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China Restricts Offshore Investments by Domestic
Companies

CHINA REGULATION WATCH?
January 13, 2017

By: Greg Pilarowski | Jack Chen

During much of 2016, China’s State Administration of Foreign Exchange ([ X 4N & =)
(“SAFE”), the ministerial level agency tasked with regulating foreign exchange matters, has
informally changed its policies to restrict the ability of companies based in the People’s Republic
of China (the “PRC” or “China”) to convert Renminbi into foreign currency for the purpose of
making offshore direct investments (“ODI”). These policy changes have taken place as China’s
economic growth rates decline and China experiences a weakening of its currency and a decline
in its foreign exchange reserves. This regulation watch provides background on China’s foreign
exchange controls, an overview of China’s written rules for ODI, and our “best guess” at SAFE’s
recent policy changes relating to ODI procedures based upon our contacts with various market
participants.

1. Background.

The Renminbi, China’s currency, which is also known as the yuan, is fully convertible under the
current account, which means that companies based in China may convert Renminbi into U.S.
Dollars or other foreign currencies to pay for things like services provided by an offshore
company or imported manufacturing component parts. The Renminbi is not fully convertible,
however, under the capital account. As a result, converting Renminbi into U.S. Dollars or other
foreign currency for purposes of making offshore direct investments or ODI is subject to certain
PRC government restrictions.

During the past several years, under the policy roughly translated as the “Going Global Strategy”
(ZE H 2 k%), the PRC government has encouraged PRC companies to make foreign
investments in order to obtain offshore resources, such as advanced technologies or important
raw materials. To implement this strategy, the PRC government issued various regulations which
simplified the approval process for ODI.

Starting in early 2016, however, SAFE began to adjust its policies to impose restrictions on ODI.
These restrictive measures generally involve detailed scrutiny of proposed ODI projects by banks
and SAFE, as well as the exercise of SAFE’s discretionary power to reject any ODI project.
Unfortunately, SAFE did not change its policies through an official public rule, but rather on an
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informal basis. As a result, information on many of these policy changes is generally only
available through informal contacts with market participants.

There have, however, been several formal rule changes that reflect the general policy shift
toward greater restrictions on ODI, including the following:

- $10,000 Bank Wire Reporting Rule. On December 28, 2016, the People’s Bank of China
(B A [R4R4T), which is the central bank of China, issued the Administrative Measures
regarding Reporting Large or Suspicious Transaction by Financial Institutions (4 @11
KENAE 7y A a] BE AT 7 i1 & P /M5, which will become effective as of July 1, 2017
(the “Bank of China Large Transaction Measures”). Pursuant to the Bank of China Large
Transaction Measures, financial institutions must report to the Anti-Money Laundering
Monitoring and Analysis Center of China (H [ 2 & Ml 73 #1 H1.0») any bank wires
initiated on behalf of an individual in the amount of US$10,000 or more to a bank outside
of China.?

- Application Letters for Individuals. Starting from January 1, 2017, SAFE requires PRC
banks to adopt a new system for converting Renminbi into foreign currencies. Under the
new system, PRC individuals are required to file a detailed application letter to the bank,
which must disclosure matters such as how and when they will use the foreign currency.®

Some proposed changes have been reported in the press but have not yet been released as actual
rules or requirements. For example, Nanyang Sin-Chew Lianhe Zaobao (% & #-1K), a
prestigious Chinese language news agency based in Singapore, reported that the PRC
government is considering requiring state-own companies to sell a certain percentage of their
foreign currency to the central bank in exchange for Renminbi.*

Other changes are unverified, however, but may very well also be correct. We understand, for
example, that the staff of certain PRC banks have been instructed to not share articles on their
WeChat groups that relate to Renminbi depreciation.

These formal and informal restrictions on foreign exchange come at a time when China’s
economic growth rate is slowing, and China is experiencing a weakening of its currency and a
decline in its foreign exchange reserves. China’s annual economic growth for 2015 was 6.9%,
while the annual economic growth rates for 2007 and 2010 were 14.2% and 10.6% respectively®.

2 See Article 5(4) of Administrative Measures regarding Reporting Large or Suspicious Transaction by Financial Institutions (4
RIAILR R BISE 5 R AT 8852 5 41 15 4 BR A1),
3 See “Journalist Experience Foreign Exchange Purchase Application Letter: More Detailed Options and More Complicated
Process (iC & AR IRHT ARG FIE 5. Wi )3 JiiFE B & 4%)” (Chinese) posted at ifeng.com.
4 See “China May Require State-Own Companies to Sell Foreign Currency in Order to Deal with RMB Depreciating and
Dropping of Foreign Exchange Reserve (R0} B /U A [ i 02 (A1 58 A /AL HH 1 5522 [ £ 55 1] 4570)” (Chinese) posted at
Zaobao.com.
5 See data on Nation Bureau of Statistics of China website.
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In addition, the Renminbi’s exchange rate against the U.S. dollar has fallen from its strongest
position of RMB 6.093 to US$1.00 on January 14, 2014, to RMB 6.937 to US$1.00 on
December 30, 2016. China’s foreign exchange reserves have also fallen from an all-time high of
US$3.993 trillion on June 30, 2014, to US$3.011 trillion on December 30, 2016.”

Dwindling Pile
Capital outflows and government intervention to defend the yuan
have eaten into the world’s largest foreign-currency stockpile.
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Source: Wall Street Journal®
2. Written Rules for Offshore Direct Investment.
In connection with China’s “Going Global Strategy”, as noted above, China adopted rules that

streamlined the approval process for offshore direct investment, or ODI. Pursuant to Article 8 of
the Measures for the Administration of Confirmation and Recordation of Overseas Investment

6 See data on Nation Bureau of Statistics of China website.
7 See foreign exchange data posted at SAFE website.
8 See “China Foreign-Exchange Reserves Keep Dropping” posted at WS].com.
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Projects (354 &% 101 H AZ 1H AN 4% 2245 J09%%), which was issued in May 2014 by the National
Development and Reform Commission (1E %<& J& fIlg $5 2% 51 2%) (“NDRC”), ODI projects are
subject to different approval authorities depending on (i) the investment amount and (ii) whether
the investment is considered “sensitive™:

— NDRC Approval. If an ODI project involves investments in “sensitive regions” (such as a
war zone) or “sensitive industries” (such as basic infrastructure or news media) (each
such project, a “Sensitive Investment”), or the investment amount is more than US$1
billion, then such investment must be approved by NDRC before it can be completed;

— NDRC and State Council Approval. If an ODI project is a Sensitive Investment, and the
investment amount is more than US$2 billion, then such investment must be approved by

NDRC and the State Council (& 45Fit) before it can be completed;

— NDRC Registration. If the investment amount of an ODI project is more than US$300
million but less than US$1 billion, and such investment is not a Sensitive Investment,
then such investment must be registered with NDRC before it can be completed;

— Local MOFCOM Registration. If the investment amount of an ODI project is less than
US$300 million and such investment is not a Sensitive Investment, then such investment
must be registered with the local branch of the Ministry of Commerce (7 55 )
(“MOFCOM”) before it can be completed.

In addition, according to Article 1 of the Notice of the State Administration of Foreign Exchange
on Further Simplifying and Improving Policies for the Foreign Exchange Administration of
Direct Investment ([ 2 4N R 5¢ - 3F— 25 i) A0 AN ook BB 0 M4 BB 1 3@ )
issued by SAFE in June 2015 (the “SAFE Simplification Notice”), SAFE has authorized PRC
banks to review and process ODI foreign currency exchange matters, and SAFE will only
indirectly oversee the process rather than being directly involved.

Since most ODIs are not Sensitive Investments and are less than US$300 million, under the
existing ODI regulating system, the governmental approval process is not that complicated. The
investing party generally need only (i) complete the registration process with the local branch of
MOFCOM, and (ii) work with their PRC bank to convert Renminbi into foreign currency.

3. Unwritten Rules for Offshore Direct Investment.

In the later portions of 2016, ODI projects became increasingly difficult to complete due to
challenges in converting Renminbi into foreign currency. According to our contacts in various
PRC banks and other market participants, although the local branches of MOFCOM are still
granting registration certificates for ODI projects within their scope of authority, PRC banks
have greatly reduced the conversion of Renminbi into foreign currency for ODI projects. We
understand that SAFE, which was supposed to only indirectly oversee foreign currency exchange
matters according to the SAFE Simplification Notice, is now directly and actively involved with
foreign currency exchange matters and is using this means to restrict ODI projects.
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Based on conversations with our contacts at PRC banks and other market participants, as well as
various domestic news sources, below is a summary of our “best guess” at recent ODI approval
practices.

Due Diligence. PRC banks are required by SAFE to conduct a detailed due diligence
process regarding proposed ODI projects, with such process including (i) confirming the
source of Renminbi proceeds to see whether the proceeds are from legitimate activities,
(i1) reviewing the investment documents, (iii) confirming whether the ODI project has a
legitimate purpose, and (iv) reviewing the financial statements of the PRC company to
see if it has a reasonable debt to asset ratio. In addition, SAFE has informally instructed
PRC banks that ODI projects are now generally discouraged, and thus the banks must
strictly enforce these due diligence requirements.

US$S5 Million Threshold. If the investment amount for the proposed ODI project exceeds
US$5 million, it will be much more difficult to convert Renminbi into foreign currency to
complete the transaction. For these transactions, local SAFE officials may require the
management team of the applicant company to visit the SAFE offices for in-person
interviews. Some PRC banks have indicated that if the investment amount exceeds US$5
million, they simply cannot convert the Renminbi to foreign currency and thus the
transaction cannot be completed. In addition, SAFE now requires a single bank to be
responsible for all currency conversions for an ODI project, making it difficult to split a
large transaction (which exceeds US$ 5 million) into multiple smaller transactions to ask
several banks to provide the foreign currency.

Prohibited Elements. According to a December 2016 joint press release regarding ODI
from NDRC, SAFE and other governmental agencies,” SAFE will have a negative view
toward an ODI project if the project involves any of the following elements:

— Investments into real estate, hotels, films, entertainment and athletic clubs;

— The ODI project is not related to the applicant company’s core business;

— An applicant company that is a limited partnership;

— Anewly established applicant company with less than one (1) year of operating
history; or

— Investment amounts that are large when compared to the scale of the applicant
company’s own business operations.

In addition to the above informal policies, SAFE is now a defacto decision maker for ODI
projects and appears to be exercising this approval authority on a case-by-case basis.

In the current macroeconomic environment, it does not appear as though the ODI approval
process will become easier in the near term. In addition, if China’s currency continues to weaken
and its foreign exchange reserves continue to fall, additional restrictions on ODI projects are
likely to be adopted. Due to the now cumbersome approval process and the significant chance of
failing to obtain the required approval, many PRC banks are advising their clients to avoid
pursuing ODI projects in the near term.

9 See press release posted at Xinhuanet.com.
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