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Memorandumto: Our Clients and Friends

Re: Circulation of Collectively-Owned Land Use Rights
for Construction Purpose — Current Status and Future Trends

Under applicable PRC laws, circulation® of the right to use? collectively-owned land
for construction purpose (the “Construction Purpose COL”) is subject to strict
restrictions. Generally speaking, the right to use Construction Purpose COL is not
allowed to be sold, leased, mortgaged transferred or otherwise circulated to any
person who is not a “member”* of the collective economic organization owning such
land, subject only to very few exceptions. On the one hand, this results in the
inefficient utilization of the Construction Purpose COL and a notable disparity
between the prices of the-Construction Purpose COL and the construction purpose
state-owned land. On the other hand, due to the high price and the limited supply of
the construction purpose state-owned land, quite a lot of entities (especially private
companies in relatively more developed areas of the country) have been trying to use
Construction Purpose COL to build factories, register companies or engage in
business operations through various grey area practices, which may not only
jeopardize both the land users and the land suppliers, but also discourage the
establishment of an organized platform for circulation of the Construction Purpose
COL.

During the last decade, various PRC government authorities at both central and local
levels (as represented by the Ministry of Land and Recourses or “MLR”’, and its local
counterparties) have been exploring some pilot reforms to permit limited circulation
of the Construction Purpose COL on regional basis, which process was started-in
certain areas in Jiangsu and Guangzhou provinces, and has now been expanded to
many major cities and provinces in China, such as Chongging, Chengdu, Shanghai,
Zhejiang, Anhui, Hubei, Hebei, Henan, Dalian and Nanjing. ' MLR has repeatedly
showed its support to local pilot reforms with respect to the circulation of the

! Circulation of a piece of collectively-owned land usually refers to sale, transfer, lease,
mortgage or assignment of the right to use such land.

2 Under applicable PRC law, unless it is converted into a piece of PRC state-owned land,
ownership of any collectively-owned land is prohibited to be sold or otherwise transferred.

¥ A member of a collective economic organization (which in most cases is a village in China)
usually refers to a villager living in such a collective economic organization based on Chinese
residential registration system (or Hukou system), or a rural or township enterprise established
and controlled by such collective economic organization or a group of its members.



Construction Purpose COL in its multiple rules, notices, circulars and regulations, in
an effort to improve the utilization efficiency of the Construction Purpose COL, to
revitalize land resources in rural areas and to facilitate the new countryside
construction campaign/ ## #7# itz 5.

In this memorandum, Han Yi lawyers have summarized and briefly analyzed several
typical cases where a person who is not a member of any collective economic
organization (the “Non-Rural Member”) is allowed to use the Construction Purpose
COL based on existing PRC laws and practice, and provided some observations-on
the regional reforms and future development trends in connection with circulation of
the Construction Purpose COL for your general reference.

I. Legislative Overview

In China, the purpose of use for a piece of land (including collectively-owned land
and state-owned land) is under the state’s stringent control.  Pursuant to the state’s
overall land utilization planning, land in China is generally classified into the
following three categories in terms of purpose of use: (a) land for agriculture purpose
of use (or agricultural land), (b) land for construction purpose of use (or construction
land), and (c) unutilized land. According to the PRC Land Administration Law,
construction land refers to the land, whether owned by the state or collective
economic organizations, used for building up all kinds of constructions, including
without limitation, residential houses, office buildings, public infrastructures,
manufacturing and mining plants, transportation and water resource facilities, tourism
sites and military facilities. The Construction Purpose COL refers to construction
land owned by rural collective economic organizations. Conversion of any
agricultural land into construction land is strictly limited.

Pursuant to applicable PRC laws and regulations, under most circumstances the
Construction Purpose COL can only be used by rural collective economic
organizations and/or their members for limited purposes. To be more specific, in
accordance with the PRC Land Administration Law and its implementing rules, no
one can use any Construction Purpose COL except for the following circumstances: (i)
subjectto approvals of the competent government authorities at county or upper level,
a rural community can use the Construction Purpose COL owned by the rural
collective economic organization to which it belongs, to set up a township enterprise;
(i) members of a rural collective economic organization can use the Construction
Purpose COL owned by such rural collective economic organization to build up
self-use residential houses upon approvals of the competent government authorities;
(iii) the Construction Purpose COL can be used for building up public infrastructures
and/or constructions for public welfare undertakings subject to approvals of the
competent government authorities at county or upper level; or (iv) an entity or
individual may obtain the land use right of a piece of the Construction Purpose COL
that was legally owned by a township enterprise as a result of the bankruptcy or
mergers and acquisitions of such township enterprise or due to other reasons
permitted by law. Except for the aforesaid circumstances, no one is allowed to use
any piece of collectively-owned land for non-agricultural purpose unless such piece of
collectively-owned land is legally converted into state-owned land.

.- Common Practice for Utilization of Construction Purpose COL by
Non-Rural Members

1. Conversion of Construction Purpose COL into State-Owned Land
As mentioned above, in most cases, if a Non-Rural Member wishes to use a piece

of Construction Purpose COL, such land should firstly be converted to a piece of
state-owned land upon approval of competent government authorities. The



Non-Rural Member may then apply to use the converted land according to
applicable procedures (most probably through a public invitation for bid, auction
or listing procedure).

Under the current PRC legal framework, conversion of a piece of Construction
Purpose COL into state-owned land is the most traditional way for Non-Rural
Members to use Construction Purpose COL with the least legal risks and
uncertainties. Particularly in some emerging industrialized areas, it is widely
seen that local governments expropriate collectively-owned land from relevant
rural collectives, convert it to the state-owned construction land and then grant
such land through applicable procedures to a Non-Rural Member for the
construction of public infrastructures, factories, commercial facilities, cultural
and educational facilities, commercial real estate projects, among others.
However, for most land users, the aforesaid practice seems rather costly and
time-consuming as it involves multiple governmental approvals as well as
complicated and high economic compensations to the land owners.

Lease of Buildings Situated on Construction Purpose COL

Under applicable PRC laws, generally speaking, when a building situated on a
piece of state-owned granted land with a legal, transferable and clean title is
transferred, leased or otherwise disposed of, the use right of the underlying land
should be transferred, leased or disposed together with such building. The
aforesaid principle (usually called “House and Land Integration Principle/ 4 4~
— /7 JP") nowadays is also applied to the lease of buildings situated on the
Construction Purpose COL by Non-Rural Members.

In many rural areas, leasing buildings on the Construction Purpose COL had been
recognized by local courts as-a legally feasible approach for Non-Rural Members
to use the Construction Purpose COL.. - For instance, the Higher People’s Court
of Guangdong Province has expressly provided in its Guiding Opinions on
Several Issues Concerning Disputes Arising from Grant, Transfer and Lease of
Rural Collectively-Owned Land for Non-Agricultural Construction Purpose (Yue
Gao Fa Fa [2001], No. 42) that lease contracts with respect to buildings or other
structures situated on the Construction Purpose COL could generally be upheld so
long as such buildings or structures are legally constructed with all applicable
registrations and approvals obtained from competent government agencies. As
this approach is more straightforward and cost and time efficient for Non-Rural
Members to use the underlying Construction Purpose COL and the legal risks
associated therewith are relatively controllable especially when expressly
supported by local courts, it is quite popular in practice for the time being.

Other Attempts

In some more developed rural areas, there is another commonly seen attempt
where a Non-Rural Member typically enters into an investment or cooperation
agreement with the rural collective economic organization owning the relevant
Construction Purpose COL, under which agreement, (i) with all funds provided
by the Non-Rural Member, the rural collective organization will construct
buildings on the underlying Construction Purpose COL in the name of a township
enterprise and in accordance with the Non-Rural Member’s requirements; (ii)
once the desired buildings are completed, the Non-Rural Member will be entitled
to use such buildings for a relatively long time period (normally between 30 t050
years); and (iii) upon expiration of the agreed time period, the township
enterprise will usually have the right to take back such buildings as well as the
underlying Construction Purpose COL for free.



Compared with the approach of directly leasing completed buildings on the
Construction Purpose COL as described under Section 2 of Part Il above,
arrangements under this cooperation/investment approach will provide more
flexibility to both the land suppliers and the land users, as it greatly relieves the
land supplier’s financial pressure in terms of providing qualified buildings.
Moreover, the buildings concerned could also be designed to meet the land user’s
specific requirements. On the other hand, however, parties using this
cooperation/investment approach will probably face more legal risks, since in
order to obtain the relevant legal title certificate for the desired buildings, the land
supplier needs to go through multiple government approval procedures which are
quite time-consuming and may have uncertainties. ' If the land supplier finally
fails to obtain the relevant title certificate for the desired buildings, the underlying
investment or cooperation agreement will highly likely be deemed as a disguised
form of leasing Construction Purpose COL instead of buildings situated thereon
by Non-Rural Members, which as introduced above, is forbidden by applicable
PRC laws and therefore may not be upheld by the competent courts.

In addition to the above-mentioned common practices, Non-Rural Members may also
indirectly use the Construction Purpose COL by setting up township enterprises with
rural collective economic organizations who may invest the land use right of the
underlying Construction Purpose COL to the township enterprises as their capital
contributions. However, since there are quite some apparent disadvantages
associated with township enterprises (such as the township enterprises are required to
be controlled by the rural collective economic organizations pursuant to applicable
PRC laws, while rural collective economic organizations are often characterized with
unclear ownerships and inefficient administrations) which in turn make them difficult
to succeed, Non-Rural Members rarely choose to establish joint ventures with rural
collective economic organizations nowadays. - Besides, where an-enterprise legally
owning the use right of a piece of Construction Purpose COL goes bankrupt, or is
merged or consolidated with another entity, the Non-Rural Member taking over such
enterprise’s assets or equity interest through legal procedures may also acquire the
land use right of the underlying Construction Purpose COL as long as there are
buildings or structures with legal titles situated thereon.

It is also noteworthy that while lacking nationwide laws or regulations governing the
use of the Construction Purpose COL by Non-Rural Members, the demand for
circulation of the Construction Purpose COL remains strong in practice. As a result,
illegal circulation or use of the Construction Purpose COL is quite common in many
localities, although such practice will unlikely be upheld by the courts.

I11. Pilot Reform in Guangdong Province

Since late 1990s, some areas in such provinces as Guangdong, Jiangsu and Anhui
started to explore pilot reforms with respect to the land use right circulation of the
Construction Purpose COL to Non-Rural Members.  In October 2004, the State
Council issued the Decisions on Deepening Land Reform and Strengthening Land
Administration (Guo Fa [2004] No. 28) and explicitly showed its support to the legal
circulation of the land use right of the Construction Purpose COL as long as such
circulation complies with the relevant land utilization planning. Encouraged by the
supports from the State Council and other government authorities at the central level,
regional pilot-reforms with respect to circulation of the Construction Purpose COL
have gradually been adopted by most major provinces and cities in China, including
among others, Zhejiang, Hebei, Hubei, Henan, Shanghai, Chongqing, Nanjing,
Chengdu and Dalian.  Under such regional pilot reforms, a Non-Rural Member is
allowed to lease, purchase or otherwise obtain the use right of the Construction
Purpose COL to engage in various business operations by entering into private
agreements with the relevant land owners or through a public invitation for bid,



auction or listing process.  Set forth below is a brief introduction of the regional pilot
reform adopted by Guangdong province for your general reference.

(@) Major Contents of the Reform

Guangdong province is among the places firstly adopting pilot programs that
allow the Construction Purpose COL circulation to Non-Rural Members, and its
pilot rules could be deemed as a representative sample of other pilot areas. - The
Administrative Measures of Guangdong Province for Circulation of the Right to
Use of Collectively-owned Land for Construction Purposes, serving as the major
legislative basis for Guangdong’s pilot reform, has covered most major aspects of
the land use right circulation with respect to the Construction Purpose COL,
including among others, the permitted purpose of use for the land to be circulated,
the permitted maximum term of the land to be circulated, circulation procedures
and distribution of circulation proceeds:

(1) - Permitted Purpose of Use: In addition to be used pursuant to the PRC Land
Administration Law as introduced under the second paragraph of Part |
above, in accordance with the Guangdong pilot program, the Construction
Purpose COL is also allowed to be used by Non-Rural Members (including
without limitation, state-owned entities, urban collectively-owned
organizations, private companies, domestic individuals and foreign invested
enterprises) for business operation purposes, but in no event such land may
be used for commercial or residential real estate development. This has
significantly lifted the restrictions on the use of the Construction Purpose
COL by Non-Rural Members as provided under the PRC Land
Administration Law.

(i) Circulation Methods and Restrictions: - According to the Guangdong pilot
program, the owner or user of-a piece of the Construction Purpose COL may
circulate the use right of such land to Non-Rural Members by way of grant
or lease (“Initial Circulation/#1/x %% "), transfer or sublease (“Secondary
Circulation/f5 X #™), or mortgage (together with the Initial Circulation
and the Secondary Circulation, collectively, the “Circulation”). However,
no Circulation is allowed in any of the following situations: (i) the proposed
purpose of use of the land contradicts with the overall land utilization
planning or any urban or rural zoning plans; (ii) the legal title of the land is
in dispute; (iii) the land is subject to judicial or administrative procedures; or
(iv) the land is designated to build up self-use residential houses for the
members of the rural collective economic organizations (except that the land
is circulated as a result of legal transfer, lease or mortgage of the buildings
or structures situated thereon).

(iii) Circulation Procedures: Pursuant to the Guangdong pilot program, with
respect to a piece of Construction Purpose COL, the Initial Circulation and
mortgage of the underlying land use right should be approved by at least 2/3
members of the villagers’ committee (or 2/3 representatives of the villagers)
of the collective economic organization that owns such land. If anyone
intends-to use the Construction Purpose COL through Initial Circulation for
commercial purposes such as constructing shopping malls, hotels,
restaurants, tourism sites or entertainment projects, such Initial Circulation
must be conducted by reference to the land granting procedures applicable to
the state-owned land with the same purpose of use (i.e., through a public
invitation for bid, auction or listing procedure).

Unlike the Initial Circulation, procedures for a Secondary Circulation are
quite straightforward. In order to obtain the relevant land use right



(b)

certificate, the parties to a Secondary Circulation only need to enter into a
land use right transfer or lease contract in writing and go through relevant
registration procedures with competent land administration authorities.
Neither approval from villagers’ committee or villager representatives of the
relevant collective economic organization, nor public auction or listing
procedure is mandatorily required in the case of a Secondary Circulation.

(iv) Circulation Term: The maximum term of the right to use the Construction
Purpose COL achieved in an Initial Circulation is essentially the same as that
applicable to a piece of granted state-owned land with the same purpose of
use. The term of the land use right with respect to the Construction
Purpose COL achieved in a-Secondary Circulation should be no more than
the remaining term of the land use right concerned (i.e., the term obtained in
the Initial Circulation minus-the term that has lapsed from the Initial
Circulation through the Secondary Circulation). Upon expiration of the
circulation term, the land owner is entitled to take back the underlying land
for free and the disposal and/or distribution of the buildings and other
constructions situated thereon should be dealt with in accordance with the
relevant land use right grant or lease agreement entered during the Initial
Circulation.

(v) Distribution of Circulation Proceeds: The proceeds derived from Initial
Circulation of a piece of Construction Purpose COL should be treated and
managed as the property collectively owed by the members of the relevant
collective economic organization. A minimum of 50% of such proceeds
should be deposited in a special bank account opened with-the relevant rural
credit cooperative bank and should only be used to improve social welfare
conditions for the members of the underlying rural collective economic
organization.

We noted that most of the above-mentioned aspects with respect to the pilot
reform of Construction Purpose COL circulation in Guangdong province have
also been covered by regional reform schemes in other pilot provinces or cities.
For matters described under items (i), (ii) and (iv), other pilot areas adopted
similar policies as Guangdong province does while they also introduced some
different practices on matters such as land circulation procedures, distribution of
circulation proceeds, among others. For example, in some pilot areas, approvals
from competent government authorities are also required for Initial Circulation of
the Construction Purpose COL in addition to consent from villagers’ committee
or villagers’ representatives of the relevant rural collectives; and some pilot areas
allow local government to share a portion of the proceeds derived from the
Construction Purpose COL circulation with the rural collectives owing the
underlying land.

Pilot reforms allowing land use right circulation of the Construction Purpose
COL significantly speed up China’s land supply market transition from a
“double-track system” to a uniformed and streamlined land supply market.
Thanks to such pilot reforms, in the pilot areas, the use right of the Construction
Purpose COL has gradually been integrated into a market-oriented land supply
system, and Non-Rural Members are able to use the Construction Purpose COL
in a way almost the same as they use the state-owned granted land for
construction purpose.

Conflicts Between Regional Pilot Schemes and Applicable PRC Laws

Since most of the pilot schemes are formulated and implemented by local
government authorities on regional basis, theoretically speaking, the legal effect



of such local rules would be challenged if they conflict with applicable laws or
regulations promulgated by upper level legislation authorities (e.g., the PRC Land
Administration Law promulgated by the Standing Committee of the National
People’s Congress). However, from a practical perspective, it seems that legal
risks associated with such local pilot rules are generally remote, because as
mentioned above, both the administrative and judicial authorities at the central
level have publicly expressed their supports to the local pilot reforms for several
times in the past years. For example, as mentioned above, the State Council has
showed its support in its Decisions on Deepening Reform and Strengthening
Administration of Land to the legal circulation of the-Construction Purpose COL
in villages, towns and organic counties as long as such circulation complies with
applicable land utilization planning and zoning plans. - Further, to support the
pilot land reforms, the Supreme People’s Court, the state’s highest judicial agency,
issued the Several Opinions on Providing Judicial Guidance and Legal Service to
Promote Reforms and Developments of Rural Areas (Fa Fa [2008] No. 36) in
December 2008 and required local courts to properly balance the legislative
innovation and the stabilization of currently effective laws and regulations with
higher legal effect when hearing cases involving the Construction Purpose COL
circulation and try to avoid negative impacts that their judicial practices may
cause to the reforms of the Construction Purpose COL circulation. It is also
noteworthy that China has recently initiated another round of amendments to the
PRC Land Administration Law. Restrictions on the Construction Purpose COL
circulation under current legal framework are expected to be significantly lifted
by the proposed new amendments.

IVV. Overview of Future Trends

Regional pilot reforms with respect to the Construction Purpose COL circulation are
an important part of the overall collectively-owned land reform and new countryside
construction campaign-in China. Based on the supportive attitudes of competent
administrative and judicial authorities expressed in the last decade and the favorable
developments of the regional pilot programs launched in many places in China, it is
fair to expect that a unified nationwide construction purpose land supply market
across both urban and rural areas will be established in the near future and circulation
of the collectively-owned land will gradually be consistent with the state-owned land.
Major breakthroughs in this connection may include, among others:

(@) Anationwide legal system allowing circulation of the Construction Purpose COL
will probably be formulated based on the experiences obtained from the regional
pilot reforms.  Although many provinces and cities in China have adopted
regional pilot reforms to permit Non-Rural Members to use the Construction
Purpose COL under certain circumstances, the PRC Land Administration Law,
the state’s fundamental law dealing with the overall land supervision and
administration still restricts the Construction Purpose COL circulation to
Non-Rural Members for the time being. It is reported however that the
aforesaid situation may be changed by the proposed amendments to the PRC
Land Administration Law by lifting or removing such restrictions. It is also
predicted that MLR and other competent government authorities may further
formulate implementing rules-after the PRC Land Administration Law is
amended to provide explicit guidance on the Construction Purpose COL
circulation in the near future, which point had already been mentioned by MLR
inits Several Opinions on Promoting Steady Development of Agriculture,
Sustainable Growth of Farmers’ Income and Enhancing Balanced Development
of Urban and Rural Areas (Guo Zi Fa [2009] No. 27) in March 2009.

(b) Aregistration system is likely to be established and implemented as to who has
the ownership and use right of relevant collectively-owned land. MLR, the



Ministry of Finance and the Ministry of Agriculture have jointly required in the
Notice on Accelerating Works Concerning ldentification, Registration and
Licensing of Relevant Rights of Collectively-Owned Land issued in May 2010,
that local governments at various levels should ensure the ownership of each
piece of collectively-owned land to be clearly identified and confirmed by the
end of 2012, and the land use right of the Construction Purpose COL is not
allowed to be circulated unless its legal title has been clearly confirmed. In
November 2011, MLR, the Central Rural Work Leading Group, the Ministry of
Finance and the Ministry of Agriculture further issued the Several Opinions on
Identification, Registration and Licensing of Relevant Rights Concerning
Collectively-Owned Land, providing detailed guidance on the scopes, subjects,
applicable rules, techniques and standards with respect to the identification and
registration works on the ownership and land use right of rural
collectively-owned land.

(c) An appropriate and streamlined mechanism on profit sharing will need to be
established to balance the interests of the rural collective economic originations
and the local government authorities when allocating proceeds derived from the
Construction Purpose COL circulations. Many local governments are known to
heavily rely on the proceeds derived from granting state-owned land. If the
current restrictions on the Construction Purpose COL circulation are ever lifted
or removed, the demand for state-owned land will probably be significantly
decreased which in turn will definitely affect the share of local governments’
income contributed by granting state-owned land. From this point of view, a
well-designed proceeds distribution system would be one of the critical aspects
that the legislative authorities may need to carefully consider in order to win
local governments’ support and cooperation on the forthcoming reforms of the
Construction Purpose COL circulation throughout the country.

* * *

The above is a brief summary of several PRC legal issues with respect to the
circulation of the land use right with respect to Construction Purpose COL based on
applicable PRC laws and certain local practice. Please note that this memorandum is
only a general introduction of our observations on the current situations and potential
future trends in connection with the Construction Purpose COL circulation and is not
intended to be a conclusive or accurate analysis thereof. Since the regulatory regime
on circulation of the Construction Purpose COL is quickly involving and the local
pilot reform practice varies quite a lot in different localities, it is strongly
recommended that when dealing with any specific case involving the Construction
Purpose COL circulation, most updated rules and local practice be always consulted.
Again, this memorandum is prepared for your general reference only and should not
be relied on as any formal PRC legal opinion in any aspect.

If you have any questions, please feel free to contact us at inquiry@hanyilaw.com.

© Han Yi Law Offices
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