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Dear Readers and Friends,

Walking in the streets of Shanghai | find Shanghai as a thriving metropolis with
impressive high-rises and state of the art malls. From a layman’s prospective,
the architecture in Shanghai can compete on an international scale. In this
issue, | will focus on the recent hot topic - restrictions imposed on foreign
direct investment in the real estate industry. As you might know, our Chi-
nese affiliate, Zhong Lun, is regarded among the leading Chinese real estate law
firms and has been acknowledged by the Asian Legal Business Journal for
completing the Best Real Estate Deal of the Year (2005). Naturally, real estate
matters are close to our hearts and are a good topic to start the coming Chinese
New Year. | hope you find this issue interesting. Please feel free to send me
your comments, inquiries or any suggestions for future issues.

Sincerely Yours,
Amit Ben-Yehoshua, China Partner
Shibolet & Co. Notaries & Advocates

Restrictions on Foreign Direct Investment in the
Chinese Real Estate Industry
Amit Ben-Yehoshua'

As China’s economy is growing stronger, empowered by a constant and im-
pressive flow of foreign direct investment, real estate prices in its metro cities
have dramatically increased, leaving many local Chinese without the ability to
purchase a home. According to the Chinese Ministry of Commerce, during
2005, over 5.4 hillion dollars have been invested by foreign enterprises.?
Moreover, newly established foreign-invested real estate enterprises increased
by 25.4 percent in the first half of 2006 compared with
the same period of the previous year.3

Currently, the average price per square meter in Shang-
hai (JinAn and Huang Pu and Luwan districts) is RMB
23,139 (US$3,259). Therefore, a 100 square meter
(1,076 square feet) apartment will cost approximately
US$325,901.4  We should recall that the average
monthly income in Shanghai is only RMB 2,464
($US332).5 According to a published survey issued by
the Financial Research Center of Beijing Normal Univer-
sity, 70% of the urban residents of Beijing are unable to
afford to purchase a house.¢

Local Chinese complain that due to the growing number of foreigners in the
larger cities, who are paid western salaries, the real estate market has been
inflated beyond control.”

Due to the public outcry, the central government in Beijing has been continu-
ously trying, in recent years, to cool down the real estate market by issuing a
series of regulations.

| shall try in this issue to summarize the key restrictions that apply to foreign
investment in the real estate industry.

Purchase of Real Estate for Self Use or Commercial Purposes

Typically purchasers of real estate property can be divided to buyers who pur-
chase property for their own use as residence or commercial office space, and
commercial buyers who intend to use the property for other speculative com-

~ traditional Ch_i_nesearchtecture,
Beijing, 1749

mercial purposes, such as land development, property construction, etc.

A foreign individual is allowed to purchase real estate if he or she has worked or
studied in China for one year or longer. The purchaser must present supporting
documents such as visa permits to support his status. Also the owner of the apart-
ment is required to reside in the apartment and may not sublease it.

Similarly, a foreign invested company or representative office may purchase real
estate in China for its business use.

Real Estate Investment for Commercial Purpose

A foreign investor who seeks to purchase real estate for commercial purpose must
establish a foreign invested real estate company in China. Offshore direct ownership
of land use rights that was common in the past is no longer permitted.

All Foreign Invested Real Estate Corporations Must Receive Approval
From Beijing

China is operating under the leadership of the Central government in Beijing which
uses macro control tools to regulate its foreign direct investments. When the central
government seeks to encourage a specific industry it empowers the local and provin-
cial level governments with the discretion to regulate and execute the approval proce-
dures. However, when the central government wants to restrict the investment in a
particular field, the level of approval is elevated, which substantially delays and com-
plicates the approval process.

According to government regulations issued on March 20078, any establishment of a
foreign invested real estate enterprise must be approved by the local authorities and
by the Ministry of Commerce (MOFCOM) in Beijing. This approval process may
delay the procedure for months. To assure the compliance with the regulations, any
real estate company that fails to receive approval from central MOFCOM will not be
able to utilize its foreign exchange account.

Financing Restrictions: Elevated Minimum Reqis-

tered Capital

In contrast to the practice in the United States and Israel, every
Chinese corporation is subject to a statutory and regulatory
minimal registered capital. In order to establish and maintain
its business license, the corporation must inject a statutory
amount of funds to the corporation, in a limited time frame as
required by the relevant authorities.

The problem is that often, the minimum registered capital ex-

ceeds the investor's current commercial needs and forces the

investor to inject more capital to the corporation when it is not
economically desirable.

For instance, according to the Corporation Law of the People’s Republic of China, the
minimum registered capital for the establishment of a corporation is RMB 100,000
(approximately US$13,513) for a one shareholder limited liability company® or RMB
30,000 (approximately US$4,054) for a limited liability company owned by two or
more shareholders.® This might seem as a reasonable requirement taking into ac-
count the operation costs of a business. In practice, however, the decision on the
minimum registered capital varies from one city to another according to their internal
regulations. Those internal regulations provide the local authorities with a major
discretionary tool to encourage or discourage any specific type of investment by
changing the minimum statutory requirement according to the local government's
needs. For instance, in the city of Dongguan, in Guangdong Province, an investor
which seeks to establish a small scale processing plant must invest a minimum regis-
tered capital of US $1,000,000 which is 7400% higher than the statutory amount and
far exceeds its business needs.

" Written by Amit Ben-Yehoshua. Mr. Ben-Yehoshua serves as the China Law Partner of the Israeli Law Firm Shibolet & Co. Advocates & Notaries and is licensed to practice law in
California and Israel. Shibolet & Co. is working in cooperation with the Chinese law firm Zhong Lun. | would like to acknowledge the assistance and the helpful remarks of my col-

leagues Mr. Zhou Yun, Mr. Xu Ding Hui and Ms. Gao Ting.

2 United Nations Conference on Trade and Development, UNCTAD Investment Brief (last reviewed December 25, 2007, http://www.unctad.org/en/docs/iteiiamisc20075_en.pdf
® People’s Daily Online, China Regulates Foreign Investment in Real Estate Sector, published July 24, 2006, last reviewed December 26, 2007. http:/

english.peopledaily.com.cn/200607/24/eng20060724_286073.html

4 Xinhua, Average Transaction Price 10,092 yuan per square meter, posted May 30, 2007 last reviewed March 4, 2008, http://news.xinhuanet.com/house/2007-05/30/

content_6171797.htm (text in Chinese)

® Shanghai Municipal Labor & Social Security Bureau, last viewed December 26, 2007, www. 12333sh.gov.cn (text in Chinese)

®China Hand, The Complete Guide to Doing Business in China, June 2006, The Economist Intelligence Unit Limited 2006, Chapter 6, page 23

"The American Chambers of Commerce asserts that in reality, foreigners only account 5% of home buyers in China, and are not the leading cause of the price increase. American
Chambers of Commerce 2007 White Papers, last viewed on December 25, 2007, http://www.amcham-china.org.cn/amcham/upload/wysiwyg/2007WP4.pdf

8 Circular on the Reinforcement and Regulation of Approval and Supervision of Foreign Direct Investment in the Real Estate Sector (Shang zi han [2007] No. 50, issued by the

Ministry of Commerce and State Administration of Foreign Exchange on May 23, 2007.

° Article 58, Company Law of the People’s Republic of China, issued by the National People’s Congress on October 27, 2005. (PRC Company Law)

1% Article 26, PRC Company Law
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To reduce the strong flow of foreign investment in the real estate market, the new
regulations require a substantially higher minimum invested capital. For instance,
while the minimum registered capital for traditional non real estate projects of over
$30 million dollars is 33.33% of the total investment, the minimum registered capital
for real estate projects is 50% of the investment.

Further Obstacles in Debt Financing — Restriction on Obtaining Do-
mestic and Foreign Loans
According to Circular 130 issued by the State Administration of Foreign Exchange,

a real estate company may not borrow any loan, domestic or foreign if its registered
capital is not fully paid, or if the land use right certificate is not obtained.

Moreover, any foreign invested real estate enterprise is not permitted to borrow
foreign debts (including shareholder’s loan) if its establishment was approved after
June 1, 2007.

The new regulations require that any investment will be in a form of equity injection.
Thus, registration of foreign debt (including third-party loans and share holders
loans) will not be permitted.

Every Project Requires the Establishment of
an Independent Real Estate Company

In contrast to the common practice in most countries,
a foreign investor must establish a separate real
estate company for each project. Naturally, this
requirement adds additional costs and delays the
completion of the project.

First Obtain Land Use Rights than Incorpo- ¢
rate

Traditionally, real estate investors prefer to conclude
their contractual relationship by establishing or using
an existing corporation which enters into a formal
legal contract with the seller. Pursuant to the govern-
mental circular issued on May 2007 obtaining the
land use rights or entering to pre-assignment or sale
agreement on the land use rights is a prerequisite to
the establishment of a foreign invested real estate
company.12 This switch in the traditional order of business may be inconvenient to
the small scale investor.

Prohibition on Fix Investment Return Clause

Typically, investors agree on a fixed return on investment to attract investors to
contribute capital to the project. This arrangement is often incorporated into the
shareholders’ agreement and to the company'’s articles of association. According to
the new regulations, any clause regarding a fixed return on the investment will be
regarded as unlawful and will likely be declared as void by the People’s Court.

Catalogue for Guidance of Foreign Investment Industries 2007

As we posted in our December 2007 issue, the central government has amended
the foreign investment catalogue which divides the foreign investment market to
encouraged, restricted and prohibited industries. The new catalogue entered into
effect December 1st 2007. Prior to the recent amendment, development of residen-
tial housing was an encouraged industry and received governmental incentives.t3
However, the new catalogue of 2007 removed the development of residential hous-
ing from the encouraged industries and thus complicated the approval process.

Restrictions on Development of Raw Land

Article Xl of the 2007 catalogue lists the development of raw land as a restricted
industry. Moreover, any development of raw land requires a formation of a joint
venture with a local partner, abolishing the option of forming a wholly foreign owned
enterprise (100% ownership by foreign parties). Some observers opinioned that
this change has been incorporated due to the elevated political sensitivity associ-
ated with the change of agricultural land to commercial urban land and the social
unrest which derives from the relocation of local residents from their property.14

Restrictions on Construction of Luxury Hotels, Villas, and Office

Space

Foreign investment in the construction and operation of high ranking (luxury)
hotels, villas, office buildings and international convention centers is listed as
restrictive industry. Similarly, real estate brokerage and consulting agencies will
also be regarded as restricted industries.

The Future of Foreign Investment in Chinese Real Estate Market

What is the future of foreign direct investment in the Chinese real estate market?
Clearly there is still a lot of confusion among members of the industry.

Some observers claimed in an outcry that “foreign investment in the real estate
industry has been declared dead”.!> Others have commented in a much more
relaxed tone suggesting to wait and to see the implementation of the new policy.

In our mind, there is no doubt that the new regulations place substantial burden
on the foreign investors in the real estate market
and will likely deter the small investors. However,
it is our experience that foreign investors are still
investing and are looking for opportunities in
China. We must remember that the new regula-
tions do not prohibit foreign investment in the
real-estate market, but just add additional obsta-
cles to cool down the market. It is our experi-
ence that financially sound real estate investors
find in China, in particularly in its second tier
cities, fruitful grounds and cooperative local
authorities that are eager to accommodate for-
eign investors in the real estate industry.

Modern Chinese Architecture, a view from the
Huang Pu River, Shanghal 2008
Photograph by Nitza Levin
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This article is provided for general information purposes and is not to be regarded as a legal advice or a legal opin-

ion. Facts and laws relating to each case may vary.

" Notice Concerning the Distribution of the List of the Foreign Invested Real Estate Enterprises, issued by the Ministry of Commerce [Huizongfa [2007] No. 130
"2 |ssued on May 23 2007 by the Ministry of Commerce and State Administration of Foreign Exchange Shangzihan [2007] No. 50

' Catalogue for the Guidance of Foreign Investment Industries, (Revised in 2004),

guid2004.htm#gart4

last reviewed February 25, 2008, http://www1.cei.gov.cn/ce/index/report/cep7/

4 Foreign Investment in China, Part Il: Can You Say Last Nail In The Real Estate Coffin? Steve Dickinson, posted on November 13, 2007, last viewed on December 26, 2007,

http://www.chinalawblog.com/2007/11/foreign_investment_in_china_pa.html

15Andy Scott, New guidelines for FDI creating confusion, uncertainty in real estate sector. Posted November 15, 2007, last viewed December 25, 2007, http://www.china-
briefing.com/blog/2007/11/15/new-guidelines-for-fdi-creating-confusion-uncertainty-in-real-estate-sector.html



