el B

HAN YI LAW OFFICES

www.hanyilaw.com
Shanghai Office Beijing Office
Suite 1801, Tower I, Huayi Plaza Unit B039, 12/F South Tower
2020 West Zhongshan Road 8 East Guanghua Dongli
Shanghai 200235, China Beijing 100020, China
Tel: (86-21) 6083-9800 Tel: (86-10) 5989-2212
Fax: (86-21) 6083-9811 Fax: (86-10) 5989-2296

January 27, 2014

To: Our Clients and Friends

Re: Major PRC Requlatory Updates on Shanghai FTZ

I. Overview

The China (Shanghai) Pilot Free Trade Zone (“Shanghai FTZ” or the “FTZ”) has been
officially established on September 29, 2013, following the approval by the PRC*
State Council on August 22, 2013.

Geographically, the FTZ integrated the existing four bonded areas in Shanghai (i.e.,
Shanghai Waigaogiao Free Trade Zone, Shanghai Waigaogiao Logistics Center,
Yangshan Bonded Port and Shanghai Pudong Airport Free Trade Zone) with a total
area of approximately 28.78 square kilometers (approximately 11 square miles) that
may further expand in the future.

Immediately before the establishment of the FTZ, the PRC State Council has released
the General Plan for Shanghai FTZ (the “General Plan), according to which, in order
to create an even freer and more liberal investment environment in Shanghai FTZ, a
comprehensive economic reform in terms of transformation of government functions,
financial system, trading services, foreign investment and taxation, among others, is
proposed to be experimented based on international standards in the FTZ.

Except for expressly setting out a list of six service sectors that will be further opened
up to foreign investors, the General Plan only laid out the outline of reforms in such
other areas as foreign exchange (or “forex”) and finance, leaving the detailed
implementing rules to be promulgated and further refined by other competent
government authorities.

Upon and after the establishment of Shanghai FTZ, the relevant PRC central
government authorities (including the State Administration for Industry and
Commerce or “SAIC”, the State Administration of Taxation or “SAT”, the People’s
Bank of China or “PBOC”, among others) and the Shanghai Municipal People’s
Government (the “Shanghai Government”) have formulated and released several
supporting rules and policies to further implement the reform principles provided
under the General Plan.

1 Solely for the purpose of this memorandum, “China” or the “PRC” refers to the People’s Republic

of China, excluding Hong Kong, Macau and Taiwan.



With the promulgation of the General Plan and other supporting documents, the
framework of FTZ’s policies have generally been established.

1.
1.

(@)

(b)

Major Regulatory Development in Shanghai FTZ
Foreign Direct Investment

Further Opening up of Some Six Service Sectors to Foreign Investors

Pursuant to the General Plan, some eighteen industries in six service sectors (i.e.,
financial services, business and trading services, professional services, social
services, shipping services and cultural services) are further opened up to foreign
investors in Shanghai FTZ. Certain qualification requirements on foreign
investors, limits on foreign shareholding ratio and restrictions on the scope of
businesses in which foreign investors may engage, among others, in these sectors
are abolished or suspended for implementation. In addition, the General Plan
also encourages multinational companies to establish, in the FTZ, their
Asia-Pacific regional headquarters and/or operating centers with integrated
functions of trading, logistics, settlement and etc.

Further, the detailed opening up policies in such areas as medical institutions and
value added telecommunication services in FTZ has also been provided recently.
For instance, according to the Interim Administrative Measures on Wholly
Foreign Owned Medical Institutions in Shanghai FTZ issued by the General
Office of the Shanghai Government on November 13, 2013, eligible foreign
medical institutions and their affiliates (including those from Hong Kong, Macau
and Taiwan) are allowed to establish wholly owned for-profit medical institutions
in Shanghai FTZ. Whereas outside of the FTZ, except that qualified services
providers from Hong Kong, Macau or Taiwan may establish wholly owned
hospitals in China and wholly owned sanatoriums or outpatient clinics in
Guangdong province, as a general rule, foreign investors currently are only
allowed to own no more than 70% equity interest in a PRC medical institution.

For foreign investments in value-added telecommunication services, pursuant to
the Opinions on Further Opening up of Value-added Telecommunication Services
in Shanghai FTZ (the “Opinions”) jointly issued by the Ministry of Industry and
Information Technology and the Shanghai Government on January 7, 2014,
foreign investors are now permitted to own over 50% equity interest in such
service fields as “application stores” and information storage-and-forwarding
business in FTZ. Additionally, service sectors including call center services,
onshore services for multiple-party communications, Internet access services and
onshore Internet VPN services will for the first time in mainland China, be
opened to foreign investors within the FTZ, and foreign investors will be allowed
to own up to 55% equity interest in the e-commerce businesses. Furthermore, in
order to engage in the value added telecommunication services provided by the
Opinions, the underlying entities should be registered in the FTZ with their
service equipment and facilities also located therein.  While Internet access
services are required to be operated within the FTZ, other value added
telecommunication services may be provided to customers outside of the FTZ.

Adoption of Negative List System for Foreign Investment

So far, general administration of foreign investments in mainland China is mainly
based on the Catalogue for Guidance of Foreign Investment Industries ((the
“Catalogue”, as amended from time to time), pursuant to which industries for
foreign investments are essentially divided into some four categories, i.e., the
encouraged, restricted, prohibited and permitted areas (the “Catalogue System”).
Under the Catalogue System, basically all foreign investment projects are subject
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to prior examination and approvals by competent offices of the PRC Ministry of
Commerce (or MOFCOM). Now in Shanghai FTZ, a so-called “Negative List”
management system is adopted on an experimental basis. Under the Negative
List system, only areas prohibited or restricted for foreign investments will be
singled out for government’s approval, while unless otherwise required by the
PRC State Council, foreign investments in all other areas will simply be subject
to filling and registrations with government authorities and will essentially be
treated as domestic Chinese investors in the FTZ. Meanwhile, PRC national
security review system is also proposed to be improved in Shanghai FTZ, under
which FDI and M&A related national security will be reviewed by local
authorities within the FTZ directly (rather than submitted to respective central
government authorities in Beijing) on an experimental basis.

In accordance with the Special Administrative Measures (Negative List) on
Foreign Investments in Shanghai FTZ (2013) (the “Negative List”) promulgated
by Shanghai Government on September 30, 2013, approximately 190
sub-categories of some 18 categories under the applicable PRC economic and
industrial classifications are spelt out in the Negative List, accounting for less
than 1/5 of the total 1,069 sub-categories under the classified national economic
industries, which means that over 80% of foreign investment projects in the FTZ
will no longer be subject to government approval system but the simplified
registration and filling requirements.

Compared with the currently effective Catalogue (2011 Version), the applicable
Negative List covered almost all prohibited foreign investment areas provided in
the Catalogue. It also provided in the Negative List that such fields as wholesale
of salt, auction of cultural relics, operation of cultural relic shops, direct or
indirect engagement in online games and Internet data center services that are not
expressly banned by the Catalogue but actually prohibited in practice for foreign
investments are not permitted in Shanghai FTZ either. In addition, the Negative
List spelt out specific requirements on several restricted foreign investment areas
(such as the financial service sector) based on the Catalogue and further provided
detailed restrictive requirements on foreign investments in such industries as
automobile manufacturing and air transportation that are generally encouraged or
permitted by the Catalogue.

Overall, however, the Negative List is not unexpectedly revolutionary. The
relevant government authorities indicated that they will manage to gradually

narrow down the Negative List from time to time, to further liberalize foreign
investments in the relevant areas.

Simplification of Administrative Procedures for Foreign Investments

With respect to the foreign investment entry administration in the FTZ, for those
outside of the Negative List, only such basic information as foreign investors’
qualifications and business areas/industries of the proposed investments will need
to be filed and recorded with the competent MOFCOM office. Since the focus
of the government’s administration will be shift from project pre-approval to
supervision of investment process and post-investment operation, the filing and
registration system presumably will work more efficiently. For foreign
investments within the Negative List, the pre-approval system still applies and the
competent MOFCOM office will substantively review and examine the investors’
qualifications, proposed investment areas/industries, investment amount, capital
contribution methods, constitutional documents of the investee companies, among
others, which process could be quite time consuming depending on the
complexity and transaction amount of the investment concerned.



With respect to corporate registrations, a so-called “one-stop acceptance window”
(i.e., an application acceptance and processing mechanism which integrated
functions of various local government authorities such as SAIC, SAT, the forex
bureau and the quality supervision bureau) is adopted in the FTZ, under which
completing a company registration procedure may only take several working
days.

2. Outbound Investments

Outbound investments by entities established within the FTZ are generally
encouraged by the General Plan.

In accordance with the Procedures of Filing Administration in Shanghai FTZ for
Outbound Investments promulgated by the Shanghai Government on September 29,
2013, except for certain outbound investments (such as investments in overseas’
energy/mining projects or to a destination country or region without diplomatic
relationship with China, establishment of overseas SPV and etc.) that will still be
subject to pre-approvals of competent government authorities, other outbound
investments will simply be subject to a filing and registration requirement with the
FTZ’s administration committee. This filing and registration process could be
accomplished within just a few working days in the FTZ, in contrast to some 4-8
weeks that approvals for an outbound investment will usually take outside of the FTZ.

In addition, the General Plan also promoted a general idea of establishing PE/VC
funds and funds of funds (or FOFs) within the FTZ with a focus on overseas equity
investments.

3. Reform of Company Registration System

(a) Requirements on Paid-in Registered Capital Is Removed

To facilitate reforms in Shanghai FTZ, the SAIC promulgated the Several
Opinions on Supporting the Establishment of Shanghai FTZ (the “Opinions”) on
September 29, 2013, according to which the FTZ SAIC office is authorized to
carry out filing and registration formalities for foreign-invested enterprises (or
FIEs) registered in the FTZ. In addition, pursuant to the Opinions, except
otherwise required by applicable PRC laws or administrative regulations, no
paid-in capital or minimum registered capital amount (e.g., RMB30,000 for a
limited liability company or RMB5 million for a company limited by shares) will
ever be required for corporate entities to be established within the FTZ.
Consequently, the paid-in capital amount will no longer be recorded on a
company’s business license, nor shall any capital verification report be required
for company registration. The amount and schedule of capital contributions to a
company will instead be determined by shareholders in the articles of association
of the company. It is noteworthy that this company registered capital reform has
also been adopted by the recently amended PRC Company Law, pursuant to
which, starting from March 1, 2014, all domestically funded corporate entities
will substantially follow the same registration requirements no matter they are
registered within or outside of the FTZ. However, for foreign invested
enterprises or FIEs that are established outside of the FTZ, the paid-in capital
requirements may still need to be followed until applicable laws and regulations
governing FIEs are amended.

(b) Publication of Enterprises’ Annual Reports to Be Adopted on Trial Basis

Since March 2014, annual inspections on enterprises in the FTZ will not be
subject to any administrative review or examination. Instead, a so-called
“publication system of enterprises’ annual reports” will be implemented, under
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which enterprises will only need to submit annual reports to the FTZ SAIC office
through an information publication system in a required period of time. All
annual reports submitted through such system will be open to the general public,
while the enterprises shall be responsible for the authenticity and legality of their
annual reports.  In addition, the FTZ SAIC office will build up a list of abnormal
enterprises to publicize names of the enterprises that failed to timely submit their
annual reports.  In general, compared with the enterprise annual inspection
system outside of the FTZ, the enterprise annual inspection formalities within the
FTZ will be greatly simplified.

(c) “Register Inside and Operate Outside of FTZ”

Subject to the General Plan which provided that all FTZ opening-up policies will
only apply to enterprises physically registered within the FTZ, their subsidiary or
investee entities established outside of the FTZ cannot enjoy any FTZ preferential
treatment so far. Nevertheless, in order to demonstrate the effects of FTZ
financial innovations and further opening-ups in service sectors, the local
Shanghai government authorities reportedly is exploring experiments that would
arguably allow enterprises registered in the FTZ to operate virtually outside of the
FTZ within the territory of Shanghai in the near future.

4. Reforms in Financial Sectors

In terms of financial reforms in the FTZ, rules and policies concerning banking,
insurance, investment and financing, forex and other areas have already been
promulgated which include, among others, the General Plan, the Circular of China
Banking Regulatory Commission on Issues Concerning Banking Supervision in
Shanghai FTZ (the “CBRC Circular”), the relevant reply of the China Insurance
Regulatory Commission (the “CIRC Reply”, specific name of this CIRC reply
somehow is not yet available to general public), the Capital Market Polices and
Measures to Support and Promote Shanghai FTZ (the “CSRC Measures”), and the
Opinions of the People’s Bank of China on Financial Support in Shanghai FTZ (the
“PBOC Opinions”).

(a) Banking Services

According to the General Plan and the CBRC Circular, qualified foreign banks
are allowed to establish subsidiaries, branch offices, special institutions and/or
Sino-foreign joint venture banks in the FTZ. Meanwhile, qualified investors
from domestic private sectors are also encouraged to establish, at their own costs
and risks, banks, financial leasing companies, consumer financing companies and
other financial institutions in the FTZ and to become shareholders of Sino-foreign
joint venture banks.

In terms of bank account management, the PBOC Opinions introduced an
innovative system under which bank accounts are categorized for management
and operation so as to facilitate the cross-border financing and investments while
in the meantime curbing hot money inflows via Shanghai FTZ and protecting the
real economy from strikes by international hot money speculations.

Specifically,

(i) Residents, including natural persons and enterprises, in the FTZ may open
Resident RMB/Foreign Currency Free Trade Account (the “Resident FTA”),
while non-FTZ residents may open Non-Resident RMB/Foreign Currency
Free Trade Account (the “Non-resident FTA”);

(ii) Free fund flows are allowed among Resident FTAs and between Resident
FTAs and Non-resident FTAs, offshore accounts and/or other onshore
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non-resident accounts outside of the FTZ;

(iii) Cross-border financing and undertakings may be carried out under Resident
FTAs or Non-resident FTAS;

(iv) Fund flows between a Resident FTA opened by a non-financial entity and
its other bank settlement accounts (except for those opened with onshore
banks outside of the FTZ) for current account transactions, repayment of
loans, industrial investments and other qualified cross-border trading
activities are allowed; and

(v) Fund flows between Resident FTAs and onshore bank settlement accounts
outside of the FTZ will be treated as cross-border fund flows from the
perspective of forex administration.

It is noteworthy that the aforementioned item (iv) is also interpreted as a
transitional and tentative step towards RMB convertibility under capital accounts
which we will have a further discussion below under section 3(a) of Part 111
hereof. It is expected that implementing rules on irregular fund flow monitoring,
penalties and etc. will be further promulgated by PBOC and/or other competent
government authorities.

Insurance Services

According to the CIRC Reply, it has developed some eight primary policies to
support the FTZ, which include, among others, the permission of establishment
of foreign-invested specialized health insurance institutions in the FTZ,
development of cross-border RMB-denominated reinsurance business, outbound
investments by insurance institutions registered in the FTZ, development of
shipping insurance business and liability insurance business.

Financing and Investments

In order to further facilitate trading, financing and investments and to deepen
opening up in the financial sector in the FTZ, the CSRC Measures and the PBOC
Opinions have specified series of policies based on the General Plan. Major
highlights include, among others:

(i) Cross-Border Investments by Individuals

According to the PBOC Opinions, qualified individuals working in the FTZ
may conduct outbound investments (including among others, securities
investment and investment in foreign private companies) and remit out of
China legitimate after-tax incomes. In addition, qualified foreign individuals
working in the FTZ may also open non-resident individual account in the FTZ
for onshore investments in China in line with applicable PRC laws.

However, qualification requirements in this connection are yet to be
formulated by PBOC and/or other competent government authorities.

(if) Overseas Financing

According to the PBOC Opinions, enterprises (whether domestically or
foreign-funded), non-banking financial institutions and other economic
organizations registered in the FTZ may borrow RMB or foreign currencies
from overseas entities.  In terms of borrowing overseas RMB loans, this will
arguably expand FTZ enterprises’ fund sourcing basis and help reduce
potential forex losses, while except for a few trial areas specifically approved
by the PRC government, domestically funded enterprises outside of the FTZ
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are generally not allowed to borrow overseas RMB funds,. However, issues
such as whether there is any quota for overseas RMB borrowing and how the
borrowings should be operated from the forex administration perspective will
need to be further clarified by PBOC or its designated agencies. It is also
noteworthy that pursuant to the PBOC Opinions, proceeds of overseas RMB
borrowings shall not be used for investments in securities, derivatives or
extension of entrusted loans.

(iii) Forex Administration

The PBOC Opinions proposed various measures to improve the forex
administration within the FTZ, among which simplification of procedures for
direct investments with the following major highlights is specifically
noteworthy:

v’ forex registrations and change registrations under direct investments are
delegated to banks and no longer subject to SAFE’s review and approval,
and

v’ entities in the FTZ are allowed to keep or settle their foreign currencies
under direct investment account based on their own willingness so long
as the authenticity of the underlying transactions could be ensured and
the relevant information will be completely collected.

Currently outside of the FTZ, foreign-invested enterprises are required to
complete forex registrations and change registrations (if any recorded
information such as company name, scope of business and registered address
is ever altered) with the competent local SAFE office. Additionally, to make
outbound investments, onshore PRC entities (no matter foreign invested or
domestically funded) are required to complete forex registrations with
competent local SAFE office before they come to banks for RMB settlements.
Now according to the PBOC Opinions, banking financial institutions in
Shanghai may conduct cross-border RMB settlements for entities in the FTZ
(except for those subject to Customs’ special monitoring) under current
account and direct investment account based on the three principles of
“knowing your client, knowing your business and due diligence”. From this
point of view, forex formalities for outbound investments in the FTZ are
significantly simplified. It is noteworthy though that detailed implementing
rules for cross-border RMB settlement involving individuals are yet to be
promulgated.

In addition, the PBOC Opinions also outlined several policies to further
streamline forex administrations in such aspects as removal of SAFE
approvals over financial leasing companies’ overseas leasing business,
simplification of outbound financing and payment procedures for
pre-payments in large-scale financial leasing projects and cancelation of
SAFE pre-approvals for outbound payment of secured interests by entities in
the FTZ.

5. Tax

In terms of taxation, the General Plan put forward several reformative policies
including those on income tax under investments with non-monetary assets and
individual income tax under equity incentive plans to stimulate investments.

To implement the General Plan, the PRC Ministry of Finance and SAT jointly issued

the Circular on Issues Concerning Policies for Enterprise Income Tax on
Restructurings including Investments with Non-Monetary Assets in Shanghai FTZ (the
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“Circular”) on November 15, 2013. According to the Circular, enterprises registered
and operated within the FTZ may calculate and pay enterprise income tax (or EIT) by
installments within less than 5 years for incomes derived from appreciation of assets
value under investments with non-monetary assets or other asset restructuring
transactions. The Circular addressed concerns of enterprises undertaking
investments with non-monetary assets or other asset restructurings that may
immediately subject them to a significant tax payment obligation for an appreciated
asset value before they can gain any real cash. It is also noteworthy that this Circular
is only applicable to establishment of new corporate entities and acquisition of
controlling stakes or substantial operating assets of other entities with non-monetary
assets.

With respect to such other proposed tax policies mentioned by the General Plan as the
deferred payment of individual income tax for investments by individual shareholders
with non-monetary assets, the installment payment of individual income tax for equity
incentive plans, and those favorable tax treatment to outbound equity investments and
offshore businesses, the details are expected to be clarified by SAT and/or other
competent government authorities in the near future.

I11. Comparison and FTZ Outlook
1. Comparison with Shenzhen Qianhai

Before the establishment of Shanghai FTZ, there have been established several
experimental areas or special economic zones with more or less features of free trade
zones throughout the country, for examples, Qianhai-Hong Kong Modern Service
Industry Cooperation Zone in Shenzhen (*Shenzhen Qianhai” or “Qianhai’”) and
Hengqin New Area in Zhuhai.  After the successful establishment of Shanghai FTZ,
several other Chinese cities and provinces including Guangdong, Tianjing and etc.
also submitted applications to the State Council for setting up their own pilot free
trade zones. As of the date hereof, over ten applications thereof have reportedly
been generally endorsed by the State Council. Based on the publicized
governmental papers, Shenzhen Qianhai and Shanghai FTZ seem to have shared some
similar polices, but also differentiated from each other with their own advantages.
For illustrative and general reference purposes, we discuss briefly below the major
difference between Shenzhen Qinhai and Shanghai FTZ.

» Advantages of Shenzhen Qianhai

Shenzhen Qianhai offered some preferential tax treatments and designated
supports to equity investment funds and talented individuals that are not yet
available in Shanghai FTZ. For examples, qualified enterprises in Qianhai may
enjoy a reduced EIT rate of 15%, while FOFs, foreign-invested equity investment
funds as well as qualified overseas elites and talents may enjoy favorable
treatments if they come to Qianhai. However, since the qualifications for
enterprises to enjoy reduced EIT rate and the specific plans for PE/VC investors
and talented people to enjoy favorable treatments somehow have not been
promulgated, there has not been great inflow of investments in Qianhai so far.

» Advantages of Shanghai FTZ

Shanghai FTZ initiated a much more comprehensive reform in financial sectors
than those in Shenzhen Qianhai, which include but not limited to foreign currency
and RMB settlement, forex administration, classification of bank accounts for
management, overseas financing by domestically funded entities. In terms of tax
incentive, although Shanghai FTZ did not adopt any favorable income tax rate, its
policy on deferred EIT payment for qualified assets restructurings could somehow
be beneficial to some enterprises.



Differentiated from Shenzhen Qianhai in virtue of functions, orientations and etc.,
Shanghai FTZ also implemented a series of reforms in the areas of foreign
investment and outbound investment, among which the Negative List system for
FDIs and streamlined administration system for both FDI and outbound
investments are innovations and breakthroughs in China.

More importantly, the promulgated and released FTZ rules by the PRC central
ministries and local Shanghai government authorities have generally refined the
outlines of the General Plan and presented a rather clear picture to investors and
other market players so that they could arguably in a better position to envision
their businesses and developments in the FTZ.

2. Potential Benefits of FTZ Policies to Investors

Generally speaking, investors could potentially benefit from the FTZ policies in
terms of the following aspects:

(i) the Negative List management system is generally favorable to foreign
investments;

(if) the further simplified and streamlined administration system of FDI/outbound
investment registration, forex, and etc. will facilitate investments and save
investors’ time and costs;

(iii) the abolishment of minimum and paid-in registered capital, the adoption of
deferred EIT payment under eligible asset restructurings and etc. could
potentially ease investors from restrains of cash flow shortage; and

(iv) the permission of establishment of foreign and private bank institutions in the
FTZ and borrowing of offshore RMBs by domestic FTZ entities, the
encouragement of legitimate financial innovations in the FTZ and etc. could
arguably revitalize capitals from private sectors and in the meanwhile
introduce rather cost-efficient financing choices to investors.

3. Expected Future Developments in FTZ

Note that as mentioned above, while FTZ policies have overall been in a good
shape now, implementing rules in such aspects as forex, financial and tax reforms
are yet to be further promulgated. Specifically, reforms in terms of RMB free
conversion, reduction of EIT rate and etc. that used to be heavily discussed and
highly expected by the public before the promulgation of the General Plan, have
not been touched by any government papers yet. Nevertheless, it is still wildly
anticipated that,

(i) conversion of RMB funds for capital account activities could expect a
breakthrough somewhere in 2014 with first batch of detailed implementing
rules to be promulgated before end of first quarter of 2014; and

(it) areduced EIT rate on eligible businesses and other preferential tax treatments
in the FTZ could still be expected as it is further built up towards a more
popular free trade and offshore finance center.

* * *

The above is a brief introduction and analysis of regulatory highlights in Shanghai
FTZ reforms as of the date hereof, which hopefully will serve as a useful reference to
you. This memorandum is for your information and general reference purposes only
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and may not be relied as PRC legal opinion in any event.

As always, if you have any question or comments, please do not hesitate to contact us
at inquiry@hanyilaw.com for a further discussion.

© Han Yi Law Offices
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