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New PBOC Regulation Suggests Possible Liberalization of
Outbound Security Provided by PRC Companies

On 5 July 2013, the People’s Bank of China (“PBOC") issued the " Circular on Simplifying
the Cross-Border RMB Business Procedures and Improving Relevant Policies” ({55
TS BN I olk 5 A2 A 5838 A CBGR B@ A1) |, the “Cireular”). The Circular
simplifies the regulatory procedures and provides greater flexibility for almost all types
of cross-border RMB business, including current account cross-border RMB settlement,
cross-border RMB loans and the issuance of offshore RMB bonds by domestic
non-financial institutions. The Circular cites: (i) increased efficiency of RMB business, and
(i) acceleration of the internationalization of RMB, as its objectives.

This note focuses on clause 5 of the Circular (“Clause 5”), which from its literal reading
could potentially have a significant impact on the offshore PRC financing market. Clause

5 provides that “a domestic non-financial institution may grant a guarantee or security
denominated in RMB in favour of a foreign entity (in this note referred to as “Outbound
RMB Security”) provided that it complies with the Property Law, the Security Law and all
applicable PRC laws” It is important to note that Clause 5 does not refer to the regulations
and implementation rules issued by the State Administration of Foreign Exchange
("SAFE") in respect of the guarantees or security provided by domestic non-financial
institutions in favor of foreign entities (in this note referred to as “Outbound Security”).

Clause 5 then goes on to provide that “upon enforcement of such Outbound RMB
Security, the domestic account bank (of that Outbound RMB Security provider) may
process its RMB payment (from its onshore account to the offshore beneficiary) after
the bank has verified the authenticity of the transactions and the RMB payment may also
be made directly by use of the offshore RMB funds held by that domestic non-financial
institution” The only regulatory procedure mentioned in Clause 5 is for “the domestic
account bank to log the payment information into the cross-border RMB settlement
information system after the relevant payment is made as a result of any enforcement”’

ATTORNEY ADVERTISING. Prior results do not guarantee a similar outcome.

White & Case is a leading global law firm

with lawyers in 39 offices across 27 countries.
Whether in established or emerging markets,
White & Case is dedicated to the business
priorities and legal needs of its clients.

If you have questions or comments
regarding this bulletin, please contact:

Xiaoming Li
Partner, Beijing

+ 86 10 5912 9601
xli@whitecase.com

John Shum

Partner, Hong Kong

+ 852 2822 8748
jshum@whitecase.com

Baldwin Cheng
Partner, Hong Kong

+ 852 2822 0405
bcheng@whitecase.com



China Finance Bulletin

This is not the first time Outbound RMB Security has been the
subject of supplemental regulations:

= On 9 April 2011, SAFE issued the “ Circular regarding the
Procedures for RMB Cross-border Capital Account Business”
( LTRGBS AT B Mk SR E A DG @ aman) ),
which provides that “RMB guarantee/security provided by
domestic institutions shall in principal be regulated pursuant
to the existing outbound security/guarantee regulations and
rules” This regulation essentially imposed a quota system for
Outbound Security provided by financial institutions and a case-
by-case approval procedure for non-financial institutions.

m On 3 June 2011, PBOC issued the “ Circular on Clarifying Issues
in relation to Cross-border RMB Business” ( (% T Bl A
B MMk 55 AH 5% W] BR K38 20 ), providing that “a domestic financial
institution may grant Outbound RMB Security provided that it
complies with the Property Law, Security Law and all applicable
PRC law" and “provision of such Outbound RMB Security
by such financial institutions shall not be regulated under the
foreign debt regime”

Since the June 2011 PBOC circular, anecdotally domestic banks
have been issuing Outbound RMB Security on the assumption that
such transactions are not subject to the quota system imposed

by SAFE.

While Clause 5 appears to settle the case for Outbound RMB
Security provided by non-financial PRC institutions, at this

point Clause 5 must be approached with some skepticism and
caution. Outbound Security has long been regarded as falling
under SAFE control. In the Circular, PBOC did not expressly rule
out the possibility of SAFE’s control (even though that seems

to be the most logical, but not the only possible interpretation).
Furthermore, the Circular provides no upfront filing or pre-clearing
mechanism that can provide some certainty and comfort until
actual enforcement.

Given the above, from the perspective of the creditors that may
be the ultimate beneficiary of such Outbound RMB Security from
a PRC company, how certain can they be that such guarantee/
security is enforceable and that, upon enforcement, proceeds
can be repatriated out of China without SAFE’s approval? \While

a definitive answer will have to wait for the first “test” case of
enforcement of such guarantee/security, there are two more
fundamental questions the answers to which may provide

same insight:

1. Does PBOC have the authority to rule over RMB
Outbound Security?

SAFE, established in 1979, is an administrative agency
administered by PBOC tasked with drafting rules and regulations
governing foreign exchange market activities, and managing

the state foreign exchange reserves. PBOC authorized SAFE

to regulate the Outbound Security under the “ Administrative
Measures for Outbound Guarantee/Security by Domestic
Institutions” ( (XEANLIXT FMALRE EINED ) that PBOC issued in
1996, which set the restrictions on Outboun d Security for the first
time. As of today, SAFE is still a bureau under the State Council
that is managed by PBOC. That is to say, PBOC is not only the
authority that created the concept of Outbound Security but is also
the direct supervisor of SAFE. In addition, if one carefully reads
the constitutional mandate documents of these two institutions,
SAFE's coverage is limited to foreign exchange, while RMB

falls under the monetary policy section which is one of the key
functions of PBOC.

2. Does it make sense for PBOC to liberalize RMB
Outbound Security?

The reasons PBOC set restrictions on Outbound Security

in the first place was said to be an anti-avoidance clause to
assure “effective contribution of registered capital” If a foreign
investor could have its PRC subsidiaries guarantee the investor's
offshore debts, then the debts of that investor would effectively
become the debt of the PRC Subsidiaries. Enforcement of that
debt would subvert the aims of the requirement for minimum
registered capital.

The restrictions supported the fundamental policy at the time to
attract and retain foreign investments. However, nowadays, even
though China still tries to attract foreign investment, it maintains
the biggest foreign exchange reserve in the world and is no longer
the same developing country as it was in 1990s. Except for certain
industries such as real estate where the authorities are desperate
to cool off speculative investment, the general trend appears to be
the loosening of controls, first over current accounts and now the
capital accounts.'We would suggest that it may be time for the
RMB regulations to further align with this market trend.

1 On 28 April 2013, SAFE issued the “Administration Measures for the Registration of Foreign Debt ( (4Mit& 10 #EFp2) ). On 11 May 2013, SAFE issued the “Administrative
Measures for Foreign Direct Investments” ( (4B 7 &5 N B3 % AMLCE #JME) ). Both the measures have substantially simplified the relevant regulatory procedures.
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