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KWM sinks teeth into three

innovative capital market deals
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ing & Wood Mallesons (KWM) has

been involved in a couple of first-of-
a-kind transactions recently in the areas
of securitization, debt and initial public
offering (IPO).

Huatai Securities Asset Management
(HTAM) issued the HTAM-Bank of Jiangsu
Rongyuan No. 1 Asset-backed Specific
Plan — the first ever asset-backed securiti-
zation backed by rights to payment of ne-
gotiable instruments in China, KWM said.

KWM advised on all aspects of the
transaction. This securitization project had
opened an era of negotiable instrument
securitization in China, the law firm said,
which could help enhance companies’
direct financing capacity, and broaden
their channels of investing and financing.

In a separate transaction, KWM advised
Bank of Qingdao in its recent issuance of
RMB4 billion (US$615.4 million) worth
of green bonds as its first offering of such
bonds this year, which also marks the first
ever issuance of green bonds by a domestic
city commercial bank.

The green bond, which emerged in
recent years, provides financial institu-
tions with innovative access to capital
for supporting green industries and pro-
grammes. The funds raised through this
issuance will be used within the categories
of energy conservation, pollution preven-
tion, resource saving and recycling, clean
transportation, clean energy, and adapta-
tion to climate change.

KWM also acted as the PRC legal
counsel to the underwriters participating
in China Zheshang Bank’s listing on
the main board of Hong Kong Stock
Exchange, an ice-breaking IPO by a
Chinese national joint-stock commer-
cial bank since the previous offering
of this kind occurred in 2010.

It is estimated that Zheshang
Bank will raise about HK$11.6 billion
(US$1.5 billion) with this H-share
offering without exercising the over-
allotment option, which is the first
public offering over HK$10 billion
this year in Hong Kong. The bank is
one of 12 national joint-stock com-
mercial banks in China.

Legal counsel: KWM was the legal
counsel in all three deals. Its teams
for the Rongyuan No.1 and green
bond deals were led by Shanghai
partner Eddie Hu. The team for
the Zheshang Bank IPO was led by
Beijing partners Yang Xiaolei and Li
Yuanyuan, and its Shanghai partner
Liu Dongya.
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COSCO Group purchases
Europe’s gateway Greek port
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n one of the most significant Greek

privatizations in recent years, China’s
state-run shipping giant COSCO Group

agreed with HRADF, Greece's state-
owned asset development fund, on the

purchase of 67% of Piraeus, the largest
port in Greece.

According to the agreement, Cosco
will acquire 51% of Piraeus Port
Authority, the port operator, for €280.5
million (US$321 million), and the
remaining 16% for €88 million after five
years. Cosco was reportedly the sole
bidder for the port.

Success of the deal is crucial to
turning Piraeus into a logistics gateway
for Chinese exports to Europe under
China's “One Belt, One Road” initia-
tive, according to Paul Hastings. Greek
Prime Minister Alexis Tsipras said the
agreement “sends a strong message to
the global economic community for the
recovery of the Greek economy”.

Legal counsel: Paul Hastings acted
for COSCO (Hong Kong) Group, a
wholly-owned subsidiary of COSCO. lIts
dong Kong team was led by Raymond
i, chair of Greater China, and partners
Vivian Lam and Pei Fang.

W% G

WA

Guantao ties up with Zhongmao
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eijing-based Guantao Law Firm

announced its merger in mid-April
with Shanghai-based Zhongmao Law
Firm to create a new firm with nearly
500 lawyers.

Cui Liguo, the former managing
partner of Guantao and co-president
of the new firm, told China Business
Law Journal the merger was conducted
smoothly and was based on the two firms’
alliance that was initiated five years ago
in Shanghai, where both shared offices
and other resources.



“The interaction and co-operation
during the alliance has driven us to a
fast combination, sustained growth and a
closer relationship. Therefore, we decided
to merge after five years of the alliance,”
he said.

The Chinese name of the new law firm
will be the combination of both as “Yj
FBARKEBITESH, while the English
name will be Guantao Law Firm, the same
as Cui's firm before the merger. Sheng
Leiming, managing partner of Zhongmao,
is also co-president of the new firm.

In addition to the Shanghai-based
Zhongmao, lawyers from several other
Shanghai law firms will also join the
Shanghai office. Guantao now has 14
offices in major cities at home and

abroad including Beijing, Chengdu,
Guangzhou, Shanghai, Shenzhen, Hong
Kong and Sydney.

“Domestically, our focus this year is
on integration in our Shanghai office,
and with co-operation with our Hangzhou
office, Suzhou office, our intellectual
property base in Taihu and our annual
legal counsel service centre in Suzhou,
we aim to form a powerful platform in the
Yangtze River Delta region, which will be
an important foundation for our nation-
wide development,” Cui said.

Internationally, in February Guantao
merged with Peter C. Wong, Chow &
Chow in Hong Kong. In Australia, the
firm will strive to complete the localiza-
tion of its Sydney office and enhance its

NEWS

partnership with Ashurst, with which it
renewed an alliance agreement in May
2015. “We will steadily promote our
internationalization and will opt to open
other international offices in the next
three to five years, when the time is
right,” Cui said.

Having advised on mega projects such
as Shanghai World Expo, Shanghai Centre
Tower, and the National Exhibition and
Convention Centre (Shanghai), Zhongmao
is active in areas including real estate
construction, corporate and finance. In
the past year, it also advised the Shanghai
branch of Bank of China on a RMB3.24
billion (US$500 million) loan project and
advised China Eastern Airlines’ subsidiary
on a real estate project.
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Anti-corruption partner joins
ONC Lawyers in Hong Kong
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ominic Wai Sitt Chung was recently

appointed by . CNC Lawyers, a Hong
Kong-based. iaw firm, as a partner in its
litigation & <lispute resolution practice.

Waiticined from Baker & McKenzie.
He has also worked for the Independent
Cemimission Against Corruption (ICAC) in
hang Kong.

His areas of expertise cover litiga-
tion, regulatory and compliance, internal
investigations and white-collar crime

285 Dominic'Wa

(anti-corruption), insolvency and bank-
ruptcy litigation and shareholders’
disputes, trade and customs litigation,
domestic and international arbitration,
cybersecurity, data protection and privacy
law issues, and competition law matters.

BT BT 2 %
Norton Rose adds banking
expert to Beijing office
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orton Rose Fulbright recently added
Paul Wee Ei-don as a banking and
finance partner to its Beijing office. He joins
from the Beijing office of Clifford Chance.
Wee advises large Chinese policy and
commercial banks mostly on outbound
projects and export credit financing, with
a particular focus on the mining and

55 =51 Paul Wee

metals, oil and gas, power and infrastruc-
ture sectors. He has worked on some of
the largest Chinese outbound financings
involving various jurisdictions from Australia
and Angola to Ukraine and Venezuela.
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Ex-ICC International Court chief
joins Arbitration Chambers HK
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Gavin Denton £7o

ohn Beechey, former president of the

ICC International Court of Arbitra-
tion, recently joined Arbitration Chambers
Hong Kong. The chambers will become
the principal office of BeecheyArbitration,
an international arbitration boutique of
which Beechey is a co-founder.

During his term of office as the president
of the ICC court, Beechey oversaw the in-
troduction of the new ICC Arbitration and
Mediation Rules and new Rules for Experts.

He was once a member of the Inter-
national Bar Association’s (IBA) working
group responsible for drafting the IBA
Rules on the Taking of Evicence 'in

I John Beechey

International Commercial Arbitration,
and later served as a member of the IBA
working Group on Guidelines on Impar-
tiality, Independence and Disclosure in
International Commercial Arbitration.

“We are particularly excited that John
has chosen Chambers, and therefore Hong
ong, as his principal base, as it adds to
the growing stature of Hong Kong as a
leading centre for international arbitration,”
said Gavin Denton, director of Arbitration
Chambers Hong Kong.

Capital Markets
Construction

Corporate Finance
Financial Services
Insolvency & Restructuring
Intellectual Property
Property

Regulatory

Shipping & Logistics

Trust & Estate Planning

OMNC Lawyers is one of the largest domestic law firms in
Hong Kong, We are designated by Asialaw Profiles and
Chambers Asia Pacific as a "highly recommended” law firm
and “a leading firm in the Asia Pacific Region” respectively.
With the association with Zhonghao Law Firm (Hong
Kong), we have a joint force of about 235 lawyers and legal
execulives to serve our clients from the mainland and

overseas.
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VAT pilot programme expands
while business tax replaced
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remier Li Kegiang announced in

March that China will expand the val-
ue-added tax (VAT) pilot programme to
cover the last four major industries still
outside the programme: financial services,
real estate services, construction services
and consumer services. These industries
were set to join the VAT pilot programme
on 1 May.

With this expansion, the VAT pilot
programme transforms into a comprehensive
nationwide programme and completely
replaces business tax (BT) in China. Unlike
BT, which is included in the transactional
price and not creditable, VAT is excluded
from the transactional price and is generally
creditable. This difference will significantly
alter a taxpayer’s tax liability and compliance
burden. Taxpayers engaged in the four
industries should prepare for this shift.
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Beijing court rules termination
unlawful even after office closure
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he Beijing No. 3 Intermediate

People’s Court recently ruled that an
employer’s termination of an employee
on “major change” grounds was unlawful,
even though there was an office closure,
and ordered statutory damages, com-
pensation for unused annual leave
and underpaid wages totalling about
RMB66,000 (US$10,000).

An employee was hired by an oil
company as the sales director of the
company’s sales department, working
from its Beijing sales office. The company
notified the employee, via email, of its

decision to immediately shut down the
Beijing sales office due to corporate
development strategies and restructuring.
Later, the company unilaterally terminated
the employee’s employment after he
completed his work handover procedure
and while he was in negotiation with the
company for mutual termination. The
employee then sued the company and
claimed reinstatement.

The court found that the closure of
the Beijing sales office affected certain
geographic job functions of the employee,
but had not resulted in the elimination of
his entire job function, and so did not
satisfy the criteria for a “major change of
the objective circumstances”. Therefore,
the court ruled the termination unlawful.

Although the employee originally
sued for reinstatement, he reportedly
amended his claim to ask for monetary
damages instead after the court found
several emails from the employee
which demonstrated his intention for
mutual termination.

This case indicates that an office
closure may not necessarily constitute
a “major change” for the purposes of
justifying a unilateral termination under
article 40(3) of the Employment Contract
Law, if the employee’s job function is
not entirely eliminated as a result of
the closure. It also demonstrates that if
the company can prove the employee’s
intention to accept mutual termination,
it could help to defend against a
reinstatement claim and avoid the worst
case scenario of a lawsuit (i.e. being
ordered to take the employee back).
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New HNTE recognition rules
contain significant changes
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he Ministry of Science and Technol-

ogy, the Ministry of Finance and the
State Administration of Taxation on 29
January jointly issued the revised Admin-
istrative Measures for the Recognition of
High and New Technology Enterprises
(HNTE). The HNTE is subject to enterprise
income tax (EIT) at the preferential rate of
15% rather than the standard 25%. The
new measures retroactively take effect
from 1 January.

The new HNTE recognition measures
have made some notable changes to the
previous HNTE recognition qualifications.
First, ownership of IP is required.
Previously, to qualify under HNTE, an
enterprise needed to obtain core IP rights
of its main products/services within the last
three years by way of self-development,
transfer, donation, merger and acquisition
(M&A), or a global exclusive licence for a
period of more than five years.

The new measures have removed the
three-year requirement and provide that
the enterprise must own the relevant IP
for the enterprise to qualify under HNTE.

Second, personnel requirements are
lowered. Previously, science and technology

& | CHINA BUSINESS LAW JOURNAL
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(S&T) related employees with an associate
degree had to account for at least 30% of
the total workforce, and at least 10% of
the total workforce had to be engaged in
research and development (R&D) activities.

The new measures have repealed both
the educational requirement for S&T-
related employees and the R&D personnel
minimum percentage requirement. Under
the new measures, S&T-related employees
engaged in R&D or technology/innovation
activities should account for at least 10%
of the total workforce.

Also, the R&D expense requirement
is lowered. The new measures leave
unchanged the rules that R&D expenses
in the past three accounting years should
not be lower than 4% of sales revenue for
an enterprise with sales revenue ranging
from RMB50 million (US$7.7 million)

(excluded) to RMB200 million (included)
in the past year, and 3% for an enterprise
with sales revenue over RMB200 million
in the past year.

However, the new measures have
lowered the floor for R&D expenses from
6% to 5% for an enterprise with sales
revenue of no more than RMB50 million
in the past year.

The IP ownership requirement under
the new HNTE recognition measures is
likely to affect many Chinese subsidiaries
of multinational companies (MNCs).
Many MNCs are reluctant to allocate IP
ownership to Chinese subsidiaries due
to IP protection concerns. In practice,
many Chinese subsidiaries obtain IP via a

licence from a foreign affiliate. Under the
new measures, these Chinese subsidiaries
will no longer qualify as HNTEs.

Notably, the new measures only
count S&T-related employees engaged in
R&D or technology/innovation activities
when determining whether the 10%
minimum threshold is met. This additional
qualification was probably added because
some enterprises randomly classify their
employees as S&T-related employees in
order to qualify under HNTE.

However, the term “technology/
innovation activities” is not clearly defined
in the new measures. Clarification of
this term is needed before we can know
whether the additional qualification will
constitute a significant impediment to
those seeking to inflate their S&T-related
employee counts.
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Following ratification by the respective
governments of both sides, the Fourth
Protocol to the double tax arrangement
between Hong Kong and mainland China
(HK-China DTA) is now in retroactive
effect as of 29 December 2015.

Information exchange. The Fourth
Protocol extends the scope of the
exchange of information article under the
HK-China DTA to cover information related
to the following Chinese taxes: value-
added tax; business tax; consumption
tax; land value-added tax; and property
tax. The expanded scope allows mainland
Chinese tax authorities to request relevant
information from their Hong Kong
counterparts with respect to any of the
above-mentioned taxes.

Anti-abuse provision tightened. The
Fourth Protocol introduces an additional
anti-abuse provision to the HK-China DTA.
Claims for benefits on passive income (i.e.
dividends, interest, royalties and capital
gains) may be denied if the “main purpose”
of the claimant is to obtain such benefits.
However, this main purpose test may not

actually change the anti-abuse position for
Hong Kong tax residents seeking to claim
benefits under the HK-China DTA.

It is interesting to note that this main
purpose test imposes a lower standard
than the anti-treaty abuse initiative
proposed by the Organization for Economic
Co-operation and Development (OECD).
Specifically, article 6 of the OECD’s Base
Erosion and Profit Shifting Action Plan
recommends a principal purposes test
where treaty benefits will be denied if one
of the principal purposes of the claimant
is to obtain treaty benefits (rather than the
main purpose).

Further exemption for capital gains.
Article 13 of the HK-China DTA exempts
China enterprise income tax on capital
gains derived by a Hong Kong tax
resident from disposal of shares in a
Chinese company if: (1) less than 50%
of the company’s assets were comprised,
directly or indirectly, of real proper’y
situated in China at any time within threz
years before the date of disposal: and (2)
the Hong Kong tax resident heic.no inore
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than 25% of the total equity interest,
directly or indirectly, in such company
at any time within 12 months before the
date of disposal.

An investment fund is deemed to be
a “Hong Kong resident investment fund”
if: (1) the fund is constituted under Hong
Kong law; (2) the fund is recognized by the
Securities and Futures Commission (SFC)
and subject to its oversight; (3) the fund is
managed by SFC-licensed managers; and
(4) more than 85% of the fund’s capital
was raised through the Hong Kong market.
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Business Law Digest is compiled with the
assistance of Baker & McKenzie. Readers
should not act on this information without
seeking professional legal advice. You can
contact Baker & McKenzie by e-mailing
Danian Zhang (Shanghai) at:
danian.zhang@bakermckenzie.com
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Applying logic to non-compete agreement disputes
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hen a party allegedly breaches a non-

competition agreement, what pieces
of evidence are sufficient to establish
competitive business activities? And if such
competitive activities are found, what is the
adequate amount of damages that should
be awarded to the aggrieved party when
actual monetary loss is uncertain?

In a recent contract dispute, the parties
involved had entered into a non-compe-
tition agreement as part of a purchase
and sale transaction in which the buyer
agreed to acquire the seller’s company. In
the non-competition agreement, the seller
agreed not to engage in any competitive
business activities against the buyer for a
period of 20 years.

The buyer brought the case to tha
Beijing Arbitration Commission (BAC)
claiming that subsequent to the close of
the transaction, the seller failed to abide
by the terms of the agreement by delib-
erately engaging in a series of correlated
activities that competed with the buyer’s
business. The buyer requested that the
tribunal award it damages of multiple
millions of renminbi for the seller’s breach.
Conversely, the seller denied any direct
involvement in these alleged activities and
argued that, even so, these actions neither
rose to the level of competition against the
buyer’s business nor took away from the
buyer’s bottom line.

The tribunal, in making its determination
as to whether to grant the buyer’s request
for liquidated damages, had two major
dilemmas to resolve: in order for the buyer
to substantiate its claim, the tribunal had to
determine whether the buyer had produced
sufficient evidence to tie the seller to these
competitive activities; and in turn, if the

seller did engage in these activities, the
tribunal also had to determine if, and to
what extent, the seller’s activities caused
the buyer damages.

Bringing together the evidence that
the buyer produced, the tribunal used a
preponderance of the evidence standard
to determine whether the seller was per-
sonally involved in these activities. As
such, if it were found that the seller more
likely than not engaged in these activities,
then the seller would have breached the
non-competition agreement and the buyer
would be entitled to damages.

The buyer submitted as evidence
certain marketing materials that were
distributed at a trade show. The materials
revealed the seller to be the founder and
chairman of the related business entities.
Additionally, the buyer introduced in‘o
evidence that the seller had recently
registered several domain names. which
indicated intent and planning o start a
business. The seller veheincitly main-
tained that he had no p<isunal involve-
ment with the busirie:s entities being
promoted at the “rade show, that his
family members established these
entities, and ihat he did not register the
domain names, which he said appeared
to have tieen a clerical error.

Looking at the chain of evidence
urovided by the buyer, the tribunal deliber-
arad on the issue of whether the seller was
indeed personally involved in these ac-
tivities. The arbitrators agreed on the point
that though direct evidence was lacking in
this case, circumstantial evidence pointed
to the seller as being personally involved
in these undertakings, and that the “co-
incidences” taken in the aggregate tied
the seller to the activities for which he had
claimed no personal involvement.

The buyer also introduced into
evidence the seller’s social media
accounts, which showed the seller to be
operating an online store selling various
products and services similar to those
marketed and sold by the buyer. The
buyer also introduced into evidence that
the seller had applied for certain trade-
marks that were substantially similar to
that of the buyer’s business.

Despite the seller’s rebuttal that his
online store had little or no revenue, and
that the application of the trademarks
was still pending approval, these activities
nonetheless were in direct competition to
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the buyer’s business. The tribunal held that
it was irrelevant that the seller’'s business
had no meaningful revenue stream, or that
the trademarks were yet to be approved, it
was the acts in themselves that constituted
competitive business activities against the
buyer. Therefore, the seller had breached
the non-competition agreement.

In determining the proper damages
amount, the tribunal had to take into
account that, despite the fact that the seller
was deemed to have carried out competi-
tive activities against the buyer’s business,
there appeared to be no substantiated
damage suffered by the buyer in terms of
lost revenue or profits.

There was found to be no actual proof
in the buyer's claim that the company's
weakening revenue stream and declining
bottom line was caused directly by the
seller's competing business activities. In
fact, the buyer’s declining business could
be attributed to a number of other industry-
specific and macroeconomic factors.

Ultimately, in the interests of equity,
the tribunal awarded the buyer 10% of its
initial damages request, both to serve as a
damages award to the buyer and to caution
the seller from engaging in any further
competing activities.

In this case, the tribunal had to piece
together the evidence to determine whether
the seller did in fact breach the non-compe-
tition agreement. Once this was achieved,
an adequate amount of damages had to
be determined that would be reasonable to
both parties involved. Professional arbitra-
tion services would be a better choice to
solve high-stake disputes in the acquisi-
tion fields. As this case was conducted
in English, it also sets a good example for
foreign players considering the BAC/BIAC's
arbitration services.
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counsel of JunZeJun Law Offices. BAC/
BIAC's case manager, Wang Weiyi, also
contributed fo this article
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Key points in legal services for mortgage
balance securitization
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ssuance of asset-backed securities (ABS) products for real

estate financing has seen robust growth since 2015. According
to data by the Asset Management Association of China (AMAC),
a total of 24 such products have been issued to date, including
five quasi-REIT products, eight ABS products for property man-
agement fees, eight ABS products against the rights to receive
operating incomes, and three mortgage balance ABS products.

Outstanding among those is the China Universal AMC Capital —
Shimao Asset-Backed Specific Plan (ABSP) on Mortgage Balance,
the first ABS product for mortgage balance in China that was
listed for trading on tiie Shanghai Stock Exchange (SSE) on 8
December 2015. Una=rlying the ABSP is the mortgage balance
payment (i.e. balence payable by a home buyer using mortgage
financing) reccive ble by the project units of Shimao Group in tier-1
and tier-2 (hinese cities. According to China Chengxin Interna-
tional Crecit Ratings, the issuer rating and the senior debt rating
on the ABSP are both “AAA”.

“he Shimao ABSP is a financial innovation with benefits
it two ways: on the one side, it not only helps Shimao Group
access low-cost funding, but also enables the group to make
more efficient use of its existing assets (mortgage balance),
thereby optimizing its financial structure; on the other side,
the ABSP represents a new type of low-cost wealth manage-
ment product on the capital market, benefiting both investors
and homebuyers indirectly. The ABSP is another demonstra-
tion of the notion that any asset that can generate stable cash
flow can be securitized. It also gives great impetus to the de-
velopment of real estate finance in China, with its remarkable
market popularity pointing to the significant potential of asset
securitization in real estate.

In April, our lawyer team provided legal services for what could
possibly be the fourth mortgage balance ABS product, which
was also an ABSP. The services we provided mainly covered the
following three aspects: drafting relevant legal documents; con-
ducting legal due diligence; and issuing legal opinions. Below,
this article elaborates on relevant legal services by drawing from
experiences gained from this ABSP.

In asset securitization, lawyers are required to draft various
kinds of legal documents in order to determine the responsibili-
ties, rights and interests of the parties involved. Among the most
important legal documents are the ABS subscription agreement,
the standard terms and conditions for asset-backed plans, the
asset sale and purchase agreement for asset-backed plans, the
difference payment letter for asset-backed plans, the keep-well
commitment letter for asset-backed plans, the asset services
agreement for ABSPs, the custody agreement for ABSPs, and the
redemption commitment letter for ABSPs.
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Due diligence

In light of the characteristics of mortgage balance ABS
products, our lawyers focused on the following two aspects
during due diligence investigation: (1) the profiles of business
participants, including the profiles of the originator and
the project company with which the originator will sign an
agreement to transfer its claims, as well as the profiles of the
guarantor, the manager, the custodian and the asset servicer;
and (2) the profiles of underlying assets, including the develop-
ment of projects involving the underlying assets, the pre-sale
of commodity housing, project development loans, and the
formation of mortgage balance.

The profiles of underlying assets are key to the due diligence
performed by lawyers during mortgage balance ABS practices.
First, lawyers needs to determine whether the accounts re-
ceivable contracts corresponding to the underlying assets are
authentic, and whether the amount specified in such contracts
is fixed or prone to diminution.

To determine the authenticity, legality and effectiveness
of underlying assets, lawyers can refer to the commodity
housing sale contrccis and loan contracts that involve the
underlying assets, 315 well as the information on the contracts
registered with real estate authorities and the advance
notices on registration issued by them, and the mortgage
ledgers iscued by banks.

Secoi.d, lawyers must review whether the underlying assets
irve, ved are transferable, and verify whether there are any limits
o' the transfer of assets, whether such transfer is subject to
consent or approval, and what notices must be issued. Such
a review can be performed by referring to relevant documents
such as the articles of association of the originator.

Finally, lawyers must verify whether there is any mortgage
right, pledge right or any other security interest on the relevant
underlying assets. The verification can be performed by
referring to documents such as the interviews with the originator
and the related loan contracts or guarantee contracts, as well as
by making inquiries via the Accounts Receivable Pledge Regis-
tration System of the People’s Bank of China.

Legal opinions

Lawyers need to make sure that the assumptions adopted by
the firm are consistent with the facts, and that such opinions
only involve matters as of the reference date, and contain no
guarantee for the future status of legal matters. Such opinions
generally cover: the eligibility of the parties involved in an
ABSP; the legality of the legal documents regarding the ABSP;
the authenticity, legality, effectiveness, ownership of rights and
interests, and encumbrances of underlying assets; the legality
of the transfer of underlying assets; opinions with regard to
the exclusion of the underlying assets from negative lists; the
effectiveness of risk isolation by the ABSP; the legality and
effectiveness of the credit enhancement arrangements for the
ABSP; and other material matters that may affect the interest
of ABS investors.

Mortgage balance ABS has further expanded financial
product portfolios in China, while adding more layers to China’s
financial market. With ABS growth accelerating, law firms must
fulfil their duties by playing their role in key aspects such as
legal verification.
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Advantages, opportunities in
rebooting NPA securitization
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he crash brought on by the subprime lending crisis in the US in

2008 caused markets around the world to reconsider financial
derivatives, and the business of securitizing non-performing assets
(NPAs) was also suspended for a time in China. However, with
the increasing pressures felt as a result of the weakening Chinese
economy, the rate of NPAs has continued to rise for several con-
secutive quarters and the market has searched high and low for a
means to dispose of such assets. The market has therefore taken a
second look at NPA securitization.

The issuance of the Guidelines for Information Disclosures
Relating to Non-Perforri.ing Loan Asset Backed Securities (Draft for
Comment) in 2016 is a 1.arbinger of the imminent restart of non-per-
forming loan secur.tization. Many NPAs are mainly caused by a short-
term cash flow shortage, and if a significant quantity of funds can be
committed, *e NPAs have a good chance to become quality assets.

In finzicing terms, the advantages of asset securitization are
obvicus. First, the financing costs are low. Disposing of NPAs
rzq.ires a large cash flow, while management of the same requires
lerge costs. In asset securitization, the use costs of the financing
proceeds are relatively low; compared to bank loans, relatively high
interest rates can be avoided; and compared to equity financing,
the financing costs can be reduced while the enterprise’s organi-
zational structure is maintained. Additionally, the limit imposed by
the credit rating of the NPAs themselves may be overcome through
credit enhancement, to issue securities of a higher rating.

Second, an asset portfolio can reduce the risks of a single NPA.
According to investment portfolio theory, combining negatively cor-
related securities can cause the risks of the securities portfolio to be
less than the risks of any one type of security held, without reducing
their anticipated return rate. The credit rating of NPAs is relatively
poor and the risks of default are relatively high, but during securitiza-
tion, if assets of different risk levels are combined into an asset pool,
they can mutually offset the risks of single assets, thereby increasing
the stability of the level of the returns of the entire asset pool.

Finally, risk remoteness eliminates the risks of the payment of
the returns associated with the financed party. The major highlight
in the design of an asset securitization structure is the estab-
lishment of a special purpose vehicle (SPV). The financed party
removes the underlying assets from its hands by transferring the
same to the SPV through a “genuine sale”, and the SPV uses these
as security to issue the securities.

Such a financing structure arrangement ensures that the asset se-
curitization financing takes the specific assets rather than the entire
credit standing of the financed party as the payment guarantee
and credit basis. Accordingly, the repayment of the principal
and payment of interest to investors is entirely unaffected by the
financial position of the financed party itself, reducing the investors’
and the financed party’s credit risks. Since the risk of bankruptcy
is eliminated, there is no need to provide relevant compensation to
investors, thus reducing the financed party’s financing costs.
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MARKET WATCH

The restart of NPA securitization also presents new opportu-
nities for enterprises and the market. First, it can enhance an
enterprise’s capacity to defend against risks. Securitization allows
different types of NPAs to enter one asset pool to achieve risk
hedging; and, through accelerated transfer, separation and central-
ized disposal of the NPAs by the capital market, the percentage of
non-performing loans is directly reduced.

Securitization can additionally allow rapid removal of NPAs from
the balance sheet, sanitization of the on-balance-sheet assets,
digestion of the accumulated risks from the sliding economy, op-
timization of the asset-to-liability structure and strengthening of
business operation capabilities, risk management capabilities and
core competitiveness. Additionally, the market-based and mass
disposal method has a scaling effect, reducing the economic and
time costs of disposing of NPAs and enhancing disposal efficiency.

Second, securitization also helps reduce the quantity of an en-
terprise’s NPAs. With the weakening economy, the possibility that
an enterprise can rapidly dispose of NPAs within a short timeframe
decreases; and, generally, NPA projects can achieve relatively
high returns only when the economy is doing quite well. However,
holding assets for a relatively long period of time signifies that the
management or dispasel risks are relatively high. Through NPA
securitization, an 2n‘erprise can sell the NPAs quickly and use the
sale proceeds ia invest in, or develop, a new project, increasing
liquidity an« helping it adjust its business structure.

Third, "'FA securitization can increase capital sources. Asset
secuitti. ation can provide enterprises with a new means of
financing, effectively allowing enterprises to break their current
vicr-reliance on bank borrowing. Securitization can also expand
enterprises’ revenue sources. Through NPA securitization, an
enterprise generally can revitalize existing funds, without in
general increasing liabilities, and secure a low-cost fund source,
increasing asset liquidity.

Asset management companies specializing in the disposal of
NPAs are presented with even greater opportunities. Traditionally,
asset management companies have adopted a profit model where
they make their money on the spread. The weakening in enterprises’
performance capacity and China’s reform of market-based interest
rates have greatly squeezed their profitability space. Through NPA
securitization, asset management companies can earn asset man-
agement fees, handling fees and other such intermediary service fee
income, satisfying capital regulatory and leverage regulatory require-
ments. Asset management companies can also take advantage of
this opportunity to expand the scale of their main NPA business to
achieve a transformation in their profit model; additionally they can
obtain experience in structured financing, securities issuance, etc.,
laying the foundations for their future operations.

Finally, NPA securitization can increase the diversity of underly-
ing assets in the securitization market and increase the number
of credit ranking and return rate tiers, further expanding the scale
of the asset securitization market. Additionally, as compared to
the increasing wealth and demand of people and the vast sums of
idle private funds, the investment products currently available in
capital markets remain insufficient.

In an environment where stock market risks are relatively
large, non-performing loan securitization products can provide
new investment products for the capital markets, open invest-
ment channels and increase product choice. While helping
enterprises in effectively resolving non-performing loans, such
products can satisfy different investors’ risk appetites and their
ever diversifying investment demands.
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n 18 March, the China Securities

Regulatory Commission (CSRC)
announced it would intensify the in-
vestigation and handling of unlawful
engagement in the business of breaking
up privately offered products into
smaller units and transferring the same.
It stated that “if discovered, the same
will be stringently dealt with in accor-
dance with the law”. The CSRC stated
that “no institution or individual may
offer, sell or transfer privately offered
products or the right to benefit from
privately offered products to unquali-
fied investors, and a single privately
offered product may not exceed the
statutory upper limit".

Against this background, certain
media turned their attention to such
targeted entrusted investment products
as “Linghuobao” of LU.com. The author
is of the opinion that although “the
breaking up of the right to benefit from
privately offered products” and “targeted
entrusted investment” have, in terms
of their objective effect, certain points
in common - i.e., both permit retail
investors to actually enjoy benefits from
private equity funds or other privately
offered financial products - certain
differences in the legal relationships of
both exist due to the differences in their
transaction procedures.

Basic procedure

“Linghuobao” of LU.com is
representative of targeted entrusted
investment products. As described in
the prospectus for such a product, the
targeted entrusted investment product
is usually offered through one or more
special purpose vehicles (SPVs) and the
product is then targeted at earned value
managed, dedicated asset management
plans, and investment returns are earned
via the management of the subject matter
of the targeted entrusted investment by
the issuing institution.

The investment scope of the subject
matter of targeted entrusted investment
may include entrusted loans, trust plans
(including rights to benefit from a trust),
specific/dedicated asset management
plans offered by fund companies and
their subsidiaries, asset investment plans
offered by securities companies, wealth
management products of commercial
banks, money market funds of fund
companies, rights to benefit from notes,
bank deposits, etc.

Legal relationship

Based on the description of targeted
entrusted investment products, there
is a difference between their product
procedure and the breaking up of rights to
benefit from a privately offered product. In
the breaking up of rights to benefit from
a privately offered product, the privately
offered product or other financial product
is purchased first, and then broken up
into smaller units; whereas in targeted
entrusted investment, collection of the
funds is completed first, or the fund
“entrustment” act is completed first,
and then the private equity fund or other
financial product is purchased.

The comparison of the legal
relationships of the two is shown in
the figure. It can be seen that there
exists a degree of difference between
the two in terms of the fund flow, the
provisions on rights and obligations,
and the procedural arrangement fcr
the products. Against the backyrcund
of the CSRC’s call to halt the breaking
up of rights to benefit fron - privately
offered products, will targ=ied entrusted
investment products &iso face similar
regulatory pressuye? Do such products
face major legal or .compliance issues?

More siniiiar to trusts

Pursuant to article 2 of the Trust Law,
“the term ‘trust’ means the acts whereby
trie settlor, based on his trust in the
trustee, entrusts the rights in his property
to the trustee and the trustee manages
or disposes of such property in his own
name in accordance with the wishes of the
settlor for the benefit of the beneficiary or
for a specified objective”.

In a targeted entrusted investment
transaction structure, the client entrusts
the assets to the SPV, as the trustee,
which then invests in the subject matter
of investment in its own name, a legal
structure that is very similar to that of
a trust.

As targeted entrusted investment
products are mainly directed at non-
standardized products and are subject
to restrictions on the number of investors
and the restriction to qualified investors,
a client cannot directly become a direct
holder of the rights in the subject matter
of the targeted entrusted investment
and must hold the same in the guise
of a trustee. This is consistent with the
features of a trust legal relationship.

CORRESPONDENTS

Non-trust companies

Pursuant to article 24 of the Trust Law,
“a trustee shall be a natural person or
legal person with full civil capacity. If laws
or administrative regulations contain other
trusteeship conditions, such provisions
shall prevail.” In accordance with this
provision, an ordinary legal person can
become a qualified trustee of a trust.

Article 4 of the Trust Law additionally
specifies that, “the State Council
shall formulate specific measures for
the organization and administration of
trustees which engage in trust activities
in the form of a trust institution”. From
the above-mentioned provision it can
be seen that article 4 does not apply
to the engagement in trust business by
entities that are not trust companies.
The core of the issue, then, is whether
1aws or administrative regulations provide
otherwise in respect of the conditions for
a trustee.

According to reports, article 9 of the
Regulations for Trust Companies (Draft for
Comment) formulated by the State Council
specifies that, “no entity or individual
may engage in trust business without the
approval of the State Council’s banking
regulator”. However, the regulations are
still at the comment stage and have not
been officially promulgated.

The Trust Law specifies that a legal
person may serve as the trustee of a
trust while additionally specifying that
administrative regulations may set special
conditions. However, in fact, administrative
regulations of the State Council have not,
to date, set any additional access rules
for engaging in trust business. This is
an arbitrage space for the Trust Law and
also one of the reasons that “targeted
entrusted investment” has not been
subjected to regulatory pressure to date.

Of course, broadly speaking, contract-
based private equity funds fall within the
scope of trust law, and it is not out of the
realm of possibility for the CSRC, based
on the principle of substance over form,
to define targeted entrusted investment
products as contract-based private equity
funds and take regulatory measures in
that respect. ll

1E&: LETHEXMEINESZTEREMA
=TH

Wu Weiming is a senior partner at AllBright
Law Offices in Shanghai

% | CHINA BUSINESS LAW JOURNAL [}



RIEERE

TR B R AT R B PR
Protection of ‘games’ and
their component elements

5ES

Lu Lei

T RAER ISR 55 T
BN

Partner

Run Ming Law Office

1; & (2015 FRE#H LR &Y, &

& % % ™ 1% 2015 &£ I X\ i 3
1407 2 AR ™, BILLIBK 22.9%. BEE
XTI E SR, BILMEHEEIR =
BT ABEIBIE, 8K AIR = 5 Z
Hx,

A, BXREERRGEREFFEEH
BB, BEEPEER. MIUER. 4
R BB B BALEK .
WA RRITENRG, X 2BENER.
XF.ER IEENEEE, TRIFFIR
it A& BRI BT
SHEMNA M BIAR. FFRFo

B, —FHEE AR B TR AR FR.
ME.BET. AMEEEZ RN E
R HEXBBYARE S B, (EAM
I FI N M LR & F A & FAE <% M 3t
I AR R M TR A K
TR

B RE (CEIERUE) (HE
MR RIPE G FME, HRIEA AT
BT EALER Y, EIEAZENMRIPER
Z—, HESW. A, BEERENESF
KN ITHEN B D, MEHEN AT
1B AT A H#HITH ZNER A&

mEigit. NpRgigit. ERiEH #
Figit WHEXE. BFEER. LiREX
MR ERMRERADE, EFE (EE
BUGEY XF “1E@" MEXRMATRT, AT

—SEBFIN T 16015 i e
PR EA 5 S IR

(YA 75 | CHINA BUSINESS LAW JOURNAL

B
g Han Yufeng
VIS R
FMR =AU ]
: IP Counsel

<«

RHEZ R F LRI BN, APERE T
ATLA A “EARE R, W i B % AT 13
KA XFER BN AEUTFEY
@ TR (DFE—EFW).

E TIMM S ENREERARIFL
RULBERAERAERIELAE=HR
FEEN AR RAEHES —FH+,
ERMINE: NS ARHERE (7150
R ERE R LT EESS THMA
EARER XFER, BEY FREETR
AT LSt X R AE i B AT 4 B A

B BB RAYAE (B ERUED R
PEARRIZE, TR RIFEE, RMALRER
MMl A I R B R BT A
HITES® EUERHXLETRETER
AT Rk Sk HFI N

FRARTE=APRARZERFIRE "
EIFFIE" Z2ERNERERSD, ZRAE:
MRAME G NBZEHXR ANS
FEBTHRANEFRECELEES
P EENER, BANDRER AWK
AMBHEREENRE. EREMS 2
AR =WENRGSD, ZRAE: HEE
AT ARFLHE TR NIXER.
BRENE, ETHERRZ.

FIXB. BN FUEARERLR
IRFERHMEZFRZ—. SNl E R
5 it N\ 1 & i X & FRAE =) 2L 0 R9 & FR
ATECHERZ L, WEEREEERN
RE. Bl £ RHEMARIFEL K
ERAERLEERNRAESIRZS —F
B, R E MR BN LR (M MT
online) (I MT 2) BIZIER A WEHE
(GBEMTY X E AT 5 LR AR,
AMEFR NSRBI B FRAMAY.
EBINE, REEME ERRRECHRE

Run Ming Law Office

Az e B
RMJivme  Run Ming Law Office

FESLETEHK ZE MK ER12S
R AE1804E
HR4: 100022
Suite 1804, NCI Tower
12 Jianguomen Inner Street
Chaoyang District, Beijing 100022 China

B i% Tel: +86 10 6569 3511
fEE Fax: +86 10 6569 3512/13

& E-mail:
lul@runminglaw.com
hanyf@runminglaw.com

www.runminglaw.com

EFNBERERS LHMERSFEE
M, ZARTEHZTHE) BRI

FHEN, HHEBRRABRBRATELITE
EMEFRAE A T AR Hla0: 7 “FE
TR (R BRAFIFESERER
ERFHRARBRRBDEEEFITNAL”
—RH, FRAEREBA G THEL
5BL) MERFRIL TR A BTHRS
Bt RIERHI AR

HEA AW, Grik. BEBERAMN. Tk
BN AR ENEHHHN, & (EFIE)
RIRIFSERE; EE MR EREE S AR
Rik, BHEUZEZ (FEBUR) RiP. B4
EBRT, 2t A B9 3 N & 2D AT aE
M AREHTZFHIT Ao

g, (P EEE) RREQARITIF
REVHEH . THEFRENFEXN (EMRER)
ERTS (IPEFR) EARERE MR
0, BEFEEEREK. FEEE. 8
ERAEZEFEAN, UREE FHZHEE
N EHGETIE. 35 LB NEF R
EIRE. ARG SR, e SE X
X ARIR REEHT T EEHER.

EBRINA, AR XBINE R, BF
EERANKENAN ON. M ABATH
&, MRGHER AN EA R EE—HR
FHRIP, BAFTHBMEIFREEA TS
HEPRSINE. A ERAEREITAN
BAEHZ o

EESE S

BT, BATVEEE]— L85 N FHia 1507
HAEXBEARRFTEFN, REEZARHE
EOIHI, BRI (EFIE) B
AGERPHER RN FRZ—. B



ccording to the China Games Industry

Report, 2015, the China games
market had revenues of RMB140.7 billion
(US$21.7 billion) in 2015, an increase
of 22.9% over the previous year. With
this flourishing games market, disputes
involving intellectual property have pro-
gressively increased.

For the purposes of this column, the
term “games” includes client side games,
web games, social network games, mobile
games, single player games, console
games, etc. that are composed of a
software program and information data.
A game is essentially computer software,
as well as an integral whole composed of
images, text, music and animation that
involves scenery design, character design,
tool design, equipment design, dialogue,
introductory text, music, etc. Addition-
ally, the title of a game, the names of
its characters, its story, plot, character
design, and even its rules, are all organic
components of the game. Accordingly, the
holder of the rights in a game must com-
prehensively use various relevant regula-
tions to protect the game as a whole and
its component elements by type.

Game software as a whole. Pursuant
to the Copyright Law and the Regulations
for the Protection of Computer Software,
there is no debate that games, as typical
computer software, are one of the subjects
of copyright protection. However, infringe-
ment through simple reproduction has
started to diminish, whereas the covert
imitation of plot, rules and game play has
become increasingly serious.

Elements such as scenery design,
character design, tool design, equipment
design, dialogue and music. If the above-
mentioned component elements of a
game are copied, they may be accorded
protection under the Copyright Law if
they satisfy the requirements of the said
law in respect of “works”. For example,
character design can be subsumed under
“art works” and game explanations can be
subsumed under “written works”. Anima-
tions may be accorded protection similar
to cinematographic works (although this
point might be debatable).

In the Guangzhou NetEase Computer
System v Beijing Century Hetu Software &
Technology et al copyright, trademark and
unfair competition case, the court found
that, based on the game design, the game
software “Fantasy Westward Journey”,
developed by NetEase, encompassed the
relevant art works and written works, and
the author of the game software could

also exercise the copyrights independent-
ly in the above-mentioned works.

Story, plot and character design. The
Copyright Law protects concrete expres-
sion, not ideas. However, some game
producers have reproduced the story,
plot and characters of another’s game
and mounted their defence against the
rights holder on the grounds that these
elements of the game are ideas rather
than expression.

In its judgment in the Qiong Yao v
Yu Zheng copyright infringement case,
the Third Intermediate People’s Court of
Beijing Municipality determines that, “If
the set-up of the identities of the charac-
ters, the relationships among them and
the specific correspondence of the char-
acters to specific scenarios attains a suf-
ficiently detailed and concrete level, the
character set-up and character relation-
ships give rise to a concrete expression”.
In the above-mentioned NetEase casz,
the court determined that the defendante’
use of the plot design, character rolation-
ships, backgrounds, etc. of Netcase’s
game constituted identical € ession.

Game title and characts 1iames. Game
titles are one of the majai~ineans by which
players distinguisi. games. Some game
producers use titles that are identical
or similar to those of others’ well-known
game titles-on their own games so as to
cause onfusion among consumers. For
example, in the Locojoy v Koram Games
ci.ar copyright infringement and unfair
cempetition case, Locojoy is the holder
of the copyrights in the mobile games
“' Am MT online” and “l Am MT 2";
the defendants used a title and charac-
ters in their game, “Super MT” that are
similar to the title, character names and
character images of the above-mentioned
game. The court found that Locojoy’s
above-mentioned title constituted a title
specific to its well-known service in the
class of mobile game services and was
subject to the protection of the Law
Against Unfair Competition.

Furthermore, game titles and character
names can be protected through the
exercise of registered trademark rights.
For example, in the Tencent Technol-
ogy (Shenzhen) v Beijing GameToWin
et al trademark infringement dispute
case, the court determined that the
defendants’ game title “tt T ELE
B2 (Dungeon Fighter and the Witch)”
infringed the rights in the rights holder’s
series of “H T 558+ (Dungeon and
Fighter)” trademarks.

CORRESPONDENTS

Certain rights holders
have started to apply for
patents for game-related
technology

Game rules and playing strategies.
Game rules and game play are generally
considered the rules of an intellectual
activity and fall outside the scope of Patent
Law protection. Also, because their ab-
stractness makes them difficult to fix as
concrete expression, it is difficult to offer
them protection under the Copyright Law.
However, under certain specific circum-
stances, copying another’s game rules can
constitute an act of unfair competition.

For example, “Hearthstone” is a game
designed and developed by Blizzard En-
tertainment. “Legend of the Crouching
Cragon”, the defendant’s game, uses
game rules that are essentially identical
to those of “Hearthstone”, including the
card rules, such as the number and con-
stitution of cards, card values, use of the
cards, etc., as well as the fight rules, such
as the turn-based match model, strain
injury system, restrictions on the number
of followers and number of cards in hand,
play sequence, etc. It also comprehen-
sively imitates the game logos, Ul, etc.

The court held that large modern
online games require the input of vast
amounts of manpower, material and funds
to develop. If game rules are denied pro-
tection without exception on the grounds
that they are abstract ideas, this will be
adverse to encouraging innovation and
the creation of a fair and reasonable com-
petition environment. Accordingly, the
court determined that the defendant’s
act constituted unfair competition.

Relevant technology

The authors have noticed that certain
rights holders have started to apply for
patents for game-related technology.
Notwithstanding the fact that no specific
cases have arisen to date, it can be an-
ticipated that the Patent Law will also
become one of the means of comprehen-
sively protecting the intellectual property
in games. H

1EZ: RN E ST & AN BT E
TEBATIR 7= R I5] 25 F985

Lu Lei is a partner and Han Yufeng is the IP
counsel at Run Ming Law Office

733 | CHINA BUSINESS LAW JOURNAL



RIEERE

A gyt B IRk ALE
Applying the law to acquisitions
of immovable property

SES

Gao Ping
RARBIMESET
alkA

Partner

Anlie Law Firm

. CHIRGE) 3 106 £ ARFHFIE
REBRGHERMTERKRE.
RIBZEAE, TH-EENEEH~F
ERGERS—INERE. REARZE
RFSE2 A2 BRHH(EEARER
AFER<HEARLMEYRE > H
FrEIBEHBER (—)), ZROBEAH=Y
AR R, BE—PINERS
FRILANER NSETNER. $ER
ESE. F B EE R B 2 BB EH T
MM E.

iB: A ER = ZiL AR EW “E
B

E(BBEC)YEIBLEPABTINE
AEFEZIEAER "EE HARE, AR
PRI NEZIEARE R, AHESE L
AT, BEXERT R, RHIAE
FiILAREEN.

FILAX L AR L2 RAIFIE, 2
ETURATRRIPRENRE. RIE
BUE) RIREXHE, AEr- MR E AR
AXAXRARIFZEIL, R=BiLHEA
IEHHFIREFNEREEBHIREN,
MAFHEE AR Ef; Eit, ZiEAXAR
P EILEN G E N HZE R R
BB BB R E SRR
WFREZERR, RERH=ZILAR
EFHEFIEATERNERMEITZSH,

52 ik A XA 5l 6 0
gﬁ@%ﬁﬁ%%ﬂ%@

yPB 7% | CHINA BUSINESS LAW JOURNAL

ik

Cheng Bing
RARBIMESET
ER/ON

Partner

Anlie Law Firm

MNEEEAES, ATXERFFLOA
AJ ORI

i6): FEFEZIEAER ‘BB “FEE"
HIERASI{E, RrizEite#{E?

Z ETAHBILERHEERESLHX
N, BERBRAT, REARHFZILAEEAT
AEEBILHE, FEEREHME YRS
M, REEEEAER. BiL, EPRAR
BRI ANRIAR SCEARFZIL
NEBTYRA R e HIRIR AL R R
ERERS, HAFEELHILINES
BEWR “EE

Rz, B FASFEIER—MEERS,
AT EEECERMESBYNERIERE
STSSA—HWBR. HIFRRA—FEHE
ABE AT ERE LA T
BAR#HFEZIEAN AL "FER", A RE
IERARENF=521E ABRANEE M AN R L N T
AL HIZIE R (T

EFHENAE, USSR (BE ()
% 16 FIENAMHWAH=ZILAE
BHEE BERE: 1) A2l E LFE
AW FWEIL; (2) MEEIZAERHA,
REMEFILHRFIARE; 3) BiLHE
EFEREHAEN KBEITEM R ARER
E REEHHFUHMA KRG A5~
AW EXRED; (4) ZiLAFERICEL
IEEAIRF AR (6) FiLAFEfRA
BEKEZARN YR EELFIA
HILEREEZIMIEER, NRERM
HINEZIEAFEREILL AN AT S

iB): INERIEAR “EE", LW—RtiE
RAE?

ANJIE
LAW FIRM SA2IFESH

FEETHARFRAFRE 19SS
SO ZAKREDIELIR
B 4%: 100600
19/F Tower D1, Liangmaqiao Diplomatic
Office Building, 19 Dongfang East Road
Chaoyang District, Beijing 100600 China

FEiE Tel: +86 10 8567 5988
f&HE Fax: +86 10 8567 5999

B S E-mail:
gaoping@anjielaw.com
chengbing@anjielaw.com

www.anjielaw.com

Z: (PBGE) % 106 £ REKRAR =
FILAERILZA R EEM. AT,
KRG T A 3R AR "R ILZ AR

ELUTIZGRMERET AL 1 LUAR
PEEBBICNARER A XD
W ERSH T RESHERNRE—.

ik, (R (—) ) 5 18 REAHmMEIL
MRIESERA SR EBEIEZ R,
AR RIE N EB R B <. 3l
B, A2 N B RERETHAF
FYREBRILZE, KEARBEER. B
LB BN = FE L N TR HY
B, AREEREENEHE.

iB: AR HBIERT, ETERER
Bi5?

% REGRNANMEHEEREEN
BHENIRSY CEXSRERER
FEEBIMNE. REERAFREMSH
EREM LY, ZERMNBANEIREE
TE, TREF= ML AR R R

AFERERILAKBEREGRESR
BSYREICH, RREM=. i, %
ERANTHNBRT, TEEEARE>
ZUARTER. AE, SERAEZILA
FHEHE. BMESERAZREEEEH
BRIz R, ZERTETEH, 543
EREREERSEEYR, AHTER
ER G E.

FE, (#RRE (—) ) 2 21 KPWAE, &
HiLEREER (GRIE) 5 52 FHMER
INETTRE, U REILEREZIL AFER
. BMBEE A Z B SR EEHEMET
BFEHE, MAHRERDRENER. B



Article 106 of the Property Law
provides the legal basis for the appli-
cation of the system for bona fide acquisi-
tions of immovable property. It stipulates
that the criteria applicable to the recogni-
tion of a bona fide acquisition of movable
assets must apply. In the Interpretations
of the Supreme People’s Court of Several
Issues Concerning the Application of the
Property Law of the People’s Republic of
China (1), published on 2 February 2016,
the Supreme People’s Court (SPC) fully
considers the particulars of the method
of publication of the rights in rem in
immovable property and covers such
issues as the factors to be referenced and
assessed in determining the acquirer’s
“good faith”, allocation of the burden of
proof, determining the point in time of
good faith, etc.

Q: How is the subjective good faith of an
immovable property acquirer determined?

A: Under article 15 of the interpreta-
tions, if the acquirer at the time of acqui-
sition was not aware that the transferor
did not have the right to dispose of the
same and was not himself/herself grossly
negligent, he/she should be deemed to
have acted in good faith.

The determination by the acquirer of
whether the transferor had the disposal
right is based on the state and details
indicated in the property announcement.
Under the Property Law, the basic method
of publication of the rights in rem in
immovable property is immovable properi/
registration. The state and details of the
rights recorded have general credibility
and should be presumed to be true and
correct; accordingly, the acquirer’s reason-
able reliance on the immovable property
register is subject to the protection of law.
Even if the details recorded in the register
are completely at odds with the actual state
of the rights, as long as the acquirer carried
out the transaction based on the register,
he/she should be presumed to have acted
in good faith and his/her rights should be
recognized and protected.

Q: Who bears the burden of proving the
subjective “good faith” or “bad faith” of
the immovable property acquirer?

A: Given that registration is presumably
correct, under normal circumstances, as
long as the acquirer made the transac-
tion based on the register, he/she should
be presumed to have acted in good faith.

Accordingly, in a legal action involving a
dispute over title to immovable property, as
long as the acquirer relied on the property
announcement, he/she is not required to
first provide evidence in support of his
own subjective “good faith”, regardless of
whether he/she is the plaintiff or defendant
in the case.

There are instances of inconsistencies
between the actual state and the indicated
rights in rem due to registration errors. If
the other party in the legal action or the
true rights holder claims that the trans-
feror did not have the disposal right, and
the acquirer acted in “bad faith”, such
party bears the burden of proving that the
acquirer was well aware, or ought to have
been aware, that the transferor did not
have such right.

For the contents of the adduced
evidence, reference may be made to five
circumstances that affect the “presump-
tion of good faith” of the acquirer in articie
16 of the interpretations: (1) the regis-
tration of a valid objection exists.ir the
register; (2) the consent of.th=.rreiimi-
nary registration rights hclacr was not
secured during the periz<i ui preliminary
announcement of the registration; (3) there
is a notation in the rezister that a judicial
authority or administrative authority has
ruled or decitied in accordance with the
law to placs-:nder seal or otherwise restrict
the rights In the immovable property; (4)
the acquirer was aware that the entity
halding the rights as recorded in the
reister was erroneous; or (5) the acquirer
was aware that a third party enjoyed the
rights in rem in the immovable property in
accordance with the law. Where the true
rights holder adduces evidence to show the
existence of any of the above-mentioned
circumstances, the court should find that
the acquirer was aware that the transferor
did not have the right to dispose of the
immovable property.

Q: What point in time prevails when
adjudging the acquirer’s good faith?

A: Article 106 of the Property Law
requires the acquirer to be acting in good
faith at the time the immovable property
is acquired. However, in practice, there
has consistently been two viewpoints ex-
plaining the phrase “at the time he/she
acquires the immovable property”, one
being “acting in good faith at the time of
entry into the contract” and the other being
“acting in good faith at the time of regis-
tration of the transfer of the immovable
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The acquirer’s reasonable
reliance on the immovable
property register is subject
to the protection of law

property”. This difference of opinion has
also directly resulted in a lack of consis-
tency in judicial rulings.

Article 18 of the interpretations states
that “the time at which registration of
the transfer of the rights in rem in the
immovable property is completed” is the
point in time to be used to be adjudged.
It means that the acquirer must remain in
the state of being in good faith, that is, not
being aware nor being in a position to be
aware of the fact that the transferor does
not have the disposal right, until registra-
tion of the transfer of the rights in rem in
the immovable property is completed in ac-
cordance with the law, and only then does
the system of bona fide acquisition apply.

Q: Can bona fide acquisition apply in
a situation where the contract is invalid?

A: Notwithstanding the fact that
validity of the contract is not a precondi-
tion to application of the system of bona
fide acquisition, where the transaction
violates a mandatory provision of a law or
public order/good customs, the validity of
the contract is fundamentally denied and
cannot give rise to the legal effect of a
change in the rights in rem.

Where a bona fide acquirer has secured
registration based on an invalid contract,
he/she has to return the property and there
is no further need to consider whether the
acquirer acted in good faith. Likewise,
when a contract is rescinded for a statutory
reason, such as deceit, coercion or taking
advantage of the other party’s plight by the
acquirer, it too is null and void.

Accordingly, article 21 of the inter-
pretations states that where a transfer
contract is found to be invalid due to its
violating article 52 of the Contract Law,
or where it is rescinded and becomes null
and void due to deceit, coercion or taking
advantage of the other party’s plight by
the acquirer, the application of bona fide
acquisition is obviated. |l
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C ompany A and company B entered into a
subcontract for a project. The signature
section of the subcontract was stamped with
the seal of company B’s project department
and signed by its representative, Mr Wang.
In the course of the work, company B issued
construction site visas bearing its seal and
the signature of Mr Wang on a number of
occasions and paid the project money on a
number of occasions with cheques bearing
its finance seal and the signature of Mr
Wang, drawn on China Merchants Bank.

After completion of the works, company
B issued post-dated cheques in the
amounts of RMB150,000 (US$23,000)
and RMB140,000 drawn on a certain
bank. Company A, as the negotiated instru-
ment holder, could not apply to the bank to
cash the cheques on the dates it received
them, and when it went to the bank after
the maturity date indicated on the cheques
to cash them, the bank refused to honour
and pay them because there were insuf-
ficient funds in company B’s account. After
several unsuccessful attempts to contact
company B, company A took it to court,
requesting a judgment ordering company B
to pay RMB290,000 - the amount of the
negotiable instruments.

Focus of the dispute

The distinguishing point of this case
lies in the negotiable instrument issuer
denying that the seal and signature on the
cheques were genuine, and denying that
there existed an underlying instrument
relationship between it and the negotiabia
instrument holder. There were two points of
dispute in this case: (1) whether the disputed
cheques were valid negotiable instruments;
and (2) whether there existed an underlying
instrument relationship between company A
and company B. For (1), company A asserted
that the disputed negotiable instruments
were genuine and valid, whereas company B
argued that the seals and signatures on the
disputed negotiable instruments were forged
and the person who signed them was not a
member of its staff, and that it had never
opened a general account with the payment
bank for the disputed negotiable instruments.

For (2), company A asserted that there
existed a genuine contractual relationship
between it and the negotiable instrument
issuer. Company B argued that it did not
have any business dealings with company A,
and that the execution and performance of
the works contract were the personal acts of
the forger of the negotiable instruments, and
had no connection to company B.

Validity of negotiable instruments

The key to substantiating whether the
disputed negotiable instruments were lawful
lay in whether the signature and seal on the
negotiable instruments were forged by a
third party. The second paragraph of article
9 of the Provisions of the Supreme People’s
Court on Several Issues Concerning the Trial
of Disputes Involving Negotiable Instruments
specifies that a negotiable instrument holder
that institutes a legal action in a people’s
court is under obligation to provide the
disputed payment instrument. If there is
suspicion that the issuance, acceptance,
payment or endorsement and transfer of the
negotiable instrument involves an illegal act
— such as deceit, theft, coercion, intimida-
tion, violence, etc. — the negotiable instru-
ment holder bears the burden of proving the
lawfulness of the negotiable instrument.

As evidence for the rights in the nego-
tiable instruments, company A submitted
to the court the disputed negotiable instrii-
ments and the cheque dishonour noices
from the bank. On the other hand, company
B provided a notarial certificate evidencing
its seal impression and tt¢ sample of its
legal representative’s sigii.ture, and its bank
accounts information. Vith the objective of
refuting company . E’s arguments and es-
tablishing the iawfulness of the negotiable
instruments, company A applied to the court
for thetinvestigation of, and collection of
evicence from, the bank in question.

The bank provided general account
information and transaction details pertain-
ing to the disputed negotiable instruments.
It produced evidence that, at the time of
opening of the account, it had reviewed the
originals of such documents as company
B’s business licence, and the ID document
of its legal representative, and notified
company B of the opening of the general
account in question, that the signature and
seal on the disputed negotiable instruments
were fully consistent with the samples
left with the bank, and that settlements
had occurred through that account until
the acceptance of the case. Accordingly,
the disputed negotiable instruments were
formally lawful and the evidence provided
by company B was insufficient to show that
its signature and seal were forged.

Underlying relationship

The key to evidencing an underlying
instrument relationship lies in whether a
contractual relationship exists between the
parties. Pursuant to article 10 of the Law
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Accordingly, the
disputed negotiable
instruments were
formally lawful

on Negotiable Instruments, and article 10 of
the Provisions of the Supreme People’s Court
on Several Issues Concerning the Trial of
Disputes Involving Negotiable Instruments, in
connection with the securing of a negotiable
instrument, consideration must be paid and
the negotiated instrument holder is required
to provide relevant evidence showing that the
specified obligations were performed.

As evidence for this, company A provided
the works contract, the site visas, the final
acceptance note, and the bank deposit
receipts. Company B denied the works
contract, claiming that the signature and seal
on it were also forged, and claimed that no
contractual relationship existed. As evidence
that the subcontract was lawfully executed,
company A provided a contract entered into
by company B and a company C, the owner,
published by the Shanghai Municipal Con-
struction Industry Management Office.

The contract had undergone a convention-
al bid invitation and submission procedure,
and been reviewed and placed on the record
by the bid invitation and submission office
of a certain district of Shanghai municipal-
ity. Company A had reason to believe that
company B’s signature and seal were genuine
and valid. Furthermore, it had executed the
subcontract with it, the works had been
completed and accepted, and company B
had paid project money through the disputed
negotiable instrument account on several
occasions. Accordingly, the above-mentioned
evidence provided by company A comprised
an evidentiary chain substantiating the fact of
the subcontracted works.

The key to the adducement of evidence
in negotiable instrument recourse right
disputes lies in the validity of the negotiable
instrument and the underlying relation-
ship. Following the trial, the court held that
company A, as the negotiable instrument
holder, was able to prove the validity of the
negotiable instruments and the establish-
ment of the underlying relationship, and
rendered a judgment ordering company B to
bear the liabilities associated with the nego-
tiable instruments. Il
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n_simple terms, a free trade agreement (FTA) is an arrangement

under which barriers to trade and services between two or more
states are reduced or eliminated, facilitating the trade in goods and
services between those states. In addition to tariffs and quotas on
goods, barriers to trade commonly include regulatory restrictions such
as licensing and other requirements. FTAs are designed to encourage
stronger trade and commercial ties between the signatory countries
and are increasingly being used to remove barriers to services,
including legal services.

An FTA may take the form of a bilateral agreement between two ju-
risdictions or a multilateral agreement between numerous jurisdictions.
An example of a multilateral agreement is the Trans-Pacific Partner-
ship Agreement (TPP). This article examines the impact of FTAs on the
trade in legal services between states, the arrangements that will come
into effect under the TPP, and developments between mainland China
and Hong Kong.

As noted in a previous article (see China Business Law Journal,
volume 4 issue 7: Liberalization and integration of legal services)
the international market in legal services is governed by the General
Agreement on Trade in Services (GATS). GATS was one of the agree-
ments signed in April 1994, when the World Trade Organization (WTQ)
was created. It was the first multilateral trade agreement to govern the
trade in services. GATT, the General Agreement on Tariffs and Trade,
governs the trade in goods.

However, some member countries such as South Korea did not make
any commitments in respect of legal services under GATS. As a result,
the opening of their markets to foreign legal services has occurred
pursuant to bilateral FTAs with other countries. South Korea has now

& | CHINA BUSINESS LAW JOURNAL
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entered into FTAs with the EU, the US and other countries such as
Australia and Canada. These FTAs allow law firms from the counterpart
countries to establish a presence in South Korea.

Although many countries made commitments in respect of the trade
in legal services when they entered GATS, some countries have made
further provision for the trade in legal services in their bilateral FTAs
with other countries.

The most-favoured nation principle, under which any concessions
agreed with one member country must be extended to other member
countries, means that it is difficult for a GATS member country to offer
concessions under FTAs that are not available to other GATS member
countries. However, some countries have agreed on express provi-
sions concerning legal services in their FTAs to guarantee the benefits
under the existing commitments, and to encourage closer relationships
between the two countries in the area of legal services.

In recent years, the Australian government has been particularly
active in this respect. For example, the China Australia Free Trade
Agreement (ChAFTA), which came into force on 20 December 2015,
contains express commitments from China in relation to legal services.

ChAFTA guarantees that Australian law firms will have access to the
China legal services market under China’s existing WTO commitment.
It also guarantees that Austialian law firms may take advantage of
the rules in the Shanghai rree Trade Zone that allow foreign firms and
local firms to undertake reiiprocal secondment of lawyers, and also to
establish commerciai associations with Chinese law firms. The relation-
ship between China.and Australia in this area is further strengthened
by a side letter i der which the two countries agree to pursue dialogue
through the-rcievant professional bodies for the purpose of strengthening
co-operatian’in the provision of transnational legal services.

In adaition to the FTAs with China and South Korea, the Austra-
lian'government has also concluded an FTA with Japan, the Japan-
Australia Economic Partnership Agreement (JAEPA), which entered
into force on 15 January 2015. Like ChAFTA, JAEPA guarantees
existing market access for Australian lawyers. Australian firms will
continue to be able to form legal professional corporations under
Japanese law, and it has been agreed that further discussions will
take place between the professional bodies in Australia and Japan
regarding co-operation in legal services.

A bilateral trade agreement between Australia and India, known as
the Australia-India Comprehensive Economic Co-operation Agreement,
is currently under negotiation. It will be interesting to see whether this
contains any provisions on legal services.

Following seven years of negotiation and debate, the Trans-Pacific
Partnership (TPP) was signed by its 12 member countries on 5 October
2015. It will come into effect when it is ratified by the requisite number
of signatory countries.

The TPP is a comprehensive free trade agreement between 12
countries, which together represent approximately 40% of global
GDP. The countries that have signed the TPP and will become bound
by its terms upon ratification are Australia, Brunei, Canada, Chile,
Japan, Malaysia, Mexico, New Zealand, Peru, Singapore, the US
and Vietnam.

The TPP sets out rules or principles by which the member countries
must regulate their markets. In fact, one of its primary objectives is to
provide transparent rules for trade and investment between the member
countries. Its key features include the elimination or reduction of tariffs
and non-tariff barriers for cross-border trade in goods and services,
as well as the reduction or removal of restrictions on investment. It
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imposes core obligations found in other trade agreements, such as the
obligation to accord national treatment, most-favoured-nation (MFN)
treatment, and market access to investments of one member country
into another member country.

Like other trade agreements, it makes provision for each member
country to maintain non-conforming measures that the relevant country
considers necessary in terms of its own national interests and its own
economic development. In effect, these operate as country-specific
exceptions to the core obligations and are contained in the annexes. For
example, Japan, Malaysia and Vietnam have included their existing re-
strictions on legal practice in the standstill commitments, under which
they commit to a standstill in their non-conforming measures and not
to make such measures more restrictive in the future.

In terms of legal services, paragraph 9 of annex 10-A recognizes the
importance of transnational legal services in “facilitating trade and in-
vestment and in promoting economic growth and business confidence”.
Further, paragraph 10 provides that in regulating foreign lawyers and
transnational legal services, member countries are encouraged to
consider a range of questions, including whether foreign lawyers should
be permitted to provide transnational legal services by establishing
a commercial presence, and whether foreign lawyers and domestic
lawyers should be permitted to work together in the delivery of fully
integrated transnational legal services.

In the main, the comraitments in the TPP concerning legal services
are subject to the existing commitments and reservations that member
countries have mace pursuant to instruments such as GATS and FTAs.
When comperci with these instruments, the TPP is noteworthy insofar
as it speczitically encourages member countries to allow foreign lawyers
to provice-iegal services on a temporary fly-in, fly-out basis.

Thiy has been a concern in relation to certain jurisdictions in the
region. For example, a concern about the ability of foreign lawyers to
arovide cross-border legal services on a fly-in, fly-out basis had previ-
ously arisen in relation to Malaysia until the position was clarified by
legislation permitting foreign lawyers to provide advice on condition
that they do not stay in Malaysia for more than 60 days each year.

When this is viewed alongside the measures to encourage alterna-
tives for minimum residency requirements and also greater mobility
of professionals through enhanced visa arrangements, it appears that
there is a strong push to facilitate the cross-border provision of legal
services between TPP member countries. This will be of particular
interest to smaller law firms in the member countries, many of which
do not have a regional presence and provide services on a fly-in, fly-out
basis. The measures to increase mobility will also benefit individual
lawyers who may wish to relocate to other jurisdictions or spend short
periods of time on secondment with foreign law firms in other member
countries.

The TPP also specifically encourages member countries to allow
foreign lawyers to deliver transnational legal services on a “fully inte-
grated” basis, together with domestic lawyers. Although the concept
of “full integration” is not defined, it is likely that this would embrace
arrangements under which local law firms may become part of an
international practice that shares not only common branding but also
common management and resources — an essential component of a
truly global practice.

The Closer Economic Partnership Arrangement (CEPA) came into
effect in 2004 and is an FTA between Hong Kong and mainland China.
It covers three broad areas; trade in goods, trade in services, and trade
and investment facilitation.
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Under CEPA, mainland China has made a number of commitments
with respect to legal services. Two significant commitments are the
commitment to allow Hong Kong law firms that have set up repre-
sentative offices in the mainland to enter associations with mainland
Chinese law firms, except in the form of a partnership, and to allow
mainland law firms to employ Hong Kong lawyers. The above is also
applicable to Macau law firms under a similar FTA between mainland
China and Macau.

Under these associations, law firms may pool their resources,
market their services under the name of the association, collect and
distribute fees, bear costs and assume liabilities — all in accordance
with the terms of the association contract. Each law firm in an as-
sociation is limited to undertaking the approved legal services that
are permitted by the relevant rules. In addition, during the term of the
association, the legal status, name and finances of each law firm must
be kept independent and each law firm must independently assume
civil liability. This appears to rule out any profit-sharing arrangement
under which one law firm is able to share a percentage of the profits
generated by the other firm in joint matters.

CEPA has now further liberalized the market for Hong Kong and
Macau law firms. Pursuant to supplement VIII of CEPA, Hong Kong
law firms and mainland law firnis are now permitted to establish and
operate an association ir the form of a partnership in Guangdong
province. The Pilot Implementation Measures for Partnership As-
sociations between 'Hcng Kong Law Firms, Macau Law Firms and
Mainland Law Fiinis/in Guangdong province, which came into effect
on 1 Septemn~c 2014, introduce a partnership model in three
locations in3uangdong province: Qianhai in Shenzhen, Nansha in
Guangzhiow,-and Henggin in Zhuhai.

Tha neasures permit one or more Hong Kong law firms and Macau
law firms and one domestic law firm to enter into a “partnership-style
assoclation” in Guangdong province. The partnership association
involves the establishment of a separate law firm, which takes the form
of a limited liability partnership or a “special general partnership” as
it is called in China (for a discussion of partnerships between lawyers,
see China Business Law Journal volume 4 issue 6: Partnership). For the
first time, Hong Kong and Macau law firms are able to enter into profit-
sharing partnerships with mainland law firms. The partnership firm is
regulated in the same way as other law firms in China, except that its
permitted business scope excludes criminal and administrative matters
that involve domestic law.

This development may be a model for further liberalization of the
legal services market for foreign law firms in the same way as asso-
ciations under CEPA have served as a model for developments in the
Shanghai Free Trade Zone.
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