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Update on Administration of Foreign Exchange for Direct Investment

19 November, 2012, the State Administration of Foreign Exchange (SAFE) announced the
circular ’Further Adjustments to Measures for the Administration of Foreign Exchange for Direct
Investment’ (“Circular 59”). In the circular, 35 administrative approvals are removed, 14 administrative
approvals are simplified, and most pre-approvals for routine operations are downscaled. This circular
becomes effective on 17 December 2012.

It needs pay attention on:

(1) Enterprises must still provide relevant documents for registration purposes. In other words, there is
no substantive change in terms of foreign exchange (’Forex’) control on direct investment.

(2) Owing to differing risk appetites and internal control requirements, banks may have varying
procedures during the initial implementation phase. Therefore, enterprises may spend more time dealing
with banks whose risk control is relatively weak or who are conservative in this regard.

Summary the three major changes below:

(1) Removes approval for bank account opening, cash remittance, and forex conversion, as well as
purchase and remittance in direct investment by foreign investors. Removes approval for domestic
transfer of forex in routine operations. Removes approval on reinvestment by foreign investors with
income obtained by legal means in China. Removes capital verification confirmation (CVC) procedures
for capital reduction. Removes CVC and registration requirements when a Chinese holding company
(CHC) reinvests in China.

(2) Reduces the types of forex accounts relating to direct investment. Simplifies management procedures
for forex capital conversion. Simplifies CVC procedures and SAFE registration requirements for share
transfer by foreign investment enterprises (FIEs) and the corresponding forex collection.

(3) Enables more accounts to be opened, and allow accounts to be opened in locations other than
business registration under direct investment. Relaxes the restrictions on forex purchases and
remittances for direct investment from different locations. Expands capital sources for overseas lendings,
which allows overseas holding company lending sourced from a domestic forex loan.

Impacts on enterprises

(1) Administration measures changing from approval to registration

Circular 59 shifts forex control from an approval system to a registration system. Previously:
(i) Enterprises applied to their local SAFE
(i) The local SAFE issued an approval certificate
(iii) Banks executed the remaining procedures.

Changed to:
(i) Enterprises submit required documents to their local SAFE
(i) SAFE sets the quota on cross-border cash transfer and forex convention via its Direct
Investment Forex Information System ("DIFIS")
(iii) Banks execute their handling procedures and update related information using DIFIS
(iv) SAFE conducts "off-site supervision” using DIFIS information.



(2) Reinvestment through CHC

After the policy adjustment, the proposed investee should register its reinvestment by CHC with its local
SAFE. Following registration, its bank can open a reinvestment account and transfer funds using DIFIS
registration information.

(3) Relaxed controls on lending overseas

According to a previous circular Hui Fa [2009] No. 24, a PRC enterprise could only provide loans to its
overseas subsidiaries. After the policy adjustment, an FIE is allowed to provide a loan to its overseas
parent company. Meanwhile, capital sources for overseas lending have been expanded, and overseas
lending sourced from a domestic forex loan by PRC banks is allowed. In such instances, an FIE may
remit the undistributed profit’ to its overseas parent company in the form of a loan. In this way, the FIE
will only be subject to 5 percent business tax and 25 percent corporate income tax on the interest income,
which to some extent defers the PRC tax liabilities to be imposed on ’dividend’ repatriation.

Nevertheless, Circular 59 still requires that the approved overseas lending be limited to the overseas
parent company’s share of profit in the Chinese subsidiary, which is the sum of the subsidiary’s
dividends payable and undistributed profits. Hence, FIEs making losses or breaking even, including
those with excess cash, still lack the practical means to finance foreign related parties with excess
domestic cash.

New regulatory breakthrough for foreign investment using equity of Chinese

company

21 September 2012, the Provisional Regulations for Capital Contribution to FIEs in Form of Equity
Interests (MOFCOM Decree [2012] No.8, hereinafter referred to as “Decree 8”) and made effective
from 22 October 2012.

Highlights of Decree 8

(I) Decree 8 is applicable to both domestic and foreign investors (hereinafter referred to as “Equity
Contributor””) who make equity contribution by using the equity interests that they own in existing
Chinese enterprises (hereinafter referred to as “Equity Enterprise”) to establish or modify the FIEs in
China (hereinafter referred to as “Investee Enterprise”).

(2) Valuation has to be conducted on the equity interests to be contributed as capital and capital
verification has to be done.

(3) 70% cap is imposed on non-cash capital contribution including equity contribution out of the total
registered capital of the Investee Enterprise.

(4) Equity contribution should be excluded from the registered capital and total investment when the
Investee Enterprise applies for foreign loan registration and duty-free import of equipment.



Scope of application

Decree 8 covers equity contribution in the following three scenarios:

(1) Setting up a new FIE

(2) Increasing the registered capital of an existing non-FIE and thereby converting it into an FIE;

(3) Increasing the registered capital of an existing FIE and thereby changing the shareholding structure
of the FIE

Please note that both Equity Enterprises and Investee Enterprises are required to be either limited
liability companies or joint companies properly established in China.

Decree 8 emphasizes that if the Equity Enterprise is FIE, it should be legally set up strictly in
accordance with the relevant foreign investment policies in China. In addition, the equity interests of a
real estate enterprise, apart from that of a China holding company and a foreign-invested venture capital
enterprise, cannot be used for equity contribution. In other words, foreign investors are not allowed to
make equity contribution by using equity interests in real estate companies. This is consistent with
China’s policy of restricting foreign investments in the real estate industry in a bid to combat the
overheating property market.

Decree 8 sets out the detailed application procedures for equity contribution transactions. The
application should be initially reviewed and approval by the approval authority in charge of the Investee
Enterprise.

The following table provides an illustration of the roadmap for obtaining approval, for your reference.
Application procedures

Step 1 | The Investee Enterprise or the Equity Contributor shall apply for the approval of equity
contribution with the approval authority in charge of the Investee Enterprise.

Step 2 | The approval authority in charge of the Investee Enterprise shall seek opinion from the
approval authority in charge of the Equity Enterprise where the Equity Enterprise is an FIE
registered in a different location. The opinion should be deemed to be “in agreement”, if it
were not reverted within the requisite 20-day timeframe.

Upon approval, the Investee Enterprise shall be issued an “FIE Approval Certificate”

marked with “Equity Contribution not yet Paid Up”.

Step 3 | Upon equity contribution, the Equity Enterprise shall apply to the relevant approval
authority for amending its shareholding structure accordingly. In case the shareholding
structure of the Equity Enterprise no longer comprises any foreign investors, its FIE
approval certificate should be de-registered.

Step 4 | The Equity Enterprise shall proceed with the post-amendment registrations with various
local-level authorities accordingly, including the State Administration for Industry and
Commerce, State and Local Tax Bureaus, Customs, State Administration of Foreign
Exchange, etc.

Step 5 | The Investee Enterprises shall then apply with the relevant approval authority for changing
its “FIE Approval Certificate” to be marked with “Equity Contribution Paid Up” and
proceed with the various post-amendment registrations accordingly.




The newsletter is merely provided to our clients and those who have interest in our business for
reference. We’ll do our best to ensure the accuracy of the information in the newsletter. We have to
remind you that the content in the newsletter is abstracted from relevant documents, and therefore in
practice the original documents should be used for reference. Meanwhile, we welcome all of you to
consult professionals in our firm regarding the information in the newsletter, and also welcome all of
you visit our website www.deancpa.com.cn. We will render affordable and value-added services to our
clients. If there is a discrepancy between Chinese and English versions, Chinese version will prevail.
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