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. Introduction

On March 16, 2007, the National People’s Congress of the PRC adopted the new
Property Law (wuquan fa#j#i%literally: “Law of the Rights in Things”). For the first
time in the legal history of the PRC, this law provides for basic ownership rights in
immovables (real property) and movables (personal property). Since individual property
rights are the foundation of any market economy, the promulgation of a full Property
Law is significant. For businesses and persons engaged in real property investment in
China, the law is of fundamental importance. In providing for absolute ownership rights
for private individuals and businesses, the Property Law marks a major change in the
rights of both Chinese citizens and foreign investors. This law is set to go into effect on
October 1, 2007.

The Property Law is quite difficult to understand. There are three reasons for this. The
first and most significant reason is that the Property Law is based on civil law models,
primarily Chapter 3 of the German Civil Code. The Law also draws heavily on the Swiss
and Japanese Civil Codes. Its fundamental principles differ significantly from the U.S.
and British common law based real property system. In addition, the civil method of
exposition is quite unfamiliar to most civil law practitioners. The structure and method
tends only to make sense to those familiar with the German and Japanese codes. Second,
understanding of the Property Law is further complicated because it incorporates many
provisions intended to deal with unique Chinese characteristics that would never be
mentioned in a pure, German civil law type code, including those provisions meant to
address the Chinese government’s monopoly on land ownership and those dealing with
prohibitions on illegal land transfers and theft of government property. Third, the
Property Law was a hotly debated law, opposed by many elements of Chinese society. It
is therefore intentionally vague on many important issues. This vagueness was the price
paid to allow any form of Property Law to be adopted. The drafters frankly admit that if





all the critical issues concerning property rights in China had been resolved in the
Property Law, the law would never have been adopted. These issues are explicitly left for
later resolution.

The Law is divided into Five Parts, 19 Divisions and 247 Sections. | will introduce the
law division by division and explain the most significant features. The Property Law
covers both immovables (real property) and movables (personal property), but I will limit
my discussion only to the Divisions of the Law concerning real property.

I1. Part I: General Principles
Part | of the Property Law contains three Divisions.
A. Division 1: Fundamental Principles

A major focus of debate over adopting the Property Law centered on two concerns. First,
many opponents of the Law argued that providing for private property would violate the
fundamental principles of China’s socialist system. Second, many opponents argued that
allowing for private property would protect prior illegal acquisitions of state property by
local officials and would prevent the state from taking back such property. The eight
sections of this division center on responses to these concerns.

The relative protection afforded to state owned property versus privately owned property
is the most important issue addressed in this division. Many opponents of the Property
Law argued for giving state property rights priority over individual property rights. The
Property Law rejects this position by according equal protection to the property rights of
the state, the collectives and private individuals. Section 4. The drafters provide two
reasons for why this equal protection is necessary. First, the purpose of the Property Law
is to provide for property rights as the basis for a market economy. Since the state and
collectives are heavily involved in ownership rights in the economy, it is necessary for
the smooth functioning of the economy to treat them on the same basis as private persons.
Second, the drafters refer to the most recent revision to the Constitution which provides
that the party and the state must represent the vast majority of the people. The drafters
quite openly pointed out that the vast majority of the people in China insist on individual
property rights being on an equal footing with the state. The drafters essentially indicate
they had no real alternative on this issue.

B. Division 2: Creation, Change, Transfer and Termination of Property
Rights.

This division focuses on the technical issues relating to Property Rights. For
immovables, the key provisions are as follows:

1. The Property Law requires creating a unified registry for all interests in
land. Under the Property Law, there are three fundamental interests in land: ownership of
land, ownership of buildings and fixtures on the land and mortgages affecting the land





and/or the buildings and fixtures. All such interests must be recorded in the official
government register. Under China’s current system, it is not uncommon to register the
three interests mentioned above in three different registries. As can be imagined, this
creates uncertainty and confusion. Some of the major cities such as Beijing, Shanghai
and Guangzhou have already adopted a unified registry but it is expected that the second
tier and smaller cities may need some time to do so.

2. The Law provides that ownership or any change in ownership of land
or buildings and fixtures is effective only upon registration in the official land register.
The land register is also conclusive evidence of ownership. This means that in the case of
multiple sales of the same property, the first party to register the sale will prevail over
any other claimants to the property, no matter who was first with the contract of sale.
This follows the German approach to this issue, and rejects the French and Japanese
approach which provides that the contract of sale is effective to transfer ownership and
registration simply provides notice to innocent third parties.

3. Since registration in the land registry is such a critical matter, the Law
provides for two important protections:

a. An interested party has the right to petition for a correction of
mistakes in the land registry. If the registrar declines to make the correction, the
interested party has the right to file suit. If a mistake in the registry causes damage to an
interested party, that party has the right to claim for damages against the registry. Section
19.

b. An interested party has the right to sue for damages against any
person who submits falsified documents for an entry in the land registry and to receive
from the registry that accepted the falsified documents. Section 21

4. Multiple sales of a single property are a major issue in China. The
Property Law addresses this issue by providing for a system of notice filing. Notice of the
pendency of any transaction that would affect land or buildings may be filed with the
land registry. During the pendency of such filings, no competing transactions will be
processed. Section 20
C. Division 3: Protection of Property Rights

Division 3 provides for the standard civil set of legal measures for protection of property
rights. These are:

1. Claim for recognition of right.
2. Claim for return of the original property.

3. Claim to eliminate or mitigate danger/damage to property.





4. Claim to repair, rebuild, exchange or restore property to its original
condition.

5. Claim for damages due to injury to property.

These claims are all made through arbitration or through the people’s courts. The claim
for the right to return of the original property can be used by the state itself to require the
return of property illegally taken for private purposes by local government officials.
Since this is a major concern of the Property Law, such claims should be anticipated. It is
not clear how this will affect transactions in land and buildings entered into by innocent
third parties such as foreign investors. Since the government itself estimates 50% to 70%
of transfers of land use rights are illegal, this provision has the potential to cause
significant uncertainty.

I11. Part 2: Ownership

Part 2 provides various rules of ownership. For the first time in the PRC, the Property
Law provides for ownership by private persons. Private persons have the right to
ownership of all property except land. Private ownership includes buildings and fixtures
located on land. This Part also includes the rules for real property concepts of
neighboring rights, common ownership and condominium ownership,

A. Division 4: General Principles
1. The Property Law provides for the following general principles:

a. An owner of property has the right to occupy, utilize, enjoy the
fruits of and dispose of property.

b. An owner of property has the right to subject the property to
use rights and security interests.

2. The Property Law provides for certain special measures limiting
ownership rights in land and buildings.

a. Ownership of land and buildings is subject to state seizure by
through eminent domain. The state has the right to take land owned by collectives and
buildings and personal property owned by private persons for a public purpose. The state
is required to provide compensation for such takings. The state taking farmland for
commercial buildings and taking urban residences for urban redevelopment is a major
social issue in China. Abuses in this area are common, well documented, and a cause of
unrest. Two major issues arise. First, what is a public purpose? Many Chinese argue
urban redevelopment and commercial development for manufacturing and leisure
activities are not public purposes. However, the vast majority of land and building
seizures are for just such primarily commercial purposes. Second, what is the standard for
determining compensation when land and buildings are taken by the state? Many Chinese





believe the standard should be fair market value, not the tiny amounts of compensation
currently paid.

Earlier drafts of the Property Law included various provisions that would have defined
“public purpose” and would have required payment of fair market value or some market
based compensation for land and buildings. However, all of these protective provisions
were eliminated from the law as adopted. In the commentary issued by the NPC, the
drafting committee admits the statute is purposely vague in not addressing these issues.
The controversy over these issues was too great and an attempt to resolve them in the
Property Law would have indefinitely delayed adoption. The NPC candidly admits these
major issues await resolution in some other forum.

b. Protection of agricultural land. Land owned by collectives is
reserved exclusively for agricultural purposes. To be used for housing, manufacturing or
other commercial purposes, such land must first be transferred to state ownership. Much
unrest in the rural areas of China arises from such transfers. Section 42 of the Property
Law attempts to address the issue of improper transfers of agricultural land:

“The state engages in special protection of agricultural land, severely limits the
conversion of agricultural land for construction purposes and controls the quantity
of land used for construction purposes. It is not permissible to seize collectively
owned land in violation of the limits and procedures provided by law.”

It is difficult to know what to make of this provision. It seems to forbid transferring
agricultural land to the state for construction purposes, but it does not absolutely prohibit
such transfers and, in fact, it says nothing more than that parties must obey the law when
such transfers occur. Since this section has no mandatory effect, its purpose is not clear.

B. Division 5: Ownership Rights of the State and Collectives and Ownership
Rights of Private Persons.

1. Ownership rights of the state. This Division provides that the state
owns all land not owned by collectives. The state also owns natural resources, radio wave
spectrums, cultural relics, mineral resources, military installations and basic
infrastructure. The rights of the state with respect to ownership are exercised by the State
Council.

2. Ownership rights of collectives. Collectives own agricultural land and
land for residential purposes located in rural villages and townships. Collectives also own
businesses founded by collectives using their own capital. A major issue in China is that
the term “collective” is quite vague. It is often extremely difficult precisely to identify the
collective or to determine who is authorized to make decisions on behalf of the collective.
The Property Law makes no decisive pronouncements in this area and leaves the decision
to the “relevant laws and regulations” even though such “laws and regulations” often do
not exist. All of this increases the uncertainty in dealing with land ownership issues in
the rural areas.





3. Ownership rights of private persons. Private persons have the right to
ownership in their income and basic property such as homes, items of daily use, tools,
and materials of trade. The ownership right extends to their savings and capital
investment in businesses. The right to inheritance is guaranteed. In addition to natural
persons, the right of ownership of legal persons is also protected. Where the state,
collectives and natural persons all invest in a single legal person, the rights of all three are
protected on an equal basis depending on the amount of the investment.

C. Division 6: Condominium Ownership Rights

The vast majority of urban Chinese live in multi-family structures. The property law
provides for the first legal regime governing condominium ownership. When these units
were owned and operated by the state, there was no need for any special legal regime.
The explosion in private ownership of condominium units over the last ten years began
with conversions of state owned units to private ownership, but has now expanded to
purely commercial residential housing sales. The condominium rules are based on the
condominium law of Japan. Most civil law countries provide for condominium laws in a
separate statute. China has included condominium law rules in the Property Law because
they are so important and to make the Property Law as complete as possible.

An owner of a condominium has three distinct sets of rights:

1. Individual ownership right in the specific dwelling unit and the parking
space assigned to that unit.

2. Common ownership right in the common areas of the residential
complex. Under Chinese law, common ownership is either common ownership or
common ownership by shares. The Property Law does not specify which type applies in
the case of condominium ownership, but common ownership is the most probable. The
Law does not delineate between what constitutes individual portions and what constitutes
common portions, leaving this to the formation documents for each condominium
project. Many condominiums already exist that have not clearly addressed this issue.
Newer condominiums are also often very vague on these issues. Division of private and
common areas is therefore likely to be the source of some dispute in the future.

3. Right to participate in managing condominium affairs, either through
voting in the general meeting of owners or through voting for or participating in the
condominium owners association. The rules for operation and voting for the general
meeting and owners association are general and unspecific. The stated reason for this is
that the tremendous variety of condominium type arrangements in China makes one set
of rules virtually impossible to impose. This lack of detailed rules is likely to be a source
of dispute, especially for existing condominium projects that have never had a formal
owner management structure.

Because of the newness and uncertainty of China’s condominium system, the local
government is charged with supervising and assisting in forming condominium





management for condominium owners. Since many existing condominium projects have
never implemented any form of owner management, a primary task of the local
government is to ensure owners associations are formed. Local governments are to act in
a consulting capacity, providing examples of form agreements and advising on formal
procedures. Local governments do not have the right to interfere with or direct the affairs
of the owners once a proper owner’s management system has been implemented.

D. Division 7: Neighboring Rights

As in all civil law jurisdictions, rights in real property are not absolute. All rights in real
property are burdened with basic obligations owed to neighboring property. These
obligations to neighboring property are the following:

1. The obligation to allow access to water and to allow discharge of water.
2. The obligation to allow access to roads other means of transportation.

3. The obligation to allow access for construction, laying of cables, laying
of pipe, etc.

4. Itis not permissible to allow construction that will interfere with access
to sunlight, view or airflow of the neighboring property in violation of government
regulation. In densely populated areas like Chinese cities, access to sunlight, view and
airflow are important and frequently disputed rights. This is particularly true as
traditional neighborhoods are converted to high-rise projects and as large buildings are
constructed within residential neighborhoods. Chinese building regulations have
extensive rules related to these rights. However, these rules are frequently violated.
Though this provision limits claims to circumstances where government regulations are
violated, the fact such violations are common means this provision could be the source of
substantial litigation.

5. It is not permissible for the interested party on one parcel of land to
expel onto neighboring land solid waste, polluted air, polluted water, noise, light or
electromagnetic radiation in amounts exceeding government regulations. This provision
basically allows an interested party to sue to enforce government environmental
regulations. Given the weak enforcement of such regulations in China, this provision
could be the source of substantial litigation.

6. During excavation, construction of buildings, laying of cables and the
like, it is not permissible to endanger neighboring property. Reckless excavation is very
common in China. This provision too could be the source of substantial litigation.





E. Division 8: Common Ownership

There are two forms of common ownership: ownership by shares and undivided common
ownership. Absent a specific agreement, common ownership is assumed to be ownership
by shares except in the case of a family relationship, where the opposite assumption is
made.

1. The basic attributes of ownership by shares is:

Each common owner has a percentage ownership in the undivided property. The
amount of each share is based on the amount contributed by the party to purchase the
property. If this amount cannot be determined and there is no express agreement, the
common owners will all have equal shares.

The common owners share in income and expenses in proportion to their share
interest. However, with respect to third parties, common owners have joint liability.

Each common owner has the right to sell his share in the property, subject to the
right of first refusal of the other common owners to purchase that share.

Each common owner has the right to petition for partition of the commonly
owned property.

Many of these features of common ownership by shares are disadvantageous in a
commercial setting. Any of the provisions can be modified by agreement except for joint
liability to third parties.

2. The basic attributes of undivided common ownership is:
Each common owner has an undivided ownership interest in the entire property.

Each common owner has a right to the income of the property and also the
obligation for the expenses of the property. The common owners have joint liability with
respect to third parties.

No common owner has a right to sell any portion of the property absent the
consent of all of the other common owners.

As a general rule, a common owner does not have the right to petition for partition
of the property. However, partition is permissible if a) there is a compelling reason or b)
the underlying relationship is terminated. A compelling reason is not defined in the
statute, but the commentaries suggest a major medical expense would be such a reason.
Termination of the relationship most commonly would be divorce.

As with ownership by shares, the default rules for undivided common ownership can be
modified by agreement.





The Law does not provide whether ownership by a partnership is ownership by shares or
undivided ownership. The majority of scholars believe the answer should be ownership
by shares. Partnerships that do not desire such a result should clearly set out the terms of
their relationship in a partnership agreement.

IV. Part 3: Use Rights

Since the state and collectives own all land, a major issue under the Property Law was to
determine the nature of the rights of private persons who make use of land for agriculture,
residential construction and commercial construction. Since all of these rights involve the
long-term use of land owned by another, the Chinese settled on characterizing all of these
rights under the category of use rights. The Chinese term employed is yong yi

quanf 7@ AL. The term is based on the German Civil Code concept of nutzungen BGB
1030 — 1089, which is in turn based on the Roman Law concept of usufruct. However,
use rights as defined in the Property Law are dramatically different from German
nutzungen and from Roman usufruct. In order to avoid any confusion, | will use the term
“use rights”.

Section 117 defines use rights as follows: “The holder of use rights enjoys the legal right
to occupy, use and take the benefit from the immovable or movable property owned by
another person.” In terms of basic rights, the holder of use rights enjoys all the
fundamental benefits of property ownership except the right to alienate or otherwise
dispose of the ownership interest. Though the ownership of the underlying land cannot be
alienated, use rights are property rights that can be purchased and sold, mortgaged, gifted
and inherited. Thus, classification of use rights as a form of property is essential to the
creation of a market economy in China.

Before the adoption of the Property Law, Chinese courts often characterized use rights as
contract rights, a type of obligation under civil law. Contract rights cannot form the basis
for a free exchange based market economy. Contract rights are particular and personal to
the contracting parties while property rights are general and abstract rights. Contract
rights are defined by the terms of the contract, while property rights are determined by
the provisions of the law. Contract rights are not alienable and are not inheritable, while
property rights are both alienable and inheritable. Since all rights concerning land held by
private persons in China fall under the classification of use rights, categorization of use
rights as property rights has an enormous impact.

Almost as an afterthought, Part 3 includes a section on easements created by agreement.

The major impact of the Property Law is in characterization of use rights as property
rights. The major use rights are defined in great detail in other statutes and regulations
concerning real property law that have been adopted during the past ten years. The
Property Law for the most part merely repeats the provisions of the existing law in basic
terms and makes little or no change to the existing law. The discussion below focuses on
the provisions of the Property Law that make substantial changes or clarifications in
existing law.





A. Division 10: General Principles
In addition to defining use rights, this division provides the following:

1. As ageneral rule, the state follows the policy of transfer of use rights in
land and natural resources to others in exchange for a fee.

2. After use rights are granted, the owner does not have the right to
interfere in the enjoyment of such rights on the part of the holder of use rights.

3. When the government seizes land through eminent domain, the holder
of use rights in that land is entitled to compensation under the same terms as the owner of
the land.

B. Division 11: Farmland Contract Management Use Rights

Farmers in China work their land under household land use contracts between the rural
household and the rural collective that owns the land. This system is detailed in the Land
Management Law and the Household Land Contract Law. The Property Law mostly
follows these laws, but makes the following adjustments and clarifications:

1. Household land contracts must be in writing.
2. The contracts must be registered in the local land registry.

3. Any changes in the contracts must be registered in the local land
registry.

4. Once land use contracts are granted, the local authorities are prohibited
from changing the terms of the land contract through reapportionment or other measures.
This is a significant change from current practice. In many rural areas, the terms of land
contacts are adjusted on an annual basis to account for changes in residence patterns and
in cropping patterns. This practice was commonly used to punish households for
disagreeing with local leaders. This practice is now prohibited and rural households are
given the right to defend their land contract rights against these improper acts by local
authorities.

5. The basic term of the land contract is 30 years. Section 126. Many rural
residents have complained this 30-year term is too short and it takes away their incentive
to make long-term improvements in “their” land. The Property Law seeks to address this
issue by providing that at the end of the 30 year term, the contract right will automatically
renew “in accordance with relevant national law.” This provision appears to provide for a
permanent right to rural farmland in a form similar to fee simple ownership. However,
the term of the renewal and any additional conditions for renewal, including payment of
fees, is not specified. As a result, the uncertainty regarding rights in rural farmland has
not been removed.





6. Holders of rural land contract rights have the right to alienate such
rights through transfer and exchange, but only in accordance with local regulations and
only after approval by the regulatory authorities. These restrictions severely limit this
right to sell or exchange rural land rights. In general, rural land contract rights can only
be sold or exchanged with another farmer in the same collective who has the requisite
farming experience. Sale or exchange with outsiders, even those with farming experience,
is prohibited. This section does not change the current situation. The Property Law
commentaries explain it is not possible to establish a rule on this issue appropriate for
every part of China and then encourage the local regions to promulgate their own rules on
this issue that are in accordance with local conditions. For example, Guangdong Province
has already issued rules that have substantially opened the market in transfer of farmland
contract rights. It is expected other more developed provinces will follow Guangdong’s
lead, while the less developed provinces will continue taking a highly restrictive
approach. The concern in the less developed regions is that the lack of employment
opportunities outside farming will cause the farmers to transfer their land for small
payments to deal with immediate monetary needs and then end up landless. In regions
with no alternative employment, there is fear this will lead to local unrest and unplanned
migration to the major cities.

C. Division 12: Urban Land Construction Use Rights

Under the system established by the Land Management Law, land in urban areas owned
by the government is transferred to persons for development. For the most part, the
Property Law follows the provisions of the Land Management Law. The key
clarifications and adjustments in the Property Law are as follows:

1. Land use rights can be transferred for a fee or by land grant. No fee is
received for a land grant. The Property Law provides that land to be developed for
commercial purposes must be transferred by agreement for a fee. Transfer by land grant
for commercial purposes is strictly prohibited. For land transferred by agreement, the
transfer should be conducted by auction, bid or other public method. Private sale by
agreement is prohibited. This provision is significant because land for development
purposes is often transferred in China today in violation of these provisions. Much or all
of the profit in many development projects relies on the transfer of land use rights to the
developer at an artificially low price. Compliance with this provision would prevent that
practice, and would therefore undermine the basis of much of China’s commercial real
estate development.

The risks to a truly innocent party who acquires land use rights where the initial transfer
was illegal are not clear. Often the foreign investor will enter into a project only after
several transfers of land use rights, making it difficult or impossible for that investor to
determine whether the initial transfer was in compliance with law. It is not clear if the
remedy will be limited to punishing only the parties in the initial transaction of if the
penalty will be for the state to retake the land use right.





However, where the foreign investor participates in the initial transaction, the risk of the
government retaking the land use right is high. Purchase by a foreign investor of land use
rights in a non-public transaction is a clear violation of the law. Likewise the subsequent
purchase of land use rights at an obviously artificially low price is clear evidence that a
violation of the law has occurred somewhere in the process and would make it difficult
for the investor to plead ignorance. Most of the conditions of initial transfer of land use
rights are easily determined under the current system and should be investigated.

2. Land use rights must be reduced to writing and must be registered in
the appropriate land registry.

3. Land use rights can be alienated, mortgaged and inherited in the same
manner as ownership rights. All changes must be registered in the appropriate land
registry.

4. Under current law, land use rights in residential property is for 70
years, in industrial property for 50 years, and in recreational property for 40 years. The
Property Law addresses the issues surrounding expiration of land use rights as follows:

a. For residential property, the land use right will automatically
renew at the end of its term. The Property Law is intentionally silent on the term of that
extension and on whether a fee will be required for it. The NPC commentary on the Law
indicates this silence was intentional, since there was substantial disagreement on the
issue.

b. For non-residential property, the Property Law does not change
to existing law. Existing law provides that at the end of the term, the holder of land use
rights may apply for an extension, with the state having total discretion as to whether to
grant or deny the extension. If no request for an extension is made, or if the extension is
denied, then the land use right reverts back to the state. At that time, all ownership
interest in buildings and fixtures also reverts back to the state with the state having no
obligation to reimburse the owner of the buildings and fixtures. The provision does
provide that an agreement binding the state on renewal will be honored. However, since
the state never agrees to such limitations on its power, this provision is essentially
meaningless.

D. Division 13: Rural Residence Land Use Rights

In rural areas, residents obtain land use rights for housing from the local cooperative.
The rules for such rights are set out in the Land Management Law. Since land for housing
construction is extremely limited in rural areas, the housing right is also highly restricted
and the right to transfer and sell such rights is limited. The Property Law makes no
changes in the existing law, other than to emphasize that all such land use rights must be
registered in the local land registry.





E. Division 14: Easements.

Division 14 provides for easements by agreement. This is a new form of use right in
China. This division provides for free creation of easements by agreement between
landowners. These are easements by agreement and differ from the prescriptive type
easements arising from neighboring rights discussed above. Presumably, however, the
written easement approach of this division will be used to formalize the arrangements
concerning certain neighboring rights. This would certainly be advisable for rights such
as the right to access roads and rights to lay cable and pipe. However, this issue does not
seem to have been formally considered by the drafters of the Property Law.

The basic provisions for creation of easements by agreement are as follows:

1. Easement agreements must be made by written contract containing the
basic terms of the agreement.

2. The agreement takes effect when executed. There is no requirement for
recording. Agreements that are not recorded do not bind innocent third parties.

3. Easement agreements cannot be assigned independent of the property
they encumber. Absent an agreement to the contrary, when the underlying property right
is transferred, the easement agreement transfers with it.
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I. Basic Legal Framework

A. Ownership of real property in the PRC is based on the Constitution as revised in 2004,
and on four key laws:

1. The Property Law adopted on on March 16, 2007 and which became effective on
October 1, 2007.

2. Land Management Law (Adopted 1986, amended 2004)
3. Urban Real Estate Management Law (adopted 1994)
4. Rural Land Contract Law (adopted 2002)
Laws 2 through 4 were not repealed by the new Property Law. However, they are subject
to the provisions of the Property Law and the Property Law will control where there are
differences. Laws 2 through 4 are supplemented by a series of regulations and rules at the
local level. The multiple laws and rules on the same subject can lead to considerable
confusion. None of these laws are very old and there is considerable controversy within
China on interpretations of key provisions.

I1. Rules for Ownership of Land
A. Pursuant to the Constitution, China makes a clear distinction between land and
buildings/fixtures located on land. Only the state can own land. Ownership of buildings
was a very unclear concept until the new Property Law clearly provided that buildings
and fixtures on land are owned separately from the land on which they sit.

B. The rules for land are as follows.

1. Urban land is owned by the state. The State Council has the authority to represent the
ownership interests of the state in land.
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2. Rural land is owned by rural cooperatives. Rural land is exclusively reserved for
agricultural purposes. The only permitted use of rural land is: farming and residences for
framers together with essential buildings such as schools, hospitals and agricultural
support facilities. All land that will be used for commercial purposes or non-farmer
residences must first be transferred to the national government. Transfer of such land is
highly restricted and constitutes one of the most difficult issues under modern PRC real
estate law.

3. All commercial and residential development must be conducted on state land.
However, land cannot be sold. Instead, the state has the power to transfer the use right in
land for a fee. Use rights are transferred for a specific period of time. The basic time
limits are as follows:

Residential: 70 years.
Industrial/Commercial: 50 years.
Recreational: 40 years.

Once acquired, land used rights can be transferred to third parties. However, such
transfers are 1) subject to restrictions on use provided in the original contract of transfer
and are 2) subject to the original time limit of the basic grant.

4. At the end of the relevant time period, in principal the land use right terminates.
Extension of the land use right occurs as follows:

a. For residential land, the new Property Law provides that the land use right is
automatically extended at the end of its term. This is a major change in the law. However,
the Property Law does not state 1) whether or not the extension is for another 70 years or
for some other term and 2) whether or not a land use right renewal fee must be paid at the
time of renewal.

b. For industrial, commercial and recreational land, the basic rule is the the holder of the
land use right can petition for renewal of the right. If no request for renewal is made, the
land use right terminates and the ownership of any buildings or fixtures located on the
land reverts back to the state. There are no specific provisions on the term for any such
renewal or whether or not a new land use fee must be paid on renewal. The new Property
Law provides that the parties to a land use rights contract have the right to provide for all
of these issues in their original land use rights agreement. Only if such issues are not
addressed in the agreement with the default rules under existing law be applied.

I11. Rules for Ownership of Buildings/Fixtures

A. The rules for buildings/fixtures located on urban land are as follows.
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1. Any natural or legal Chinese person has the right to own buildings located on land.
This ownership is clearly separated from the ownership of the underlying land.
Ownership is recorded in the local real estate register. Ownership of the buildings is
subject, however, to the underlying land use right, both in terms of limitations on use and
on the time limit of the underlying land use right. Buildings can be freely purchased and
sold, subject to the underlying land use right. The land use right automatically transfers
when the ownership of a building is transferred.

2. As aresult, purchasers of buildings in China acquire what in the U.S. would be a
defeasible ownership interest. The ownership right in the building/fixture is absolute, but
is subject to the time and use limitations imposed by the underlying land use right. This
system results in a great deal of uncertainty about real estate ownership in China: what
will happen when the time limit for the land use right comes to an end? Will the state act
reasonably in granting extensions and in limiting the imposition of new fees, or will the
state see this as an opportunity to 1) earn a windfall profit from new fees 2) seize
productive commercial property with no payment of a fee or 3) perform social
engineering by restructuring ownership interests to accommodate new conditions? This
uncertainty will grow more intense as time goes on and the deadline for the land use right
grows near.

3. With respect to residential property, the uncertainty concerning the land use right time
limit was partially resolved in the Property Law by the provision that such rights renew
automatically. However, the failure to address the period of the renewal and the rules
concerning new fees still leaves significant uncertainty. Nothing has been done to clarify
the issue with respect to commercial, industrial and recreational real estate.

4. On the other hand, the basis of the new Property Law is the persons have an absolute
ownership right to buildings and fixtures on land. This right has all the features of classic
ownership, including the right of disposal (sale), inheritance and gift. The Property Law
makes the critical decision that land use rights and ownership rights of buildings/fixtures
are property rights and not contract rights. This is a major revolution in Chinese law that
will have far reaching consequences. The fundamental point is that contract rights are
personal to the parties and cannot be freely purchased and sold. Such rights are therefore
not suitable for a market economy. Property rights have the opposite characteristics. Until
the adoption of the Property Law, many of the rights to property were treated as contract
obligations, preventing the development of a true market system. The Property Law also
makes clear that with respect to dealings in land use rights and building property rights,
the state and private persons are on exactly the same equal basis and have the same rights
and liabilities. This too is a monumental change in Chinese law. The fundamental reason
is also based on the need for the creation of a market economy in China. Since the state is
so heavily involved as the owner of land, the state must be treated as an equal in order to
allow the market economy to function.

IV. Special Topics for U.S. Investors
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A. There are a several important issues that must be understood by U.S. and other
investors coming from a common law background.

1. The Property Law is based on civil law models, in particular the German, Swiss and
Japanese civil codes. These "Law of Things" codes descend from Roman law. The
approach to real property is very different from our common law system. It can be very
confusing from our point of view and care must taken not to impose our common law
concepts onto this civil law system. The Property Law is made even more difficult
because the German civil code concepts have been supplemented by a unique set of
concepts that apply only to China and are only uneasily adapted to the civil law system.
The most obvious example is the tripartite division of ownership between the state,
collectives and persons.

2. I will give three examples that are common in my discussions with U.S. real estate
professionals.

a. Under the Chinese system, there is no deed providing for ownership of property.
Ownership of land, disposition of the land use right, and the ownership of buildings and
fixtures are all settled by entries in the relevant land registry. One innovation of the new
Property Law is to establish a unified real property registry so that all information is
recorded in one place. Proof of ownership is evidenced by various certificates issued by
the state land offices. Private deeds and contracts are of no meaning under this system. In
fact, no transfer of any right with respect to real property is effective until it is entered
into the land use registry.

b. Leases are treated as contracts under the civil law system. This differs from the U.S.
system, which treats leaseholds as a form of real property right. It is therefore dangerous
to analogize any form of Chinese real property as equivalent to a lease and it is also
dangerous to interpret Chinese leases in accordance with real property principles.

c. Under the new Property Law, all real property is automatically burdened with
numerous obligation that require accommodation for the rights neighboring property.
This burden is automatic and does not require an easement agreement or the filing of any
particular registration. Since these rights include the right of sunlight, view and
ventilation as well as the right not to be inconvenienced by excessive noise or pollution,
this new set of obligations could form the basis for much litigation regarding real
property in the future in China.
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Putting the Requirements Together:
Deal Structuring Considerations

« “Green fields” projects involve acquiring land
use rights directly from the government and
as such, demand considerable government
relations capabilities because the prospective
developer will spend time negotiating with
local authorities to craft an auction bid likely
to favor the developer’s strengths.

* Developers not willing or able to take on
these challenges, will instead acquire a
project after a local developer has first gone
through the auction process and has rights in
an ‘entitled’ project to sell. SQUIRE |

COINSEL
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Putting the Requirements Together:
Deal Structuring Considerations

 However, the seller will not typically sell the
land use rights. Rather, most real property
acquisitions are structured as corporate M&A

transactions.

 Why is this? Transfers of real property
require payment of the following taxes:

— Seller’s tax liabilities

* 5% Business Tax on gain derived from transfer
of real property, or 5% Business Tax on gross
Income derived from transfer of real property;
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Putting the Requirements Together:
Deal Structuring Considerations

» 25% Corporate Income Tax on gain derived
from transfer of real property;

* 30% to 60% Land Value Added Tax on taxable
gain derived from the transfer of real property;

* 0.05% Stamp Duty on the transfer price.
— Buyer’s tax liabilities
* 0.05% Stamp Duty on the transfer price;

» 3% to 5% Deed Tax on the transfer price.






Putting the Requirements Together:
Deal Structuring Considerations

« Therefore, foreign investors wishing to
acquire a project will typically want to
structure it as an acquisition of equity in the
company owning the LUR.

e This requires considering how the rules
applicable to foreign M&A will impact the
proposed acquisition.

* Notwithstanding the fact that a project is
entitled, the specter of dealing with
government relations cannot be entirely
avoided, because as will be discussed below,
various agencies will have a say in the M&A

rocess. SQUIRE |uen
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Deal Structuring Considerations

« Synthesizing various requirements:

« The “Regulations on Merger and Acquisition of
Domestic Enterprises by Foreign Investors” (the
“M&A Regulations”) apply to mergers by foreign
investors and domestic companies and require
approval by Ministry of Commerce counterparts.

 The “Interim Measures for the Administration of
Examination and Approving Foreign
Investment Projects” (aka “Order 22”) state that
National Development & Reform Commission
approval is required for projects in the restricted
sector as specified by the Catalogue of Industries
Guiding Foreign Investment (real estate is so
specified) or where certain dollar thresholds are
met.
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Deal Structuring Considerations

— Order 22 - NDRC Approval (cont.):

e For example, Beijing NDRC is responsible for
approving real estate projects in the restricted
category with total investment less than
US$50,000,000.

« If the project involves real estate investment
activity in the restricted category in Beijing and
the total investment size is US$50,000,000 or
more, then the project must be examined and
approved by the national-level NDRC and also
reported to the State Council for verification.
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Deal Structuring Considerations

 Synthesizing requirements — location matters!

— MOFCOM: Under the M&A regulations whether
provincial-level COFCOM agency approval is sufficient
or national MOFCOM approval is needed is determined
by the size of the investment and whether itis in a
restricted sector. Each locality uses a different basis for
assessing the relevant cut-off points, so you need to
check with the COFCOM where the target project is
located to see what they are. For example, Shanghai
COFCOM refers to the levels specified in Order 22 (even
though Order 22 applies to NDRC action, not MOFCOM
action). In Shanghai, if investment is in the encouraged
or allowed category, COFCOM approval is sufficient if
total investment is below $100,000,000.

— However, Circular 50 requires that if a foreign-invested
real estate development company will be established
(which would be the result of the acquisition), then

8 reporting by COFCOM to MOFCOM is required.
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Deal Structuring Considerations

e Synthesizing various requirements — Standard of
Review:

» The “Circular regarding Market Access and Administration
of Foreign Investment in Real Estate Market” promulgated
in July 2006 (the “Circular”) states MOFCOM is supposed
to conduct a “strict review” of an acquisition transaction by
a foreign investor.

» Approval will generally depend on the following factors:

— Whether the Chinese company is fully in compliance
with law, e.g., whether the company has timely paid
land use right fees;

— The reputation and capital sufficiency of the foreign
investor, e.g. the foreign company must prove that it
has enough money to fund the project and it has no
bad record in China;

— The scale and importance of the project;

— The nature of the project, e.g., commercial, residential,
etc. (generally residential projects are less likely to be
approved).
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Deal Structuring Considerations

 Additional M&A-related constraints:

— Appraisal - Under the M&A Regulations, the parties
must retain a qualified appraisal institution to appraise
the shares proposed to be transferred and that the
purchase price should not be unreasonably lower than
the appraised value of the shares.

— Registered Capital — the level of registered capital will
likely need to be increased to exceed 50% of the total
investment, as required under Circular 171.

— Payment — The M&A regulations also provide that the
purchase price must be paid in a lump sum within 3
months after the new business license for the target
company (which will be converted to a Sino-foreign JV
as a result of the acquisition) is issued.
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Which Agencies are
Relevant?

 If a transaction involves an acquisition of
equity in a real estate development company,
then the relevant agencies are:

— Provincial-level DRC if total investment is less
than US$50 million; or

— National-level DRC if over US$50 million; and

— COFCOM in the locality where the company is
registered or MOFCOM,; and

— COFCOM must report it to MOFCOM; and

— AIC where the company is registered (which will
iIssue a new business license after the domestic
company becomes an FIE). SQUIRE [u<n

COINSEL

11 SANDERS | vom owne





Timing?

» Given these considerations, how long can it take to
complete a deal?

— Formation of offshore SPV: 1-2 weeks (optional, but
common)

— Obtaining authenticated articles of association for SPV:
2-3 weeks:

— Appraisal of PRC target: 3-4 weeks

— NDRC approval process: 3-4 weeks

— MOFCOM approval process: 8-10 weeks
— AIC registration: 1-2 weeks

— Post-AlC filings: 2-3 weeks

Plus, add time to conduct legal and financial due diligence,
which can take 2-4 weeks, depending on complexity of

roject.
15 Proj






“Take Aways” and Strategic
Considerations

« At a macro level, the Central Government
wishes to limit the flow of investment (foreign
and domestic) into the real estate sector,
therefore, prospective investors need
carefully to consider whether their proposed
project satisfies policy considerations
favoring its development (e.g., development
In Western China sought, improvement of
amenities in newly redeveloped areas
desired) (see standard of review discussed at
Slide 9).
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“Take Aways” and Strategic
Considerations

14

Because of the benefits of structuring real
estate investments as M&A transactions,
Investors should focus on identifying target
projects that are already placed in SPVs,
rather than mixed in with other assets.
Otherwise, unrelated liabilities will be a risk
and costs associated with spinning off other
assets will be a challenge.

Due diligence is vital! Too many projects are
riddled with non-compliance and the cost of
remedying the defects needs to be assessed
and fully understood.
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“Take Aways” and Strategic
Considerations

« Sellers will typically sell only if an investor is going to
pay a premium over what the seller has previously
invested. And, as FIE real estate development
companies must have 50% equity as against total
Investment, if the target company is capitalized with
considerable equity, then the amount the foreign
Investor will need to invest within 3 months after
closing will be quite high. Therefore, targets that have
been funded using low levels of equity and the balance
from loans (often from shareholders) are desirable, as
a portion of loans can be converted to equity to satisfy
the minimum requirements for Circular 171.
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“Take Aways” and Strategic
Considerations

« Government Relations: which is the critical
agency in this process and the greatest
potential roadblock depends on locality and
project type (for example, in green fields
projects, the NDRC plays a strong role In
deciding on whether to ‘green light’ the
project; and the Beijing DRC has a say in real
estate-related M&A, regardless of deal size,
but in Shanghal, the DRC only plays a role if
the deal size limits are triggered); early
communications with relevant officers to
share why the project is beneficial/desirable
In the investors’ view and whether they share
this assessment, are important; SQUIRE |sn
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“Take Aways” and Strategic
Considerations

« Timing: completion of the due diligence,
entity formation, capitalization, appraisal and
approval steps all take time, so need to bear
this in mind when evaluating a project and
negotiating with seller. Expect the minimum
time period to complete steps described here
to be 4-5 months.

 If your company really wants to do a ‘green
fields’ project, but is not confident of your
government relations capabilities, consider
working with a local partner through a joint
venture. SQUIRE [1n
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Contact

Amy Sommers, a partner based in the Shanghai office of Squire Sanders
& Dempsey, is a Vice Chair of the Vice-Chair of the American Chamber of
Commerce — Shanghai’'s Legal Committee. From 2004-07, she served as
the Co-Chair of the China Committee, the American Bar Association’s
Section of International Law, which in 2006-07 was recognized by the
Section with its award for “Best Overall Committee”. In 2007, she was
selected the winner of the Expatriate Professional Women’s Society
award for Professional Excellence. She has been involved in China law
practice for over 15 years and is fluent in Mandarin Chinese. Ms.
Sommers is a regular speaker on China law topics and has also authored
or co-authored numerous China-law related articles. She frequently
advises real estate investors and developers in China.

Contact details:

Squire, Sanders & Dempsey L.L.P.
Suite 1207, Shanghai Kerry Centre
1515 Nanjing Road West
Shanghai 200040

Phone: +86.21.61036300

Fax: +86.21.61036363

China Mobile: +1376.147.9917
Email: asommers@ssd.com

Copyright Notice: All rights, including copyright, in these materials are

owned by Squire, Sanders & Dempsey L.L.P. (“*SSD”) and may only be

used for personal/non-commercial purposes. Reproduction is subject to

prior permission from, and attribution to, SSD. S
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Nature of Investment

= For the Foreigner investor’s own use-

= China based foreign companies
= Branches and representative of foreign companies
= |ndividuals who have resided in China for work or study longer than 1 year.

= For investment only
= Need a foreign investment real estate company

WHITE & CASE LLP December 28, 2008 2
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Policy: the purpose behind the new regulations

= Discourage foreign investment in real estate;
= Cool overheated real estate market, especially in major cities;
= Prevent round trip investments by domestic companies

WHITE & CASE LLP December 28, 2008 3
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2007 Changes

= Real estate investment in certain sectors will now require central
approval or may only be joint ventures

= Under the Investment guidelines: certain real estate investments are
considered restricted;
= Land development (joint ventures only-no WFOE);

= Luxury hotels, villas, high end office buildings and international conference
and exhibition centers;

= Companies that deal in secondary real estate transactions and real estate
agencies and brokers; and

= Residential housing development removed from encouraged category

WHITE & CASE LLP December 28, 2008 4
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MOFCOM and SAFE Notice of May 23, 2007 (Notice 50)

= Foreign investors in real estate must establish a foreign invested real
estate enterprise (“FIREE”);

= Must obtain land use rights, or building ownership rights pre
establishment of the FIREE;

= No round tripping;

= Contracts may not guarantee any fixed returns to either party in a joint
venture;

= New developments or expansions of projects require another approval;

= | ocal authorities must report approvals of FIREE to MOFCOM and
foreign exchange authorities will not facilitate foreign exchange for
FIREES not reported;

= MOFCOM may “rectify” FIREES not in compliance.

WHITE & CASE LLP December 28, 2008 5
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SAFE Circular of July 10, 2007 (130)

= SAFE will not make the foreign debt register and the foreign debt
settlement for foreign investment real estate enterprises approved after
June 1, 2007 by MOFCOM.

= Local foreign exchange administrations will similarly not make the
register and settlement for locally approved foreign real estate
enterprises approved by local auhtoities but failed to file with MOFCOM
after June 1, 2007.

WHITE & CASE LLP December 28, 2008 6
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July 2006- Circular by six government offices

= Joint Circular by Ministry of Construction, MOFCOM, National Reform
Development Commission, PBOC. SAIC and SAFE

= First requiring all investment in real estate (not for own use) be done
through the use of a FIREE.

= For total investment over US$10million, registered capital must not be less
than 50%.

= After approval, a FIREE has the license for one year. A second license is
issued after obtaining the land use right certificate.

= Transfer of shares or interests in a foreign invested real estate enterprise
require approval.

WHITE & CASE LLP December 28, 2008 7
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August 2006 Regulations on Acquisition of Domestic Enterprises

= |ssued by six ministries, including MOFCOM, the CSRC and SAFE

= M and A of domestic Chinese companies using offshore entities
require MOFCOM approval

= Offshore Special purpose vehicle formed for offshore listing and
controlled directly or indirectly by PRC companies or individuals
require CSRC approval prior to listing on an overseas exchange

WHITE & CASE LLP December 28, 2008 8
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White & Case Around the World -

Europe
Ankara
Berlin
Bratislava
Brussels
Budapest
Asia Dresden
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Singapore London

Moscow
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; Stockholm
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North America
Los Angeles
Miami

New York

Palo Alto
Washington, DC

Middle East/
Africa
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Latin America
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Sao Paulo
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Recognition

Leading industry publications consistently recognize White & Case for
exemplary work, including:

= “White & Case is a dominant force in the major markets of Europe, North America and Asia. Synonymous with
excellence, White & Case is a truly global player.” —PLC Which Lawyer? 2006 Yearbook

= ATop Ten Global Law Firm  —American Lawyer, 2007

= |nternational Arbitration Team of the Year 2007 —Chambers USA
= Client Service Firm of the Year 2006 —Chambers Global

= Restructuring Team of the Year 2006 —IFLR Americas Awards

= Banking and Finance Team of the Year 2005 —Legal Business

= Global Law Firm of the Year 2005 —Project Finance International
= Ranked Top Five in Global Bankruptcy 2006 —The Deal

= |nfrastructure Team of the Year 2005 —The Lawyer

= Transportation & Infrastructure Legal Adviser of the Year 2005 —Infrastructure Journal

= Defense Hot List 2006 —The National Law Journal

= One of the Top Five Law Firms For Global M&A 2005 —Thomson Financial/Bloomberg

= Ranked Second in Global Private Equity 2006 —PLC Cross-Border Quarterly

= Best Firm for Oil & Gas Financings and Petrochemicals Financings 2005 —Project Finance
= One of the Top Ten Antitrust Law Firms 2007 —Global Competition Review

= A Leading Privacy Law Firm 2006 —Computerworld.

= One of the Top Ten Global Employment Law Firms 2006 —PLC Cross-Border Quarterly

= Top International Law Firm 2008 —Vault Guide to the Top 100 Law Firms
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