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On March 15, 2019, the National People’s Congress adopted
and issued the PRC Foreign Investment Law, which will become
effective on January 1, 2020 as the first comprehensive law for
foreign investments in China. Compared with the draft released
by the Ministry of Commerce (“MOFCOM?”) for public comments
in 2015 (the “2015 Draft”), the formally issued version has been
significantly simplified, and shelved certain controversial issues
including the treatment of foreign investment adopting variable
interest entities (“VIE Structure”). Set forth below are our
observations on some key provisions of the Foreign Investment
Law:

1. Scope of foreign investments. Foreign investments are
defined as direct or indirect investment activities conducted
within China by natural persons, enterprises, or other
organizations of a foreign country. In addition to
numerating three specific types of foreign investment
activities (i.e., (i) establishing a foreign-invested enterprise
(“FIE”); (i) acquiring stock shares, equity interests, asset
interests, or other similar rights and interests of a Chinese
enterprise; (iii) investing in a new project), the Foreign
Investment Law also provides a catch-all clause referring to
“foreign investments in other forms as provided by law,
administrative regulations, or by the State Council”. With a
broad definition of foreign investment, the Foreign
Investment Law intends to generally subject all kinds of
foreign investment activities into its jurisdiction including
among others, establishment of FIEs, mergers and
acquisitions of Chinese enterprises by foreign investors,
strategic foreign investment in listed companies, domestic
investment by FIEs to other Chinese companies, and
serves as a unified and fundamental legal framework for
foreign investment activities.

2. Administration system for foreign investments. The
issuance of Foreign Investment Law lays a nation-wide
legislation foundation for the pre-access national treatment
plus negative list system. Foreign investments fall outside
the "negative list" will be entitled to national treatments. In
addition, the Foreign Investment Law also confirms in
principle some of the major administration systems in
foreign investment area currently implemented in practice,
including, the information reporting system, national
security review system and antitrust review system. To
show China's emphasis on promoting foreign investment
and protecting legal interests of foreign investors, the
Foreign Investment Law also set out principle rules on such
issues commonly concerned by foreign investors as fair
competition in government procurement projects, equal
participation in standard-setting, liabilities for infringement
of intellectual property rights of FIEs, free remittance of
profits and gains, prohibition on mandatory technology
transfer and among others. Given the related provisions
are quite general and in principle, it is expected that further
implementing regulations will be formulated to provide
more elaboration and clarity.

3. Impact on existing FIEs. After the new law comes into
force, the Sino-Foreign Equity Joint Venture Law, the
Foreign Enterprise Law and the Sino-Foreign Cooperative
Joint Venture Law (collectively, the “three FIE laws”) will be
repealed as of January 1, 2020, since which time the
organizational form and organizational structure of FIEs will
be mainly governed by the Company Law and the Law on
Partnership Enterprises. This may have the following
major implications on existing FIEs established under three
FIE laws:

The concept of “equity joint venture contracts” and
“contractual joint venture contracts” stipulated by three FIE
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laws will no longer exist under the Foreign Investment Law,
which means that the legal documents governing rights
and obligations of an FIE’s shareholders will mainly be the
shareholders agreements and articles of association of the
FIE. Since the Company Law compared to the three FIE
laws, set forth quite different rules on the internal
governance and management of a company/FIE (including
among others, the governance structure, voting
mechanism, corporate liquidation mechanism and equity
transfer restrictions), the Foreign Investment Law provides
a five-year transitional period for existing FIEs to change
their articles of association to conform with the Company
Law.

In addition, as a uniform regulatory regime on registered
capital will be applied to both domestic companies and
FIEs under the Foreign Investment Law and the Company
Law, the removal of total investment amount of FIEs will
make the “investment balance” concept (i.e., the difference
between the total investment amount and registered capital
of an FIE) loss its legal basis. As a result, the existing duel
mechanisms for confirming qualified foreign debt amount of
FIEs (i.e., the “macro-prudential management mechanism”
and “investment balance mechanism”) will become the
unified one with domestic companies.

As to whether existing FIEs should comply with the Foreign
Investment Law by reference, or continue to comply with
the three FIE laws before the new law takes effect, we
have made inquiries with a few local competent authorities
and they believe that the current foreign investments shall
continue to be subject to the three FIE laws, as the policy
guidance in this regard has not been issued by the State
Council yet.

A few major outstanding issues that remain unresolved.
Given the Foreign Investment Law only provides
fundamental and principle regulations and guidelines on
administration of foreign investments, it keeps silent on
some major practical issues which would need to be further
clarified by follow-on interpretation, clarification and
elaboration by competent authorities. Set forth below are
some of the issues mostly concerned by foreign investors:

(a) The nature and legality of VIE Structure. The 2015
Draft introduced the concept of “actual controlling” in
several provisions, clearly defined investment via VIE
Structure as a form of foreign investment subject to
the 2015 Draft and provided proposed solutions to the
existing VIE Structures after the new law comes into
effect. On the one hand, all the above have been
removed in the Foreign Investment Law; on the other
hand, however, the broad definition of foreign
investment in the Foreign Investment Law seems to
leave more room and flexibilities to include foreign
investment via VIE Structures and other forms of
foreign investments its regulatory regime. lItis
expected that further calcifications on whether the
ultimate actual controller standard will be employed in
the recognition of foreign investment and how to deal
with existing VIE Structure in practice will be issued
around the effectiveness of the Foreign Investment
Law.

(b) Application of existing foreign investment rules.
Though the Foreign Investment Law specify that three
FIE laws will be repealed after it takes effect, it fails to
provide clear guidance on the application of other
existing foreign investment rules, especially those
having similar or conflicting provisions. For example,
according to the Foreign Investment Law, only foreign
investments in the restricted industries or those in
negative list require approvals by MOFCOM or its
local counterparts, while the Provisions on Merger and
Acquisition of Domestic Enterprise by Foreign
Investors (Circular No. 10) provides that related party
mergers shall be subject to the approval by
MOFCOM, and the existing regulations governing
foreign invested partnership enterprises prohibits
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foreign investors from establishing partnership
enterprises in the restricted industries. Therefore, it
remains to be further explained by competent
authorities about whether the above foreign
investment rules will still be applicable after the new
law comes into force. For strategic investments in
listed companies by foreign investors, as the Foreign
Investment Law clearly provides that special rules of
the State on foreign investors’ investments in
securities market shall be followed, we understand
that the current regulations governing foreign strategic
investment in listed companies will remain in force and
prevail in this specific area.

With respect to the application of rules and guidelines on foreign
investment practice before the Foreign Investment Law comes
into effect and during the 5-year transitional period, we believe
that related implementing rules will be issued by State Council in
order to address the uncertainties and secure a smooth transition
of the foreign investment administration system. Revisions and
clean-ups on existing foreign investment regulations except three
FIE laws will also be expected. We will continue to monitor and
timely update interested investors of major developments in this
connection.
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On March 3 and March 24, the Shanghai Stock Exchange
released a series of Questions and Answers on Examination and
Approval of Issuance and Listing of Stocks on the Science and
Technology Innovation Board (the “Sci-Tech Innovation Board
Answers”), setting forth 32 standards for examination and
approval of issuance and listing on the sci-tech innovation board.
Subsequently, the China Securities Regulatory Commission
(“CSRC”) issued the Answers to Several Questions about Initial
Public Offerings (the “IPO Answers”, together with the Sci-Tech
Innovation Board Answers, the “Answers”) on March 25,
providing clarity on 50 questions most commonly faced by
existing IPO applicants. It is noteworthy that, the answers and
standards set out in both the Sci-Tech Innovation Board Answers
and the IPO Answers with respect to such hot IPO issues as
identification standards for actual controllers and “three types of
shareholders”, valuation adjustment mechanism, introduction of
new shareholders shortly before or after IPO application, and the
lock-up periods and among others are generally consistent,
which means the sci-tech innovation board, main board and
others boards adopt similar examination and approval criteria in
terms of such issues. Set forth below are some notable changes
in the Answers:

1. Requirements on VAM arrangements clarified. The
Answers clarified and emphasized that all valuation
adjustment mechanism (VAM) or similar arrangements
(“VAM Arrangement”) should be cancelled before
submission of a formal IPO application, unless the VAM
Arrangement meet all of the following requirements: (i) the
issuer is not a party to the VAM Arrangement; (ii) the VAM
Arrangement will not result in a change of control of the
issuer; (iii) the VAM Arrangement is not linked to the
market evaluation of the issuer; and (iv) the VAM will not
lead to severe adverse impact on sustainable operation of
the issuer or interest of other investors. In addition, for the
qualified VAM Arrangements among shareholders of a
company per the foresaid requirements, if the parties to
such VAM Arrangements intend to keep such
arrangements effective after the company’s IPO, the
company shall fully disclose the terms, potential impact and
risks of the VAM Arrangements, and its IPO sponsor and
legal counsel shall review and provide their respective
professional opinions on whether the VAM Arrangement
has fulfilled the requirements.
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Disclosure requirements for three types of shareholders
relaxed. For IPO applicants with “three types of
shareholders” (i.e., the contractual funds, trust plans and
asset management plans), though the key examination
requirements remain unchanged (e.g., the controlling
shareholder, the actual controller and the largest
shareholder of an issuer shall not be three types of
shareholders, any shareholders that fall within the three
types have been registered and filed with relevant
regulators, and any shareholders with highly leveraged and
multi-level nested structure shall be rectified and cleaned
up), CSRC no longer emphasizes look-through disclosure
requirement on three types of shareholders. An IPO
applicant may make disclosures with respect to its three
types of shareholders just according to the general rules
on information disclosure for IPO while the intermediary
institutions shall specify whether the three types of
shareholders include controlling shareholders, actual
controller, executives or their close relatives, and whether
the intermediary institutions or their signatories hold any
interest in the three types of shareholders either directly or
indirectly.

The issuance of the Answers will to some extent enhance the
transparency and openness of IPO examination and approval
process, and also reflects a gradual adjustment of the current
IPO examination and approval system with the push of
registration system under sci-tech innovation board. We will
continue to monitor and timely update the interested investors of
future major regulatory developments on IPO approval and
examination.

These updates are intended for information purpose only and are not a legal advice or a substitute for legal consultation for any particular case
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