IPO is affected by factors that include,
but are not limited to, parties to the
agreement, compensation mechanism,
terms and conditions of the agreement,
and regulatory policies.

Invalidity ruling. A ruling issued in
2012 by the Supreme People’s Court
(SPC) established a principle that VAM
clauses between investors and targets are
invalid (refer to the Civil Judgment [2012]
Min Ti Zi No.11). From then on, courts of
various levels across the PRC followed in
the footsteps of this ruling to find VAM
clauses concluded with targets invalid.

However, in the arbitration cases

BizHRFEE, PESME R AR
HiRE, INESBERATRINBERERTH . A
i, FEERIEXNAI MG T, MEREIIEIR
BRRERE N 2FMEE R AR (3 AORT e 5%
B, FERBREHZ S R ERIRETE
WA R[], K EIEEHERE (FEiE) %58
FHIME : 7E B AR AISEAR D T
HE. B, ARSHEERRAEEN ‘L
X" NEADENHFEFERATIE
HRo

LtESh, BIEARSEIR AT, LA RS E)
TERIMETRA A SR ELETIANERN
G, ZXENE R EERSEWEEN ST
B, REDRKEEENNKREE, MERS
BIREAWEIA S, AJREHIAERN “LIEEFR

known to date, all VAM clauses where the
target undertook to provide cash compen-
sation or repurchase shares were upheld
by arbitration tribunals, and all petitions
to revoke such arbitration awards were
rejected by courts on the ground that
courts were not in a position to review
substantive issues of arbitration cases
pursuant to article 58 of the Arbitration
Law. Therefore, in the near term, it seems
unlikely that courts will take the same
stand as arbitration tribunals on cases
involving VAM agreements on IPO, in
which the target is a party.

Even if the target is not a party to such
bet-on agreements, a bet-on IPO timing
is highly likely to be held invalid on the
ground of “covering up illegal purposes in a
legitimate form”, because the bet, generally
not linked to financial performance of the
target, allows the investor to take back
principal together with interest at expiry,
whether the target makes a profit or not - in
other words, the investor does not take any
risk in the target’s performance. However,
it is notable that after the release of the
above-mentioned SPC ruling, VAM agree-
ments on IPO concluded by investors with
existing shareholders or actual controllers of
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the targets (instead of the targets them-
selves), as a means of risk control, started to
win support from judicial bodies in Shanghai
and other places.

Fake equity, real debt. In VAM agree-
ments on IPO, the compensation is often
not linked with financial performance of
the target, not to mention the formula for
calculating an amount of compensation,
which appears scarcely different from
the formula for principal and interest
payments at maturity of entrusted loans
or lending agreements. If there is no
further evidence of equity investment, the
capital injected under, or in connection
with, a VAM agreement on IPO is highly
likely to be considered a loan.

According to the SPC Provisions on
Several Issues Concerning the Application
of Law in the Trial of Private Lending
Cases, issued in 2015, the validity of
lending agreements between enterprises
for the purpose of meeting production
or operation needs should be affirmed
except under prescribed circumstances.
Therefore, VAM provisions in a VAM
agreement on IPO should not be held
null and void simply because there is an
assurance of minimum return.
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Nevertheless, to avoid compensation
under a VAM agreement on |PO being
ordered to be adjusted as per private
lending rate, the author suggests that the
relevant investment agreement and its
supplementary agreements be drafted in
a manner that, in addition to provisions
showing the investor’s explicit intent to
make equity investment in the target,
there are provisions on investment protec-
tion (i.e., provisions on injection, mainte-
nance and withdrawal of capital) instead
of those on principal and interest payment
at maturity, as typically seen in private
lending agreements. The purpose of these
provisions is to highlight the investment
agreement and its supplementary agree-
ments as investment documents so that
they are not considered to be intended for
lending transactions.

Preventing VAM conditions from
being satisfied. In practice, the party with
cash compensation or share repurchase
obligation usually cites the following
reasons to defend its failure to honour the
VAM agreement: (1) IPO review procedure
being suspended by the CSRC; (2) failure to
meet IPO conditions due to declining profit
attributable to any terrorist incident in the
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place of the target; (3) failure to meet IPO
conditions due to declining profit attribut-
able to anti-dumping and countervailing
investigations initiated in European or
American countries; and (4) financial perfor-
mance of the target being directly affected
by the investor’s restriction, intervention or
even deprivation of the target’s operation
and management powers. In deciding
whether the defence is justified, the court
examines, among other things, whether
these reasons are foreseeable business risks
and whether they are causes of the target’s
failure to go public as scheduled.

The author suggests that the VAM
agreement on IPO should contain a force
majeure clause or prescribed exceptions in
order to prevent dispute arising out of the
target’s failure to go public as scheduled.

Mandatory termination. According
to the Measures for the Administration
of IPO and Share Listing, the CSRC
review mainly focuses on authenticity and
stability of equity holding in issuers. A
VAM agreement, which is likely to cause
change in equity structure, exposes the
target to significant uncertainty. That is
why VAM agreements must be cleaned
away before IPO filing is submitted.
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In contrast to the CSRC’s attitude,
VAM agreements are acceptable, though
not to the full extent, to the National
Equites Exchange and Quotations (NEEQ).
A VAM agreement on IPO is conditionally
acceptable provided that it contains no
special provisions imposing obligations on
the listed company that are detrimental
to legitimate rights and interests of either
the listed company or its shareholders.

In view of the risk of mandatory termina-
tion, we suggest that the VAM agreement
be designed to contain a solution and appro-
priate compensation in case of mandatory
termination of the agreement.

VAM deals should be cautiously
addressed since all investments involve
risks. To avoid exposing their VAM
agreement on IPO to legal risks, investors
and investees should work together to
ensure that its provisions are valid, reason-
able and practicable by following regula-
tory guidelines, legal stipulations and their
prediction of commercial performance.
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Ma Chenguang is a senior partner
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Sending funds abroad: an indirect approach
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gainst a background where
exchange policy relating to
cross-border investment has

tightened, a Shenzhen investment
company (company A) proposed to invest
US$6 million in a US company (company
B), and executed an investment agreement
in December 2016. Company A was estab-
lished in December 2015 with registered
capital of RMBS million (US$727,000).
When Company A applied to the
Economy, Trade and Information Commis-
sion (ETIC) of Shenzhen municipality for
recordal of an offshore investment project,
the ETIC refused to accept on the grounds
that the company’s name and scope of
business contained the word “investment”.
Following inquiries, the authors were able
to confirm that even if the application was
changed to a suitable investment entity (one
that was established for a relatively long
period of time, had registered capital greater
than US$6 million, and did not have the
word “investment” in its name and scope of
business), the amount of time required for
approval by the ETIC was uncertain.
Against this background, domestic
enterprises are encountering some
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obstacles in the course of cross-border
investment, and where funds cannot be
sent abroad directly, an increasing number
of offshore investments have turned

to “foreign loans secured by domestic
security” as an indirect means of doing so.
In simple language, a foreign loan secured
by domestic security involves a domestic
entity providing security for a foreign
borrower, and when the foreign borrower
is unable to repay the foreign debt, the
domestic guarantor is required to perform
its security obligations, remitting funds
abroad to be used to repay the foreign
debt to the foreign lender.

Through conversations with a certain
state-owned bank, the authors learned
that there were two options available to
Shenzhen company A to send funds abroad
to invest in US company B through a foreign
loan secured by domestic security (see the
figures). The first option is for company A
to only reflect that it holds a claim against
US company B. How the same is reflected
and how the investment returns are to be
obtained require stipulation in a series of
complementary agreements, something
that gave company A certain misgivings.
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The second option is more direct — estab-
lishing a Hong Kong company to directly
hold equity of company B, to be followed by
internal adjustment of the equity between
company A and the Hong Kong company
once the exchange policy relating to direct
foreign investment is relaxed.

Points of focus in bank review. When
handling matters relating to a foreign loan
secured by domestic security, the bank
will focus on the capacity to repay the
foreign loan and the chance that the letter
of guarantee will need to be performed.
When conducting due diligence, the bank
will carry out its review from multiple
angles, such as the lawfulness of the qual-
ifications of the entities, commercial rea-
sonableness, purpose of the proceeds of
the master debt, chance of performance,
whether potential conflicts exist, etc.

In the cases above, under the first
scenario, the bank would focus on
whether US company B has genuine
operations and whether its operating
revenues in two to three years can cover
the loan, and would need to calculate the
cash flow of company B in the coming
three years. Under the second scenario,
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the repayment capacity of the Hong Kong
shell company itself is limited, so when
the bank conducts its review of whether
the Hong Kong company has the capacity
to repay, it would consider such factors as
the Hong Kong company’s own repayment
capacity, whether the target company

has stable dividends that can top up the
repayment source, and whether the Hong
Kong company has other affiliates that
could provide a repayment source.

Most recent policy. However, the
Provisions for Exchange Control Relating
to the Provision of Cross-border Security
specify that, “when the financing proceeds
under a contract for a foreign loan secured
by domestic security are used to directly
or indirectly acquire equity in another
offshore organization (including a newly
established offshore enterprise, acquisi-
tion of equity in an offshore enterprise, or
participation in the capital increase of an
offshore enterprise) or claims therein, such
investment act shall comply with the regu-
lations on offshore investment of relevant
domestic authorities”.

The Policy Questions and Answers on
the Notice of the State Administration
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of Foreign Exchange (SAFE) on Further
Promoting Exchange Control Reform

and Improving Reviews of Genuineness
and Compliance (2) further clarify that,
“in an offshore investment project where
offshore financing obtained through a
foreign loan secured by domestic security
substitutes for the sending abroad of
funds by the domestic organization, if

the domestic organization’s offshore
investment in equity is, in accordance with
current regulatory principles governing
investment abroad, subject to restrictions,
handling of relevant offshore security
matters is provisionally put on hold, and if
the guarantor is not a banking institution,
the SAFE will not carry out registration

of a foreign loan secured by domestic

Shenzhen Company A

security for it; if the guarantor is a bank, it
may not provide the security.”

Given that the enforcement of the
policy on regulation of cross-border
investment in different regions, and by
different banks, and the yardsticks held
when conducting reviews for foreign loans
secured by domestic security may not be
completely consistent, investors, when
formulating their plans, should seek the
advice of the competent authorities and
banks based on their individual cases.
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Force Majeure

of force majeure is familiar to commercial
lawyers. Although it is often treated as a standard or “boilerplate”
clause that appears in commercial contracts and does not require
any attention or negotiation, it is important to be aware of how
the concept operates and the different ways in which it is treated
under the laws of different jurisdictions. This article examines the
concept of force majeure and how it operates under the laws of
common law jurisdictions and Chinese law.

The term force majeure as used in English is actually a French term
that means “superior force” or “superior strength”. 1t is not certain
how the term came to be used in English, but it is likely that it was
inserted in English commercial contracts by parties who were fa-
miliar with the term as it was used in the French Napoleonic Code.
Accordingly, it is an interesting example of how a concept that
was originally embodied in the laws of a civil law jurisdiction was
adopted for use in contracts governed by English law.

As it is generally understood, the concept refers to an unfore-
seen event that is outside the control of the parties to a contract
and prevents or delays the performance of obligations by one or
more of the parties. A useful definition of force majeure - one that
combines elements of the concept in both common law jurisdic-
tions and civil law jurisdictions - appears in article 7.1.7 of the
UNIDROIT Principles of International Commercial Contracts:

ARTICLE7.1.7

(Force majeure)

1. Non-performance by a party is excused if that party proves that
the non-performance was due to an impediment beyond its
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control and that it could not reasonably be expected to have taken
the impediment into account at the time of the conclusion of the
contract or to have avoided or overcome it or its consequences.

2. When the impediment is only temporary, the excuse shall have
effect for such period as is reasonable having regard to the effect
of the impediment on the performance of the contract.

3. The party who fails to perform must give notice to the other
party of the impediment and its effect on its ability to perform.
If the notice is not received by the other party within a reason-
able time after the party who fails to perform knew or ought
to have known of the impediment, it is liable for damages
resulting from such non-receipt.

4. Nothing in this Article prevents a party from exercising a right
to terminate the contract or to withhold performance or request
interest on money due.

Two questions are of fundamental importance in understanding
how the concept works: (1) what is the definition of force majeure;
and (2) what are the legal consequences of force majeure? The dis-
cussion below examines these two questions from the perspective
of the laws of common law jurisdictions and Chinese law.

It is interesting to note that in general the laws in England and
other common law jurisdictions do not provide a statutory
definition of the concept of force majeure. Instead, the concept

is incorporated into contracts by the parties based on their own
free will and is therefore subject to the principles of contractual
interpretation. These principles include the rule known as the
contra proferentem rule; namely, the rule that a clause excluding
the liability of a party to the contract should be interpreted nar-
rowly. Further, if the clause is ambiguous, it should be interpreted
against the interests of the party who is seeking to rely on it (for a
discussion about exclusion clauses, see China Business Law Journal
volume 6 issue 10: Exclusion clause). In addition, the burden of
proving that an event of force majeure has occurred is on the party
that is seeking to rely on it.

Although a force majeure clause is a type of exclusion (or exemp-
tion) clause, it is generally not subject to the other rules that apply
to standard exclusion clauses. For example, there is no require-
ment to specify the nature or extent of the losses for which liabili-
ty is excluded. In addition, if it is used in the context of consumer
contracts, it is usually assumed to be reasonable and is not subject
to challenge on the basis that it is unreasonable or unfair.

Because the concept is not governed by written law but instead
by the contractual terms between the parties, the relevant clause
often lists the events that qualify as events of force majeure. These
may include the following events: (1) an act of God such as a natu-
ral disaster; (2) laws and changes in law that prevent the perfor-
mance of obligations; (3) war and civil disturbance; (4) epidemics;
and (5) strikes.

90 cBL) /




FURDERETIERFM, BAEEEP

The force majeure clause may be either

very detailed or very simple
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In some contracts, the clause simply refers to force majeure.

In such circumstances, the courts in common law jurisdictions
construe the term by reference to the intention of the parties and
also the nature and general terms of the contract. Under case law,
the concept is understood to go further than just acts of God or
natural disasters and to include other unforeseen events that are
outside the control of the parties and prevent the performance of
obligations. However, the courts have generally excluded events
of force majeure that are caused by the negligence or wilful default
of the party who seeks to rely on the clause. In addition, the
courts have interpreted the concept to exclude a change in eco-
nomic or other circumstances that simply affect the profitability
of the contract or the ease with which it can be performed.

In terms of the legal consequences of the clause, these depend
on how the clause is drafted. For example, the clause may sus-
pend the performance of obligations by the affected party for the
period that the event of force majeure continues. Alternatively, or
in addition, the clause may provide that one or both of the parties
have the right to terminate the contract after a certain period of
time. In general, the clause will provide that the affected party has
an obligation to notify the other party and to mitigate the effects
of the force majeure.

Depending on the terms of the contract, the clause may be
either very detailed or very simple. Detailed clauses that list the
specific events are often found in contracts that have strict per-
formance timeframes (e.g., supply contracts) and also contracts
for the performance of services (e.g., entertainment contracts).

In addition, new events are often inserted in contracts to reflect
specific challenges that relate to the place in which the contract

is to be performed (e.g., countries that may be subject to interna-
tional sanctions) or the time when the contract is to be performed
(e.g., after the UK withdraws from the European Union as a result
of Brexit).

An example of a simple clause that does not list any specific
events appears below:

Neither party shall be in breach of this agreement nor liable for
delay in performing, or failure to perform, any of its obligations
under this agreement if such delay or failure result from events,
circumstances or causes beyond its reasonable control. In such
circumstances the time for performance shall be extended by a
period equivalent to the period during which performance of the
obligation has been delayed or failed to be performed. If the period
of delay or non-performance continues for two months, the party
not affected may terminate this agreement by giving 30 days’
written notice to the affected party.

It is important to be aware of the difference between force ma-
jeure and the doctrine of frustration. Frustration is much narrower
and refers to the situation where an event occurs that renders it
physically or commercially impossible to perform the contract or
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Article 117, Contract Law

A party who is unable to perform a contract due to force majeure

is exempted from liability in part or in whole in accordance with
the impact of the event of force majeure, except as otherwise
provided by law. Where the event of force majeure occurred after
the party’s delay in performance, it is not exempted from liability.
Force majeure in this law refers to an objective circumstance that is
unforeseeable, unavoidable and insurmountable.

changes the obligation into a radically dif-
ferent obligation from that undertaken by
the relevant party at the time the contract
was entered into. The consequence of
frustration is that the affected obligations
are discharged. Because of the uncertainty
concerning the circumstances in which
frustration applies, the parties to a contract
usually prefer to include a force majeure
clause in the contract rather than rely on
the common law doctrine of frustration.

Unlike common law jurisdictions, China
has adopted the approach of civil law
jurisdictions in terms of including the
concept of force majeure in its written
law. The main laws in which the concept
appears are the Contract Law (articles

117 and 118) and the General Principles of
Civil Law (articles 107, 139 and 153). The
Contract Law provides as follows (see

Article 118, Contract Law

If a party is unable to perform a contract due to force majeure, it
must notify the other party in a timely manner so as to mitigate the
loss that may be caused to the other party, and must provide proof

within a reasonable period.
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Citation 1).

Article 94(1) of the Contract Law
provides that the parties to a contract may
terminate the contract if the result of force
majeure is that the purpose of the contract
cannot be realised.

The provisions in the General Princi-
ples of Civil Law are similar to the pro-
visions in the Contract Law. In addition,
article 139 of the General Principles of
Civil Law provides that a limitation period
may be suspended by force majeure (for a
discussion about limitation periods, see China Business Law Jour-
nal volume 7 issue 7: Limitation periods).

It is important to note that unlike the position in common
law jurisdictions, where the parties are free to include or exclude
force majeure clauses in the contract, the force majeure provisions
in Chinese law are considered to have mandatory application;
namely, the provisions apply irrespective of whether the parties
have included relevant clauses in the contract. In addition, the par-
ties cannot choose to limit or exclude the provisions by contract,
although it is possible to broaden their scope in the contract.

BB LTS FRIAEINFS T LBAFLENN, BITEERNRNEF AL EE, B2 EFRIE
HFHOBIBITFEE . BLEOIETE (BZEL: A ERLSOIENENNETE) B % 7 BEAF ‘%
L7 SRR BB X E, 1ZBH Vantage Asialtifik. LIALTIE, 1EEIER www.vantageasia.com

A former partner of Linklaters Shanghai, Andrew Godwin teaches law at Melbourne Law School in Australia,
where he is an associate director of its Asian Law Centre. Andrew’s book is a compilation of China Business
Law Journal’s popular Lexicon series, entitled China Lexicon: Defining and translating legal terms. The book is
published by Vantage Asia and available at www.vantageasia.com.
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