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China’s Recent Restrictions on Outbound
Investments by Chinese Companies

By Jenny (Jia) Sheng, Julian Zou and Yi Zhu
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Recently, several published rules and public comments by government officials
have sent a signal that the Chinese government will take certain measures to
tighten its control and supervision over outbound investment by Chinese
companies, especially in certain industries. Yet to be seen is whether these new
rules and policies, once fully implemented, will present significant legal
obstacles to outbound investment by Chinese companies. Chinese firms
engaged in overseas investments need to be aware of these new trends and to
prepare to adjust their strategic plans and overseas activities. At the same time,
we have also seen that Chinese government is taking concrete measures to
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further improve the legal framework for foreign direct investment into China.

Both Chinese and foreign investors may take advantage of the policy changes
to adapt their respective investment strategies in response to the challenges of
change.
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On November 29, 2016, the People’s Bank of China promulgated the Notification on Further Clarifications
on Overseas RMB Loans by Domestic Enterprises (YinFa [2016] No. 306) (Circular 306). Circular 306
aims at restricting the arbitrage activities of companies that convert offshore RMB into hard currencies and
engage in short-selling of offshore RMB, while stabilizing the RMB exchange rate. Circular 306 sets forth
some new requirements, including requiring pre-approval of overseas RMB loans, requiring equity
ownership between debtors and creditors, restrictions on the net outflow amount of RMB, and
requirements to tighten the control over intentional breach of loan agreements. Some requirements under
Circular 306 are also consistent with proposed measures that would tighten control over outbound
investment by Chinese companies in certain industries, as discussed below.
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Simultaneously with the publication of Circular 306, Reuters and some other news media in China also
reported that the State Administration of Foreign Exchange (SAFE) has adopted certain internal rules
cutting the maximum amount of overseas repatriation by companies established in China (including both
domestic companies and foreign invested enterprises) down from USD 50 million to USD 5 million,
requiring pre-approval with the SAFE for all overseas transfers by companies established in China of USD
5 million or more under capital accounts. These internal rules not only set forth new restrictions over
offshore investment by Chinese companies, but also apply to funds transferred between Chinese
subsidiaries and their offshore parents and affiliated companies. We have made informal telephone
consultation with the SAFE and some of its local branches regarding these new internal policies, and we
cannot get any confirming or denying comments from any of the government officials we have talked to.
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On December 6, 2016, officials from the National Development and Reform Commission (NDRC), the
Ministry of Commerce, the People’s Bank of China and the SAFE, in a press conference (Press Release),
stated that the government “will support domestic companies that have the ability and opportunity to make
real and legal outbound investment and to participate in projects relating to China’s ‘One Belt and One
Road’ strategy,” but that it “has also noticed some irrational investment activities in real estate, hotels, film
studios, the entertainment industry and sports clubs” and “has been alerted to potential risks in association
with overseas investment projects involving (a) large investment in business that is not related to the core
business of the Chinese investor, (b) outbound investment made by limited partnerships, (c) investment in
offshore targets that have assets value larger than the Chinese acquirers, and (d) projects that have very
short investment period.” The Press Release “suggests the companies to be cautious when making
outbound investment.”

Some insiders and professionals believe that Chinese government will soon publish a set of rules and
regulations with concrete measures to tighten the inspection and supervision of outbound investment
activities of Chinese companies, and that those rules and regulations will be broadly applied to outbound
investment in all industries. It is expected that domestic examination and approving authorities of outbound
investment projects will scrutinize the approval process from the perspectives of the source of the
investment funds, the qualification of the domestic investment entities and the quality of the overseas
target companies and/or assets, and that they will require the Chinese investors/acquirers to provide more
documents supporting their investment objectives, the estimated investment returns and the rationale of
the investment.
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It is also worth mentioning that while tightening the control over outbound investment by Chinese
companies, the Chinese government is also taking measures to lift restrictions over foreign investment into
China and simplifying the examination and approving process for foreign direct investment. In September
2016, the Standing Committee of the People’s Congress made decisions to make revisions to the relevant
provisions in the Wholly Foreign Owned Enterprises Law, Sino-Foreign Equity Joint Ventures Law, Sino-
Foreign Cooperative Joint Venture Law, the Law on Protection of Investment from Taiwan Enterprises and
Individuals, and some related administrative rules. Under those revisions, foreign invested enterprises
(including companies invested by Taiwan enterprises or individuals) in non-restricted industries no longer
have to be examined and approved by government authorities, and all such companies only need to file
with the government for the record upon formation and changes. The filing for record system for foreign
invested enterprises was later formalized by the Ministry of Commerce and the State Administration of
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Industry and Commerce under the Tentative Rules on Filing System for the Establishment and Information
Change of Foreign Invested Enterprises, published on October 8, 2016. NDRC and the Ministry of
Commerce also published a circular to clarify the industries in which foreign investments are still subject to
special administration (the so-called “Negative List”). On December 7, 2016, the NDRC and the Ministry of
Commerce issued the draft Seventh Edition of the Catalogue of Industries for Foreign Investment for public
comments, which draft further cuts down the restricted industries for foreign investment from 93 categories
in 2015 to approximately 60 categories.
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Uncertainties Relating To Outbound Investment Under Recent Trends
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In the Press Release, the overseas investment administrative authorities have emphasized their focus on
four types of offshore investment projects, namely, (a) large investment in business that is not related to
the core business of the Chinese investor, (b) outbound investment made by limited partnerships, (c)
investment in offshore targets that have assets value larger than the Chinese acquirers, and (d) projects
that have very short investment period. They have also specifically mentioned five industries: real estate,
hotels, movie theaters, the entertainment industry and sports clubs (collectively, the Targeted Industries).
We expect that some concrete measures will be published or internally adopted by Chinese government to
set forth stricter restrictions and approving requirements over those projects. We doubt that the
government will take a sweeping approach towards any investment projects falling into the Targeted
Industries and allow no flexibility whatsoever to grant conditioned approvals. We remain interested to see
how the Chinese government will set forth detailed restrictions and adopt reasonable and enforceable
rules.
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The questions yet to be resolved are as follows:
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1. How will the authorities define “large” and “core business” when deciding what is a “large
investment in business that is not related to the core business of the Chinese investor’? To
structure around this legal obstacle, is it possible for the Chinese investor to set up an acquiring
subsidiary in China with the same or similar business scope as the target company? Will the
Chinese government will set forth requirements on operating history (for example, two or three
years of operation) of such an acquiring subsidiary before it can make outbound investment? Also,
since the Chinese government has long required Chinese companies to “get bigger and get
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stronger,” many Chinese firms have already expanded their “core” business to cover many
different industrial areas or have already been organized as multinational or cross-industry
company groups, it will be very difficult, if not impossible, to clearly define the “core” business of a
company.
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2. Will restrictions over outbound investment by limited partnerships be expanded to
investment/holding corporations set up by such limited partnerships? Will the wholly owned
corporate entities set up by such limited partnerships in free trade zones also be covered by such
restrictions? To our knowledge, Shanghai Free Trade Zone has taken measures since the middle
of 2016 to restrict (or prohibit) establishment of investment entities within its geographic area for
outbound investment, and such restriction has been broadly applied to all companies’ entities that
have the word “investment” or “investment management” in their company names.

B=, NI BNFREE LA RIBIIIFTFE? [ FR L2 RN BB S0 B AR H i X5 B
Bl oy 1l 2 S B e N B INF R ?

3. How will the authorities define “investment in offshore targets that have assets value larger than
the Chinese acquirers™? Does it cover acquisition projects that allow acquisition by the Chinese
acquirer of target company’s assets in two or more different phases?
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4. Will outbound investment projects that fall outside of the Targeted Industries be subject to the
previous examination and approving standards and requirements? Our informal consultation with
approving authorities in Shanghai and Shenzhen indicates that authorities in those two cities will
still use the previous examination and approving standards, while our consultation with
government authorities in Zhejiang Province indicates that all examination and approval of
outbound investment projects has been suspended or ceased, pending further notification from
the central government.
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5. Last but not least, will the restrictions be applicable only to Chinese companies, or will they also
be applicable to investment activities outside of China by Sino-foreign equity or cooperative joint
ventures and wholly foreign owned enterprises? We have been helping some multinational
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corporations to restructure their regional business in Asia, and during the restructuring process,
many foreign invested enterprises or foreign invested investment enterprises in China will be
reorganized as the regional centers or headquarters, and will no doubt involve investment in and
shareholding of their overseas affiliates. What measures the Chinese government is to take to
tighten its control over outbound investment by Chinese companies and foreign invested
companies in China will have great effect over the decision-making process of these multinational
companies and offshore investors.
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Our Observations and Suggestions
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Tightened control over outbound investment, at least in certain industries, and over outflow of RMB and
foreign exchange by the Chinese authorities will no doubt require Chinese investors to be more cautious.
For example, Chinese investors shall be fully aware of the uncertainties and stretched timelines involving
the closing of offshore investment projects.
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We have also seen that Chinese government is taking concrete measures to further improve the legal
framework for foreign direct investment into China. The adoption of a filing system for foreign investment
and the publication of the “Negative List” are only part of the continuing efforts of the Chinese government
to retain and to attract more foreign investment. These measures also intend to address negative effects
on Chinese cross-border transactions and the overall Chinese domestic economy of recent international
political disturbances, to alleviate the pressure brought by the depreciation of RMB, to boost the
confidence of foreign investors and to encourage foreign investors to increase their investment in China.
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Any changes to policies and rules have to be in tune with economic development. Chinese investors have
become more mature and sophisticated in the international transaction and investment market, and on the
other hand, foreign partners and entrepreneurs have also come to understand the uniqueness of Chinese
commercial culture. We believe that continued improvement of the domestic infrastructure and legal
framework will encourage foreign investors to increase their investment in China and hence bring more
opportunities to Chinese companies. Both Chinese and foreign investors may take advantage of the policy
changes to carefully adapt their respective investment strategies to respond to the challenges of changes.
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We also believe that Chinese government will adhere to its policies encouraging Chinese companies to “go
global” but will set forth detailed and enforceable rules to regulate overseas investment activities. We will
work closely with our customers to design feasible outbound investment structures and to assist with the
overseas expansion and operation of our Chinese customers.
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We will pay close attention to future developments and continue our communications with the relevant
government contacts in order to offer updated suggestions and to assist our customers.

If you have any questions about the content of this Alert, please contact the Pillsbury attorney with whom
you regularly work, or the authors below.
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This publication is issued periodically to keep Pillsbury Winthrop Shaw Pittman LLP clients and other interested parties
informed of current legal developments that may affect or otherwise be of interest to them. The comments contained herein
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