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I. Overview of the legal regime applicable to China’s Non-performing Loan
("NPL")

China's NPL market as well as the legal regime applicable to NPLs have developed
rapidly over the past years, and has attracted attention from both international and
local investors. Overall, China has steadily deregulated the trading of NPLs since the
launch of this industry nearly two decades ago. This article introduces the history of
China's NPL market and some important changes to the legal regime applicable to
NPLs.

a. Role of national level “Big Four AMCs"

In 1999, four national level asset management companies ("AMCs"), i.e., Huarong, Great
Wall, Orient, Cinda (collectively, the "Big Four AMCs") were established by the Chinese
government to absorb the NPLs worth approximately USD 500 billion from China's four
major state-owned commercial banks (primarily to facilitate the listing of such banks).
At the time of establishment, each AMC was responsible for accepting, managing and
disposing the NPLs from one of China's big four state-owned banks, i.e. the Industrial
and Commercial Bank of China, Agricultural Bank of China, Bank of China, China
Construction Bank, as well as the NPLs from China Development Bank.

In 2004, the Big Four AMCs were permitted to make additional investments in
foreclosed assets, offer custodian and agency services, and acquire distressed assets in a
market-oriented manner.! This marked the beginning of a transition towards market-
oriented diversified financial business operations of the Big Four AMCs. Since 2010, the
Big Four AMCs have become fully marketized by acquiring NPLs through market-
driven mechanisms such as biddings and auctions. By 2016, all Big Four AMCs
completed the joint-stock reform. Their business scope now allows them to invest in
NPLs of banks, non-bank financial institutions and non-financial institutions, and they
have been the dominating buyers of NPLs in China.

b. Role of provincial level AMCs

In 2012, AMC at the provincial level was allowed to be established by the Ministry of

! See Administrative Measures for Relevant Business Risks of Financial Asset Management Companies(Cai Jin [2004]
No0.40) (&Rl =3 A 7 ok 58 M EH /M) (44:[2004]40%5).



Finance ("MoF") and China Banking Regulatory Commission ("CBRC").2 In 2012, each
provincial government was allowed to establish one local AMC to participate in the bulk
acquisition and disposal of NPLs from financial institutions within its own province,
with the disposal method being limited to debt restructuring. Since 2016, the central
government has introduced a series of supportive policies,? permitting each provincial
government to establish one more local AMC, and allowing the local AMCs to dispose
NPLs by, among other methods, transferring the NPLs to other investors without being
subject to geographic limitation (including offshore investors).

The provincial level AMCs are still limited in certain aspects compared to the Big Four
AMCs. For example, the Big Four AMCs may set up joint ventures with foreign
investors, while it is unclear whether provincial level AMCs may do the same.*

II. Transfer of NPLs

China's NPL market can be classified into the primary market and secondary market,
with the key players in these two markets as follows:

Primary Market Transferor: banks
and other financial
institutions
l Other participants:
Transferee: AMCs [ Financial advisors
Legal advisors
Transferor: AMCs | Rating agencies
Secondary Market ¢ NPL servicers
Accounting agency

Transferee:
onshore investors
offshore investors

In the primary market, banks and other financial institutions transfer their NPLs to
AMCs, and AMCs then dispose the NPLs via multiple means, one of which is to transfer
the NPLs in the secondary market to other investors (including both onshore investors
and offshore investors). The transfer process is subject to a diverse set of laws and
regulations in China, and special approval requirements apply in the case of the
transfer to offshore investors.

a. General process
In the primary market, banks and other financial institutions may transfer NPLs in

batches to AMCs.5 The bank should determine the scope of NPLs and carry out due
diligence on the NPLs first. Based on the due diligence, the bank should evaluate the

2 See Administrative Measures for the Bulk Transfer of Financial Enterprises’ Non-performing Assets (Cai Jin [2012] No.6)
(bAoA B3R L E) (M4:[2012]6'5).
% See the Circular on Properly Adjusting Relevant Policies of Local Asset Management Companies by CBRC (Yin Jian Ban
Bian Han [2016] N0.1738) (' E4#RAT IS B BT R AT R T3E LR 7 Z1 7~ A R A RBURRI R ) (REE 7
{¥A[2016]17385).
* The provincial level AMCs were first approved in 2012; but the relevant laws and rules regulating the joint venture set up
EydAMi:s were promulgated before 2012, therefore it is unclear whether these laws and rules apply to provincial AMCs.
Id. at 1.



NPLs and form the transfer plan. After the transfer plan is reviewed and approved
internally, a transferor will invite interested AMCs to conduct due diligence on the
target NPLs.

The transfer must be conducted via competitive means (such as bidding and auction) in
order to maximize the sale proceeds. The winning bidder will enter into an NPLs
transfer agreement with the transferor. Both parties should, within the agreed period,
issue public announcement to inform the debtors and the guarantors of the NPLs
regarding the occurrence of the transfer.

To transfer NPLs in the secondary market, an AMC is required to disclose the basic
information of the target NPLs on its public websites as well as a designated newspaper.
In particular, for any disposal of NPLs whose book value is more than RMB 10 million
but not more than RMB 50 million, an announcement must be made in a newspaper at
municipal level or above. For any disposal of NPLs whose book value is more than RMB
50 million, an announcement shall be made in a newspaper at provincial level or above.®
Announcement period should generally last for at least 10 working days to 20 working
days.

The transfer process in the secondary market should also be carried out by competitive
means, including but not limited to bidding, auction, invitation to offer and public
inquiry/solicitation. Without the public competition process, AMCs may not transfer
NPLs to non-state owned transferees. The relevant AMC and the winning bidder should
enter into NPLs transfer agreement after the process is concluded. The AMC may issue
public announcement regarding the transfer and notify the debtors to repay outstanding
debts to the relevant transferee.

b. Special process for transferring NPLs to offshore investors

Transfer of NPLs to an offshore investor is subject to administration by the National
Development and Reform Committee ("NDRC") and the State Administration of Foreign
Exchange ("SAFE"). We understand from the past Chinese practice that the NDRC only
accepts filing of the NPLs transfer from onshore AMCs to offshore investors and does
not grant the approval to NPLs transfer from an onshore bank to an offshore investors.
However, on 1 June 2017, SAFE Shenzhen Branch was granted the authority to
examine and approve the pilot cross-border transfer of NPLs by domestic banks on a
case-by base basis.” Nevertheless, as a matter of practice, transfer of NPLs in batch of
more than 3 units by banks still need to be proceeded through AMCs.

In accordance with relevant regulations and rules, after a winning offshore bidder has
executed the NPLs transfer agreement with the selling AMC, the following additional
steps should be taken in connection with the transfer of NPLs:

® Also note that AMCs must not transfer the following NPLs to buyers other than government authorities and state-owned
buyers: where the debtor or guarantor is a government authority; where the debtor is a state-owned enterprise subject to
national policy-based bankruptcy plan as approved by the State Council; where the creditor's rights concern national security
and sensitive information, i.e., creditor's right involving military or national defence industries; other creditor's rights the
transfer of which is restricted by laws and regulations. As a matter of practice, AMCs will first confirm with the relevant
regulatory authorities (such as CBRC) regarding any restrictions on the proposed transferee of the target NPLs, and will
specify such restrictions in the disposal public announcement.

"'See the Approving Reply to Shenzhen Branch on Developing Pilot Cross-border Transfer of Non-performing Assets
Business in its Administered Banks (Huifu [2017] No. 24) (< TiRYIT 205 1 B 5% X N ARAT R KB ¥ = B B ik il ol
LB RETWIME) (LE[2017]24 5) issued by SAFE on June 1, 2017. This reply shall be valid for one year from the
date of the reply.



o Registration with NDRC by the AMC.® The AMC is required to file with the
NDRC for the transfer of NPLs by submitting: (i) information on the NPLs (book
value of principal, gross interest, main composition, geographical coverage, and
third-party evaluation); (ii) transfer agreement; (iii) disposal announcement
released on news media; (iv) certificate of incorporation, relevant commitment in
writing, and proof of credit and business performance of offshore investor; (v)
notarial certificates issued by the notary authority for the transfer process (brief
introduction of the NPLs, the transfer method, main onshore and offshore
investors involved in the transfer, and relevant quotation); (vi) legal opinions
issued by the law firm representing the AMC. The NDRC is required to decide
whether to accept the filing within 5 business days after receipt of the application
material, and issue a registration certificate within 7 business days after the
acceptance.

o Registration with local SAFE. After completing the filing with the NDRC,
depending on local practice, the AMC may need to complete foreign exchange
registration with SAFE in order for the AMC to convert foreign exchange
consideration for selling the NPLs into RMB (in some localities, SAFE has
delegate such authority to commercial banks and the AMCs can process the
currency conversion with banks directly).® Further, if any cross-border security
should arise from the cross-border transfer of NPLs, it should be administrated
by relevant rules of cross-border guarantee by SAFE.10

e Foreign exchange settlement by the AMC with bank. The AMC may, upon the
receipt of the consideration for selling the NPLs to an offshore investor, directly
process the accounting and settlement of the foreign exchange consideration with
its bank by submitting: (i) an application letter; (ii) the registration certificate;
(iii) a photocopy of the key provisions of the NPLs transfer agreement; (iv) other
supplementary documents.

e Foreign exchange remittance by the offshore investor with bank. The offshore
investor may remit abroad its income!! from recovery or re-transfer of the NPLs
by submitting to the bank: (i) an application letter; (i) the registration
certificate, (iii) a photocopy of the key provisions of the NPLs transfer agreement;
(iv) power of attorney (where applicable); (v) other supplementary documents.

III. Collection and Recovery of NPLs

Like many other jurisdictions, enforcement of creditors' rights in China could be a
complicated and time-consuming process. Below is a brief introduction of legal
proceedings (litigation and non-litigation) applicable to the enforcement of debt in
China, as well as an overview of general enforcement procedures and the treatment of
various types of collateral.

8 See Circular of the NDRC on Effectively Conducting the Reform of Foreign Debt Administration concerning Overseas
Credit Assignment (Fa Gai Wai Zi [2016] N0.1712) ([ 5 & Ji& Bt 5 2 55 U 5 AN A SR AMBT 45 B B 98 TAE I
JEAY (KEsM9E[2016]1712°5).

°1d. at 8.

19 See Notice of SAFE on Issues Concerning the Foreign Exchange Administration of the Disposal of Non-performing
Assets by Financial Asset Management Companies to Foreign investors. (Hui Fa [2015] No.3) ¢ [ S AN 3 R 5 T4 il
R EHA TN SMEE A R 7 AN A SRR @A) (LK [2015]39).

11 If the foreign investor has not set up organization or business place within China, or the income is not related to such
organization or business place, the income will be subject to Chinese withholding tax at a rate of 10%.



a. Establishment of creditor's rights

Under Chinese law, a creditor may establish its rights against the debtor(s) through
litigation proceedings or non-litigation proceedings.

1 Litigation proceedings

Litigation is commenced by filing the complaint with a court with competent
jurisdiction. Normally, the court of first instance is the court in the jurisdiction where
the debtor is located. To prevent the debtor from transferring his or her property, the
creditor may apply for property reservation/seizing order either before or after filing the
complaint. The hearing will be held at a time chosen by the court. The court usually
holds only one formal hearing, but it may hold more as necessary (e.g., if the dispute is
complicated). During the hearing, both parties can present evidence, cross-examine
witnesses and debate the matters in dispute.

The length of the trial process varies from case to case within the time limit of 6 months
for the first stance trial, and 3 months for appeals. The terms of the judgment handed
down by a court will typically provide a grace period for performance, usually around 10
to 15 days. Once this period has expired, the party to whom judgment was awarded can
apply to the court for enforcement. The application for enforcement shall be made
within 2 years after the expiry of any performance period specified in the relevant
judgment by a court (or, in case of the non-litigation proceedings, the performance
period specified in arbitration award by arbitration tribunal, payment order or notarized
enforcement certificate). Courts are legally required to enforce judgment within 6
months after receiving the application for enforcement. However, there are also broad
exceptions to this rule and, in practice, enforcement can take years.

2) Non-litigation proceedings

In the interest of efficiency and cost, creditors may choose non-litigation methods, such
as payment order and notarization of the loan agreement.

Payment order is a special legal proceeding available for disputes in connection with
monetary or securities payment. Note, however, that the following conditions must also
be met before an application for payment order can be accepted by the court: (i) the debt
is due and the amount is definite and clearly supported by evidence; (ii) the lender has
no outstanding liability to the borrower; and (iii) the payment order can be duly served
to the borrower. If the borrower cannot be found, the court will not accept the
application for payment order. The time limit for the court to issue the payment order is
15 days after the acceptance of the application. If the debtor does not file an objection in
writing within 15 days after receipt of the payment order, nor repay the debt as
requested, the enforcement proceedings can be initiated. However, if the debtor does file
an objection within the above time period, the payment order would cease to be effective.

If the loan agreement is notarized by a public notary office after its execution with the
debtor confirming its willingness to be subject to judicial compulsory enforcement upon
its failure to repay the debt when due, then the creditor can apply to the court with
competent jurisdiction for enforcement after the occurrence of the debtor's default based
on the enforcement certificate issued by the public notary, without going through a court
trial process. In practice, notarization of the loan agreement is widely adopted by
commercial banks.



b. Enforcement

Where a debt is secured by collateral, Chinese law prohibits the parties to a mortgage or
pledge agreement from agreeing in advance that the title to collateral will
automatically, upon the debtor’s default, be transferred to the creditor who holds the
security interest. However, the parties may freely agree to settle the outstanding debts
after the occurrence of an event of default by transferring the title to collateral.

If the parties cannot reach a settlement agreement, the creditor may enforce against the
collateral by requesting the court with competent jurisdiction to put the collateral up for
auction. The court is required to engage a commercial auction agency to carry out the
auction and to pay such agency’s fees from the auction proceeds. In practice, courts
usually give a floor price to the auction agency after consulting with the creditor.

All the interested parties (including the creditor) may participate in the auction and the
highest bidder should win. Where all of the bids are lower than the floor price during a
given round of an auction and the creditor refuses to accept the property to settle the
debtor’s debt, the auction is deemed to have failed. In such case, the court may hold
another round of the auction within 60 days (in which the floor price may be lower
subject to agreement by the creditor). Generally, personal property cannot be subject to
more than two rounds of auctions, while real property and other property rights may not
be subject to more than three rounds of actions. If the collateral is successfully sold by
auction, the proceeds are paid in the court, and the creditor will have a priority claim to
the auction proceeds. The remaining proceeds will be returned to the debtor.

Normally, the property subject to enforcement (excluding gold, silver and products made
thereof, personal properties whose market price is available, perishable articles,
seasonal goods, and other articles which are difficult to preserve or need extremely high
preservation expenses) must be sold through auction. But if the auctions fail for three
times, the Enforcement Court can decide to sell off the property subject to enforcement
to the creditor. As a matter of course, selling-off price could be lower than auction price.
If the creditor does not agree to offset the debt by accepting the collateral, such
collateral shall be returned to the owner of the collateral.

We set forth below the rules for creation and enforcement of security interests on major
types of collaterals:

) Real Property

The general rule under Chinese law is that the building and land on which the building
stands should be transferred together. Therefore, when a building is mortgaged to
secure debt, the land underneath should be mortgaged too. When default occurs and the
court enforcement procedure begins, the enforcement court can seal up the building and
the land use rights. The enforcement court may do so by attaching a strip of sealing,
making an announcement when sealing, or preserving relevant title certificates, if
necessary. Where the debtor still fails to perform its duties under the loan agreement
after the seal-up, such real property can be auctioned or sold off in enforcement
proceedings, and the creditor will be entitled to proceeds equivalent to the amount of the
outstanding debt.

Normally, the title to real property transfers when the title registration is updated. But
if the real property is auctioned, its title transfers to the winning bidder when the
enforcement court delivers the ruling on auction to the same. Note that the right of a



court to auction or sell off real estate in satisfaction of a judgment is subject to some
restrictions. For example, if real property is essential to the living of a debtor, it may be
sealed up, but it may not be auctioned or sold off to satisfy a creditor’s claim.

Chinese law allows the mortgage of the completed part of the construction-in-progress
and the underlying land. The owner of the construction-in-progress must have achieved
the land use right certificate, the construction land zoning certificate and the
construction project planning certificate. The mortgage is created upon the registration
with relevant land and housing administration authority. It is worth noting that the
security interest of the mortgagee is subject to construction contractor’s right to
construction costs. If the owner of the construction-in-progress defaults on construction
costs, the contractor has the right to apply to the court for auction of the construction-in-
progress and shall have priority in the auction proceeds.

2) Personal Property

In addition to being sealed-up, personal property can also be detained and frozen. Along
these lines, the court can take possession of such personal property or assign a third
party to do so. In the case of a bank account of a debtor, the court can freeze the account.
Personal property cannot be sealed or detained for a period of more than one year. A
bank account cannot be frozen for a period of more than six months. For certain
personal property whose title is subject to registration, such as motor vehicles, vessels,
and aircraft, the applicable property registration authority shall be notified of the seal-
up ruling.

If the personal property is sold in auction, the title transfer occurs when it is delivered
to the winning bidder. Same as the enforcement of real property, the necessities that
provide life support to the debtor (such as necessary clothing, cooking utensil, furniture,
dining utensils or living expenses equal the minimum living standards) are exempted
from the abovementioned enforcement measures.

3) Intellectual Property

Although pledges over intellectual property have been allowed since 1995, they were
rarely used in practice until recently. The increase in pledges of intellectual property is
in part due to the issuance of a series of regulations by central and local governments on
the creation, perfection and foreclosure of pledges over various types of intellectual
property rights. Only the registered intellectual property which is assignable can be
used as collateral. According to the PRC Property Law, pledge over intellectual
properties is created when the pledge agreement is registered with applicable
intellectual property authorities. In China, the registration authorities of trademark,
patent and copyright is the State Trademark Office, the State Intellectual Property
Office, and the Copyright Protection Center of China, respectively.

So far there has been no national law regulating the enforcement of pledge over the
intellectual property. But some localities have made relatively general regulation in this
regard. Local rules of Chongging Municipality and Jiangsu Province, for instance, both
provide that, upon the default of the debtor, the pledgee may exercise the pledge right
by having the right to trademark sold or auctioned and the creditor is able to claim
priority of compensation from the proceeds. Many details, however, like the procedures
to “seize” the intellectual property, the coordination between the enforcement court and
the relevant intellectual property registration authorities and the evaluation of the
intellectual property concerned, are yet to be specified or clarified.



IV. Debt-to-Equity Swap

Debt-to-equity swap is a resolution for creditors to deal with NPL issues. A creditor
may convert its rights into the equity of the debtor, and then realize returns from a
future sale of equity, trade sale, or other distributions from the debtor. In accordance
with relevant laws and regulation in China, a debt-to-equity swap is allowed under one
of the following circumstances:

e the creditor has already performed its contractual obligations and has not
violated any laws, regulations, administrative decisions or the prohibitive
provisions of the debtor's articles of association; or

e the proposed conversion has been approved by effective court judgments; or

e the proposed conversion through bankruptcy reorganization plans or settlement
agreements has been approved by court.!2

Both onshore investors and offshore investors are allowed to process the debt-to-equity
swap by making the application to the Administration of Industry and Commerce
("AIC") having jurisdiction over the debtor. To address the growing NPLs problems
faced by Chinese banks, in September 2016, Chinese government expressly encouraged
commercial banks to carry out debt-to-equity conversion through the AMCs and other
acquirers of NPLs.13

In addition, to complete the debt-to-equity swap process: (i) the creditor and the debtor
should enter into a debt-to-equity swap agreement; (ii) the creditor's rights should be
evaluated by an independent and qualified accounting firm or evaluation institution;
(iii) the target company (debtor) should complete the registration with AIC for change of
shareholders, capital increase and transformation of the company from domestic
company to foreign-invested company (if the creditor is a foreign investor).14

V.  Prospect of China's NPL Market

Since the launch of China's NPL sector in 1999, the Chinese government has taken
steps to gradually deregulate the sector with the objective of vitalizing and energizing
the sector to attract more players (including foreign acquirers of NPLs). This trend has
expedited in recent years. For example, in February 2016, eight Chinese ministries and
commissions jointly released a document,?!® calling for, among other things, further
improving efficiency in NPL disposals. We expect the Chinese government will take
further measures in liberalizing the NPL market to address the ever-growing NPL
pressure faced by banks in China. As a result, offshore investors may see more and
more opportunities for them to participate in China's growing NPL market.

125ee Administrative Provisions on the Registration of the Registered Capital of Companies {2 M8 A B30 4 BRI
SE) 2014-02-20.

¥See Guidelines on Market-Oriented Debt-to-Equity Swaps at Banks (Guo Fa [2016 No.54] { & T~ 374k SA4T i AL AL
iR SR (H%[2016]545).

“Through our most recent inquiries with several local AICs, we understand that the process for debt-to-equity swap would
not be much more cumbersome for offshore investors than onshore investors.

15 See Several Opinions on Financial Support to Maintain Steady Industrial Growth, Adjust Industrial Structure and Improve
Industrial Efficiency (Yin Fa [2016] N0.42) {5¢T &l SR TV AR A M st (03 T2 ) (B [2016]425).
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