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OVERVIEW 

2006 was a prolific year for foreign investment re-
lated legislation and regulations in China. As China 
continues to open up its markets (in part to fulfill 
its WTO commitments), it is also strengthening the 
State sector’s ability to lead the overall economy by 
nurturing the development of a handful of State-
owned or State-controlled enterprises (especially 
in strategic industries) to become major players to 
compete in the international markets. Each of the 
Eleventh Five-Year Plan for Utilizing Foreign Invest-
ment, promulgated by the National Development 
and Reform Commission (which is the chief planner 
of the Chinese economy) in November, and the Guid-
ing Opinion in respect of Advancing the Adjustment 
of State Capital and the Restructure of State-Owned 
Enterprises, promulgated by the State-Owned As-
sets Supervision and Administration Commission 
in December, seems to highlight one strand in the 
overall double helix of Chinese policy toward for-
eign investments. We highlight below selective leg-
islation and regulations that should be of interest to 
foreign investors.

COMPANY AND PARTNERSHIP

On 1 January 2006, the new Company Law came 
into effect. It applies to foreign invested enterpris-
es (FIEs) to the extent it does not conflict with rele-
vant provisions in FIE-specific legislation. Changes 
include lower capitalization requirements for in-
corporation, permission to incorporate companies 
with only one equity holder, elimination of the re-
striction that companies can only invest up to 50% 
of net assets in subsidiaries, and greater flexibility 

as to the types of shares that may be issued by joint 
stock companies.

In August 2006, the Standing Committee of the Na-
tional People’s Congress issued the new Partnership 
Law, which governs all partnerships in China not in-
volving foreigners and will go into effect on 1 June 
2007. Partnerships with foreigners will be governed 
by separate Foreign Invested Partnership Regula-
tions, which are still being drafted.

MERGERS & ACQUISITIONS

One of the most significant developments in 2006 
affecting foreign investments in China was the joint 
promulgation of the Regulations Concerning Foreign 
Investors Acquiring Domestic Enterprises (the M&A 
Rules) by the Ministry of Commerce (MOFCOM) and 
five other ministries and departments in August. 
Under the M&A Rules, approval by MOFCOM at the 
central (rather than provincial or local) level is re-
quired when (i) a Chinese enterprise reorganizes it-
self into a “red chip” (i.e., a foreign holding company 
holding a Chinese operating company), (ii) a foreign 
acquirer would, through an acquisition of a domes-
tic enterprise, control an enterprise in a key industry, 
a famous trademark or a well-known Chinese brand 
name, or gain an ability to affect China’s economic 
security. In addition, the M&A Rules set out require-
ments and procedure for exchanging registered 
capital in Chinese companies for shares of foreign 
companies, and clarify that approval of the China Se-
curities Regulatory Commission (CSRC) is required 
for any Chinese business (even if structured as a 
red chip) to go public outside China. In November, 
MOFCOM issued its first list of approximately 300 
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companies with well-known Chinese brand names 
and trademarks, which may be expanded from time 
to time.

A foreign investor who is not a Qualified Foreign 
Institutional Investor (QFII), but wishes to acquire 
shares of a Chinese listed company, may do so un-
der the Administrative Measures for Foreign Inves-
tors Making Strategic Investments in Listed Compa-
nies, which came into effect in January 2006. The 
foreign investor must acquire at least ten percent of 
the A-share listed company, and such investment 
generally has a lockup period of three years.

The Measures for the Administration of Takeovers 
of Listed Companies, which came into effect in Sep-
tember 2006, represented various shifts in the regu-
latory philosophy of CSRC. For example, when an 
investor acquires 30% of a Chinese public company, 
it is possible to not trigger mandatory full offer, and 
the investor may voluntarily initiate an offer for an 
additional portion of the target company - suggest-
ing that the Commission has shifted its focus from 
protection of minority shareholders from a change of 
control to equal treatment of all shareholders. Also, 
the Measures extend the Commission’s supervision 
powers from direct to indirect controlling sharehold-
ers - suggesting the Commission is adopting a more 
“look through” approach in its work.

(For more information please refer to our China Mat-
ters article from August 2006, entitled The “Equity 
Swap” - China’s New Landscape for Mergers and 
Acquisitions and Overseas IPOs).

BANKRUPTCY

In August 2006, the Enterprise Bankruptcy Law, 
which transforms China’s bankruptcy regime from 
an administrative or even political process into a ju-
dicial process, was adopted. It will become effective 
on 1 June 2007, and provides, among other things, 
for (i) the ability of debtors and creditors to petition 
local courts directly for bankruptcy without hav-
ing to seek prior approval from other government 
agencies, (ii) priority of secured claims over all other 
claims, (iii) clearer guidelines for debtors and credi-
tors in respect of reorganization, composition and 
liquidation procedures, and (iv) the permission to 
appoint non-government officials as bankruptcy ad-
ministrators.

(For more information please refer to our China Matters 

article from November 2006, entitled Opportunities 
And Risks Under China’s New Bankruptcy Regime).

 REAL ESTATE

To slow down the flow of foreign investments into 
China’s real estate market, the Ministry of Construc-
tion and five other ministries and departments pro-
mulgated Notice No. 171 in July 2006, under which 
(i) foreign investors (subject to the “self-use excep-
tion”) may hold Chinese real estate only with an 
onshore ownership structure (i.e., must establish a 
wholly owned Chinese company or a sino-foreign 
joint venture), (ii) foreign enterprises with branch(es) 
or representative office(s) in China, and foreign indi-
viduals working or studying in China, may purchase 
real estate for self use, (iii) the permissible equity 
to debt ratio of real estate holding or development 
companies has been increased from 1:2 to 1:1, and 
(iv) the flexibility of local governments to grant pref-
erential treatment to foreign real estate investors has 
been curtailed. The State Administration of Foreign 
Exchange (SAFE) has also issued several implemen-
tation notices after the issuance of Notice No. 171.

(For more information please refer to our China Mat-
ters article from July 2006, entitled New Rules Im-
pact Foreign Investment in China Real Estate).

QDII

Under China’s Qualified Domestic Institutional In-
vestor (QDII) program, QDIIs may invest in foreign 
securities and foreign stock markets. In April 2006, 
the National Council for Social Security Fund issued 
its Announcement of the National Council for Social 
Security Fund of the People’s Republic of China Con-
cerning Appointment of Foreign Managers, which 
clarified the selection criteria for the appointment of 
foreign fund managers in accordance with the Provi-
sional Regulations for the Administration of National 
Social Security Fund Foreign Investment Managers. 
Then, in August 2006, SAFE was the first govern-
ment department to promulgate regulations in rela-
tion to foreign exchange issues in respect of QDII 
investments when it issued the Notice of the State 
Administration of Foreign Exchange Concerning 
Foreign Exchange Issues Regarding Fund Manage-
ment Companies Investing in Overseas Securities.

(For more information please refer to our China 
Matters article from October 2006, entitled China to 
Scrutinize Current Account Forex Transactions).
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QFII

As China opens up its capital markets for foreign in-
vestments, it continues to promulgate regulations 
and administrative guidelines in relation to its QFII 
program, including the Administrative Guidance 
Opinion for Investment Personnel of Fund Manage-
ment Companies issued by CSRC in June 2006, and 
the Administrative Measures for Qualified Foreign 
Institutional Investors Investing in Domestic Secu-
rities issued by CSRC, SAFE and People’s Bank of 
China in August 2006.

EMPLOYMENT

The release in March 2006 of a draft of the Labor 
Contracts Law (the Draft Labor Law) was the most 
important development in employment law in 2006. 
The Draft Labor Law, which will likely be promulgat-
ed in the first half of 2007, has attracted considerable 
focus from employers - both foreign-invested enter-
prises and domestic enterprises alike - throughout 
the country. The release of a revised draft in late De-
cember 2006, with considerable changes from the 
previous version, has equally caught the attention 
of employers. 

The Draft Labor Law reflects the Chinese govern-
ment’s attempt to promote longer employment rela-
tionships, increase the presence and significance of 
unions in the workplace, and increase the power of 
individual employees vis-à-vis management. It con-
tains provisions, for example, favoring open-ended 
employment contracts over fixed-term contracts, 
granting trade unions more authority in the work-
place, limiting the availability and terms of non-com-
pete provisions, redefining probationary periods, and 
instituting penalties for unlawful discharge cases. 

In addition, on 1 October 2006 the Supreme Court of 
the PRC issued the Second Interpretation on the Ap-
plication of Law in Labor Disputes, which delineates 
the circumstances under which the sixty-day statute 
of limitations for a party to initiate an employment 
arbitration after the occurrence of a labor dispute 
will be tolled. 

LOOKING AHEAD

The Ministry of Justice has predicted that in 2007, 
legislative priority will be given to food hygiene, 
energy conservation, recycling, anti-monopoly, 
real property, labor contracts, criminal procedure 
and civil procedure.


