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Beyond shipyards, many parties have a commercial interest in
newbuilding projects, or the ship construction industry. The pur-
chaser will charter the vessel out in exchange for hire payments.
The charters will subcharter the vessel or will use it to move cargo
in exchange for freight payments. The lending company that pro-
vided the shipyard with funds sufficient to construct the vessel will
earn interest on the loan. The mortgagee that financed the ves-
sel’s purchase will earn transaction fees associated with the deal by
lending money to the purchaser in order to pay the shipyard. Many
parties attempt to benefit commercially and transfer risk within
the notoriously volatile shipping markets. This article focuses on
the financers and vessel management companies that grease the
wheels of shipping’s newbuilding market through vessel purchases
and leases.

While both vessel purchases and vessel leases are traditional ar-
rangements for ship acquisition, this paper will look at advantages
and disadvantages of each arrangement in the burgeoning shipping
markets of China, where new legal and regulatory developments
are unveiled constantly. This article will look at the possibility of
foreign investment into positions of both the financer and the pur-
chasing vessel management company and will determine whether
the Shanghai (Pilot) Free Trade Zone is a welcoming environment
for such investment.

What Is Vessel Lease Financing And How Does It Compare
With Bank Equity Financing?

Vessel equity financing—a loan from a bank secured by a mort-
gage—perhaps is the most straightforward scheme to vessel ac-

34 - THE FEDERAL LAWYER - Juy 2015

quisition. A prospective shipowner arranges with a shipyard to
build a new vessel and with a bank to finance that acquisition. The
purchase will be secured by a mortgage over the asset held by the
bank, and the shipyard may require payments be made in install-
ments under the building contract based upon elapse of time or
upon achievement of construction objectives. Upon completion of
the vessel, payment is fully transferred to the shipyard, and pos-
session and ownership are transferred to the purchasing vessel
management company with the bank a secured creditor holding a
mortgage over the property.

Transactions of this sort are costly. While achievable by the
largest shipping companies, many small and medium-size shipping
companies lack access to the credit and the capital needed to ar-
range financing from a single bank positioned to accept a mortgage
from a company with little else to offer as collateral besides the ves-
sel under construction. Worldwide, stricter capital requirements
imposed by Basel III have caused banks to reduce exposure to the
shipping sector and to replenish their capital buffers, resulting in
less cash available to lend to vessel purchasers.! This has driven in-
novative financing and leasing methods for vessel acquisition.

Identifying adequate security to finance a newbuilding project
is problematic. Vessel owning companies tend to be arranged as
single-ship companies to limit their liability to any judgment credi-
tors to the single asset. Thus, financing for newbuilding projects is
secured by the company’s sole asset: the partly completed vessel.
A vessel under construction is not a vessel until it is delivered, and
the shipyard’s rights to payment arise only upon completion: “The
buyer has no liability to pay 90% of the price if the ship is 90%



&

."J'~.._ e B

]

built. It only has a liability to pay if the ship is 100% completed.”
A ship purchaser defaulting during the construction period thus
leaves its creditor with an unfulfilled order for a vessel and an in-
complete construction project for which it is difficult to find an
alternate purchaser.

Securing a loan to purchase an existing vessel is much easier.
The vessel purchaser will obtain financing through a bank and give
the bank a mortgage over the asset to secure its loan. If the ves-
sel owner defaults, the creditor must enforce the mortgage to gain
possession and ownership over the asset, an often lengthy and ex-
pensive litigious process, and the risk is passed on to the purchaser
in the form of higher borrowing costs.

Lease financing does better to balance risks at a lower cost to
the vessel management company. Under a leasing arrangement,
the creditor retains ownership but releases its right to possession.
Retaining ownership puts the creditor in a much more favorable
position to regain possession in situations of default. Lease financ-
ing often achieves favorable results for all parties because it bal-
ances the risks more evenly than other types of ship financing.?

Vessel leasing falls within the general legal and economic arena
of asset financing but retains certain features unique to shipping.
A prospective purchaser—for instance, a vessel management com-
pany—may have difficulty accessing bank equity to finance an
outright purchase because of volatility in demand for new capac-
ity, because of the purchaser’s creditworthiness and available col-
lateral, because of limitations imposed upon the purchaser’s own
balance sheet by regulatory agencies, by its own corporate gover-
nance, or by existing creditors. These and other difficulties have
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all contributed to a rise in popularity of alternative arrangements.
Vessel operating companies that may be unable to pursue a bank
equity financing arrangement may find lease financing is still a vi-
able arrangement by which they may obtain additional cargo space
for its fleet.

In addition to lowered transaction costs, leasing arrangements
can make a deal commercially viable because of certain tax and
accounting advantages the leasing company can utilize to offset
limitations imposed by itself, by regulators, or by creditors. Instead
of lending the vessel management company funds to purchase a
vessel, the leasing company owns the vessel and realizes the asset
as equity on its balance sheet. Also as owner, the vessel owning
company is entitled to claim a significant tax benefit due to depre-
ciation of the asset over its commercial life.” Vessel management
companies often operate at or near a loss, and a company without
yearly profits greater than the tax credit cannot benefit in the same
way by owning the vessel that a more profitable company can. So
the right to offset vessel depreciation is worth more to the leas-
ing company than it is to the less-solvent operator management
company.

A ship management company in the business of pairing sub-
charterers and operators with vessels may arrange for a long-term
bareboat charter spanning the expected commercial life of the as-
set. Under a leasing arrangement, instead of purchasing the ves-
sel, the vessel management company leases the vessel wherein the
charterer’s hire will cover the cost of the vessel and the leasing
company’s margin. The leasing company will be a special purpose
vehicle (SPV) set up for the purpose of owning the asset and being
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legal isolation in order to protect other assets over which the com-
pany may have rights. Thus, the vessel’s owner will be an SPV and
will be an arm of a bank, be controlled by a shipyard, or otherwise
be mostly a privately owned or subsidiary of a larger bank position-
ing the SPV-leasing company to receive a high credit rating.® The
SPV can assign the right to be paid hire on its charter agreement
directly to its creditors in order to receive credit enhancement.
New building projects require a great deal of capital. A vessel
management company in the business of operating vessels may
see capital diluted if it is forced to raise the vessel price itself. A
leasing company in the business of financing rather than managing
or operating vessels, and with greater access to available credit

Vessel lease financing
arrangements have certain
advantages over traditional bank
equity financed arrangements.
Among them, the leasing company
retains ownership of the asset.

markets—i.e., a bank—or a company with greater control over the
transaction costs—i.e., a shipyard—is positioned better than an
operator to lower transaction costs and fund the new build project
more cheaply, permitting the lessee to devote its working capital to
vessel management projects.”

Leasing arrangements can achieve lower transaction costs than
equity financing because they promote greater specialization of
both the lessor and lessee. The vessel management company re-
mains focused upon pairing charters with shipping capacity, and
the single-asset company remains solely focused upon capitaliza-
tion in order to acquire ownership of the vessel. To accomplish
this funding, the SPV may be capitalized by investment from its
parent, by bond markets, or by equity markets,® but in any event it
must raise the full asset purchase price itself to remain legal isola-
tion. Doing so also places the SPV in a position to securitize the
asset or sell the vessel and the leasing rights without disturbing the
underlying vessel operating and charter agreements. Through sale
or securitization of certain rights, beneficial ownership of charter
agreements can transfer without disturbing the underlying charter
party.

Vessel lease financing arrangements have certain advantages
over traditional bank equity financed arrangements. Among them,
the leasing company retains ownership of the asset. Because it re-
tains ownership of the asset, the leasing company is in a better po-
sition following default than a mortgagee, who must have perfected
its security interest only then to foreclose and physically repossess
the asset in order to exercise its security rights. Leasing may mean
lower costs incurred by a trustee in bankruptcy, because leased
assets are easier to repossess than mortgaged assets.? In addition
to lessen risk for the leasing company, the lessee can achieve and
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find greater stability through a lease financing arrangement than
is available through bank equity financing where, as owner of the
asset, it would be exposed to volatility.

The leasing company, as owner of the asset and obligee of the
lease, can securitize and sell these rights to take advantage of mar-
ket fluctuations and to manage its own portfolio. Securitization al-
lows a company to transfer assets off the company’s balance sheet
and into a legal isolation vehicle, issuing to investors the right to
receivables generated by the vessel under chartering agreements.

With vessel lease arrangements still relatively novel in China,
one of the world’s most important shipping markets, popularity has
grown as the legal mechanics are tested and become better under-
stood. This article will present a legal playbook for executing both
a lease and an equity financing arrangement in China. Where pos-
sible, this article will identify opportunities by which foreign inves-
tors may enter the Chinese shipping market through these deals.

Bank Equity Financing Arrangements in China

With less capital available to close newbuilding deals, tradi-
tional equity financing deals are reserved for only the top credit
risks—typically the largest state-owned entities. Equity financing
deals in the People’s Republic of China (PRC) typically include a
shipbuilding refund guarantee to secure the purchaser against the
shipyard’s failure to deliver in accordance with the contract. For
small and medium-size shipyards, providing a refund guarantee
makes the transaction impractically expensive, so these entities
must bear great risks or utilize innovative security methods.

An alternative to the shipbuilding refund guarantee is the con-
struction mortgage.! The Maritime Law of China recognized the
right of a creditor to hold a mortgage interest over a vessel un-
der construction.!! Pursuant to Article 14, for the mortgage to give
the creditor a secured interest, the shipbuilding contract must be
registered with the Maritime Safety Administration of China; oth-
erwise, the creditor holds an unsecured interest over the construc-
tion project. The purchaser and the shipyard must meet citizen-
ship requirements similar to those U.S. requirements for coastwise
trade under the Jones Act.'?

The Guaranty Law of the People’s Republic of China, by way of
Article 34(1)(6), outlines the procedures a creditor must follow to
charge its security interest through a mortgage.'® The unregistered
mortgage is effectively worthless, so the creditor must follow the
registration procedures to secure its position; a party registering
its mortgage is secured from the date of execution, but a party fail-
ing to register its mortgage remains unsecured and may not defend
claims raised by third parties.!

While a creditor’s substantive right to charge a construction
mortgage over a vessel under construction exists pursuant to the
Maritime Law of China, the Property Law of the People’s Republic
of China 2007 also reaffirms the right to secure a shipbuilding proj-
ect with a construction mortgage. In a priority contest, the mort-
gage made pursuant to the Property Law 2007 trumps a mortgage
entered into under the Maritime Law of China, because the Prop-
erty Law derives its authority directly from the Constitution out of
a basic interest for upholding economic order, while the Maritime
Law arose from an interest in regulating, promoting, and develop-
ing maritime transport relations and securing the rights of parties
concerned.'

Under a bank equity financing arrangement, the purchaser both
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owns and possesses the vessel subject to their creditor’s security
interest. Discussed thus far has been a procedure for securing a
creditor’s rights to a vessel through a registered construction mort-
gage over the vessel to give the lender executable rights over the
property in case of the purchaser’s default. Almost exclusively
available to state-owned entities, the smaller shipping companies
have been benefiting from innovative risk-allocating arrangements
such as lease financing. A vessel leasing arrangement provides for a
legally more streamlined approach to bank equity-financed acquisi-
tion of vessels that puts a lesser strain upon vessel managers to ne-
gotiate legally complex financing arrangements with banks, therby
allowing them to devote greater resources to pairing charters with
appropriate vessels.

Lease Financing in China — Now a Viable Option,
Soon To Be a Popular One

China is an important center of ship finance. In 2009, the ship-
ping portfolio of Industrial and Commercial Bank of China (ICBC)
grew to $7.8 billion.'® In that year alone, ICBC closed 45 new ship-
ping transactions totaling $2.3 billion.!” Minsheng Financial Leas-
ing, rapidly becoming one of the most important lease financing
companies in China’s domestic market, entered an agreement with
Shanghai Guodian Shipping, a subsidiary of Fujian Guohang Ocean
Shipping, to deliver 18 Panamax bulk carriers under a financial leas-
ing arrangement.'®* Rongsheng Heavy Industries Group Holdings, a
Chinese heavy industries group and shipbuilder, announced that
the first of the Minsheng-commissioned Panomax bulkers was de-
livered after three years on Oct. 28, 2011." Before taking delivery,
the Tianjin free trade zone (FTZ)-based Minsheng placed a bullish
order for 10 additional Panomax vessels in 2010 and subsequently
sought Chinese candidates for lease financing.?’ ICBC is still one of
the largest Chinese vessel leasing companies, offering an array of
solutions applicable to the shipping sector including: (1) financial
lease for new equipment, (2) operating lease for new equipment,
(3) sale-and-leaseback financing, (4) international synthetic lease,
and (5) trust lease and securitization.?!

Leasing companies may be funded by capital markets. Shanghai-
based Sinochem owns a subsidiary, Far East Horizon, that provides
financial leasing services supporting major Chinese industries. The
Securities Regulatory Commission in 2011 permitted the Chinese-
owned subsidiary to access global equity by listing publicly in Hong
Kong.*

Chinese banks are becoming shipowners by creating leasing
arms that fund newbuild projects and maintain ownership over the
asset. The leasing arm can permit ship managers to charter the
vessel out, putting the bank-owned asset to work and receiving
the benefit through contracts-for-hire rather than through compli-
cated procedures for mortgage. Maintaining ownership of the as-
set minimizes judicial intervention to repossess the vessel. Leasing
companies may be an arm of a bank and thus positioned to obtain
high credit ratings or credit enhancement. Leasing companies may
be an arm of a shipyard or shipbuilding company and thus take
advantage of favorable pricing over the asset and collapse its profit
margin with the shipbuilder’s margin.

In China, leasing companies must be licensed to engage in ship-
leasing arrangements. In 2007, the China Banking Regulatory Com-
mission (CBRC) began granting financial institutions licenses to
lease ships.?® In 2011, at least 17 bank-affiliated companies were
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registered under the CBRC scheme to offer finance leasing solu-
tions across aviation, heavy machinery, medical, and shipping in-
dustries.?* By 2009, the leasing volume reached $2.9 billion.* By
2011, 17 bank-affiliated financial leasing companies had been is-
sued licenses and were supervised by the CBRC, but these 17 were
not limited to ship leasing and instead included licenses to lease
aviation, heavy machinery, medical equipment, and the like.?® With
leasing’s popularity has come innovative leasing arrangements that
include a cross-border vessel finance lease through an SPV estab-
lished in the Tianjin F'TZ to act as the vessel’s owner contracting
for construction with a Korean shipyard and a Marshall Islands
bareboat charterer.?

It is worth noting that two types of leases typically are arranged
for assets such as ships, aircraft, heavy equipment, and the like:
finance leases and operational leases. Finance leases are arranged
for the commercial life of the asset. They end in a transfer of own-
ership from the lessor to the lessee, or they conclude with a les-
see’s option to purchase the asset for a nominal cost or in some oth-
er way the finance lease lasts for the span of the asset’s functional
life. Operational leases are short-term, and the same asset may be
leased out once again after a lease is concluded. Operational leases
may solve immediate capacity shortfalls by bridging other issues
caused by uncertainty. Insofar as it is concerned with leases, this
paper is primarily concerned with finance leases.

Lease Financing Arrangements Have Advantages
for Both the Lessor and the Leasing Company

Beyond simplifying legal processes to obtain a secure position,
shipowners may find entering ship-leasing arrangements to be
prudent business decisions. Despite China’s global importance to
both import and export markets as well as its growing shipping
sector, small and medium-size Chinese shipowners are considered
unbankable by domestic banks, so these companies benefit from
alternative forms of vessel acquisition arrangements, such as lease
financing.?®

The leasing company, having both right of ownership over the
asset and right to collect lease payments, can take advantage of
market fluctuation by selling its ownership rights and leaving intact
any underlying charters. The leasing company can be positioned to
securitize its vessels and the right to collect payment on the lease
arrangements.

For the leasing company to achieve such benefits, it must be
a bankruptcy-remote vehicle, it must acquire ownership of the
ship through a real true and irrevocable sale, and receivables owed
through its rights to collect lease payments may be assigned but
may not be reached by a parent company.

Two Competing Schemes for PRC Financial Leasing
Companies

There are two competing schemes in the PRC under which
companies may register to conduct finance leasing transactions.
The CBRC issued the Measures for the Administration of Lease
Financing Companies (effective March 1, 2007), which was revised
by Order [2014] No. 3 of the CBRC (effective on March 13, 2014),
and herein will be called the CRBC scheme. China’s Ministry of
Commerce (MOFCOM) issued the Measures for the Administra-
tion of Foreign-Capital Lease Industry, which became effective on
March 5, 2005, and herein will be called the MOFCOM scheme.



Small to medium-size nonbank leasing companies may also en-
gage in ship-leasing operations more easily under the MOFCOM
scheme without need for a license from the CBRC. The CBRC
scheme targets large financial institutions, requiring its principal
investors to hold at least 50 percent of the company’s registered
capital on hand, while the MOFCOM scheme is more investor-
friendly and is better suited for manufacturers and privately fund-
ed financial leasing companies, requiring still at least US $5 million
in assets and three years experience in lease financing.? Neither
the CBRB scheme nor the MOFCOM scheme places any cap on
foreign investor shareholdings in a finance leasing company.

The two schemes have drastically different capital require-
ments, and thus a ship management company looking to under-
take a lease financing enterprise is better suited for the MOFCOM
scheme’s lower capital requirements.? While there is nothing in
the CBRC scheme to make investors concerned that vessels are not
assets suitable for lease financing under the scheme, the MOFCOM
scheme specifically names “vessels” as property that may be leased
under the scheme.*

One of the primary reasons to participate in ship lease financ-
ing arrangements rather than purchasing a ship through a bank
equity financing arrangement is for ease of balance sheet manage-
ment. The lease appears as debt rather than equity for the party
in possession of the ship. The lessor ship management company
may document the lease as a credit asset or an account receivable.
The lease arrangement puts both parties at a tax advantage over
a vessel sale position. Sale-leaseback arrangements may be under-
taken by entities such as shipyards to take advantage of this tax
credit. The sale-leaseback arrangement may also attract shipyards
in need of immediate capital to fund their next build project. Sale-
leaseback arrangements are specifically permitted under both the
CBRC scheme?? and the MOFCOM scheme.*

Foreign investors can take part in either scheme, however the
MOFCOM scheme applies only to foreign-capital enterprises that
establish a limited liability company or a joint-stock limited com-
pany within China and must take the form of a Chinese-foreign eq-
uity joint venture, a Chinese-foreign contractual joint venture, or
a solely foreign-capital enterprise.*® The CBRC scheme may be uti-
lized by certain foreign entities as well. While banks are specifically
prohibited from being lease financing companies under the CBRC
scheme,* commercial banks may be the major investor in a lease
financing company and may be registered in China or abroad.*
The CBRC scheme also permits the major investor to be a leas-
ing company registered in the PRC or abroad®” or a large domestic
manufacturer of products suitable for leasing.*® Thus, the CBRC
scheme is attractive to domestic or foreign banks, to domestic or
foreign companies already in the business of lease financing, and
to domestic manufacturers of products suitable for lease financing
arrangements, such as state-owned shipyards, looking to invest in
a lease financing arm.

Entities with foreign equity interests exceeding 50 percent are
prohibited from registering vessels on the PRC registry.* Either
the CBRC scheme or the MOFCOM scheme can be used to circum-
vent this restriction by having the registered vessel owner be a
leasing company with more than 50 percent of its registered capital
in the PRC.** While both schemes are still in effect, it appears the
PRC has chosen to develop the CBRC scheme over the MOFCOM
scheme by providing recent revisions to the measures and by issu-

ing guiding documentation clarifying or extending the legal pur-
view of the scheme.

Securitization in China

While securitization has been used widely in Western shipping
markets, securitization in China is relatively new, untested, and
unpopular, despite developing two distinct securitization schemes.
Securitization in China relies upon the special purpose trust, which
is a legal fiction created by the trust contract pursuant to statutory
authority: the special purpose trust is not an independent legal
entity; by law the trust property is not property belonging to the
trustee; and by contract the originator entrusts credit assets to

Entities with foreign equity
interests exceeding 50 percent are
prohibited from registering vessels
on the PRC registry.

the special purpose trust. While new regulations in 2014 hope to
add clarity and interest in the PRC, such securitization schemes
may establish dubious rights for investors in cross-border securi-
tization deals because of how Western courts may likely view legal
isolationness of the entity issuing securities, “from a constitutional
point of view it is a case of sending a boy to do a man’s job.”*!

The CBRC scheme launched in 2005 pursuant to a pair of CBRC
and People’s Bank of China (PBOC) regulations permitting banks
and nonbank financial institutions to entrust loan receivables to
a trust company to administer as trustee of those assets.*> CBRC
licensing and approval is required every step of the way: the banks
and nonbank financial institutions must be licensed by the CBRC;*
the loan receivables must constitute “credit assets” under CBRC
guidelines;* the trust must be licensed by the CBRC;* and any
securities the trustee may issue require specific approval both by
the CBRC*® and by the PBOC.*

As of February, the CBRC scheme has been used to establish
85 domestic securitization transactions in China since the program
launched in 2005—68 of those transactions were concluded since
2012.%8

Under the CBRC scheme, the sponsor, who originates the re-
ceivable credit assets, enters into a trust contract with the trustee,
thus establishing a special purpose trust.* Pursuant to the Trust
Law, the sponsor entrusts credit assets by contract, and the trustee
issues securities.”

In addition to the CBRC scheme, the PRC saw fit to establish
another securitization mechanism under the China Securities
Regulatory Commission (the CSRC scheme). The CSRC scheme
is well-suited for the shipping industry because the underlying
assets must be specific and be able to generate independent and
predictable cash flow.”® Thus, a lease financing company wishing
to securitize the regular proceeds generated by hire payments in
accordance with underlying lease financing agreements and a ship-
yard wishing to securitize proceeds generated by buyers’ install-
ment payments will find these are suitable underlying assets for
securitization by the CSRC scheme.?
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Under the CSRC scheme, investors entrust funds to a securi-
ties company® pursuant to a fund contract.”® The fund manager
uses the entrusted funds to purchase assets, and the manager is-
sues asset backed securities to a maximum of 200 investors.*® The
asset-backed securities evidence the purchaser’s beneficial inter-
est in the underlying assets, and the securities can be traded and
purchased by qualified foreign and domestic investors alike on
stock exchanges such as the Shanghai and Shenzhen exchanges
and over-the-counter market places approved by the CSRC.?®

The 2014 CSRC regulations are based on the PRC Securities
Investment Funds Law,”” which incorporates the Trust Law of the

While securitization is a helpful
and popular device used in the
Western shipping markets, the two
schemes available for investment in
China do not provide the certainty
and wide accessibility necessary for
securitization to be useful to PRC
shipping markets.

PRC.?® Under the CSRC scheme, Article 5 asserts that assets en-
trusted into the scheme are legal isolation; however, there is rea-
son to question how courts, especially those in foreign jurisdic-
tions, will interpret the status of assets entrusted into the CSRC
scheme, which is premised upon a set of administrative regulations
incorporating statutory law. While the regulations assert that as-
sets are remote from their originator’s estate for insolvency pur-
poses, the statutory law is less clear.?

Assets become bankruptcy-remote upon a real true sale when
the previous owner has discharged both ownership and posses-
sion of the assets. Translations of the PRC Trust Law contemplate
entrustment as a discharge of possession but do not clearly and
undisputedly discharge ownership. While courts in the PRC have
interpreted the Trust Law to provide legal isolation to assets en-
trusted under Article 2, it is less certain whether Western courts
will find assets to be remote from the estate in bankruptcy when
those assets have been discharged for purposes of possession but
not for ownership, and when the only clear guidance on the issue
comes in an administrative regulation, not a statutory law.*

While securitization is a helpful and popular device used in the
Western shipping markets, the two schemes available for invest-
ment in China do not provide the certainty and wide accessibility
necessary for securitization to be useful to PRC shipping markets.
Amendments to the PRC Trust Law clarifying that both ownership
and possession transfer with entrustment, as well as providing that
trusts establish separate and identifiable legal entities rather than
a set of contractual rights, would go a long way to increasing the vi-
ability of securitization in PRC shipping markets for shipyards and
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for vessel lease financing companies. Furthermore, subjecting ev-
ery step to approval by the requisite commission adds uncertainty
to the process that would better be removed.

Opportunity for Foreign Investment in the Free Trade Zones

Foreign investment into leasing companies is possible in the
PRC. While Tianjin has long been an attractive forum for single-ship
companies, SPVs, and novel leasing ventures, the CBRC scheme
has given rise to strong competition from the Shenzhen Wianhai
Economic Zone and the Shanghai Pilot Free Trade Zone, where
financial leasing is a stated priority.®® Under the CBRC scheme,
unlike the general policy throughout the PRC, where all business
actions are prohibited except for those the government has occa-
sioned to specifically permit, the Shanghai FTZ operates on the
more practical “negative list” approach, wherein business and for-
eign investment actions are permitted unless specifically restricted
by the government.®* Foreign investment into the leasing industry
is regulated to promote healthy development and to minimize busi-
ness risk. The PRC’s Ministry of Commerce procedures regulating
and administering foreign investment into the PRC leasing industry
specifically permit foreign investment into the PRC’s ship-leasing
industry because the regulations govern leased property for trans-
portation such as vessels and motor vessels.® MOFCOM is respon-
sible for examining and administering foreign investment into the
leasing industry,® which should be made through limited liability
companies or limited through share purchase.

Under the MOFCOM scheme, foreign investors of a foreign-in-
vested leasing company must have assets grossing at least US $5
million. But under the PRC’s general scheme for the Shanghai FTZ,
there is no minimum registered capital requirement for standalone
single ship SPV’s that have been established by financial leasing
companies located in the FTZ.5 Foreign-invested companies may
participate in several different forms of lease financing, such as
direct leasing, subleasing, and trust leasing.% It is suspected that fi-
nancial leasing companies registered under the CBRC scheme may
establish SPVs in the Shanghai FTZ; however, the industry awaits
more detailed announcements from the CBRC regarding nonbank
financial institutions operating in the FTZ.%

Ship-leasing companies operating in the PRC can lease vessels
to foreign owned companies. In fact, PRC has encouraged exporta-
tion of leased ships as a means to encourage development of local
harbors, the vessel construction industry, and the financial leasing
industry.” In 2010 the State Administration of Taxation of the PRC
offered a one-year export tax refund to those leasing companies
registered in Tianjin and licensed to conduct financial leasing.™
Tianjin-based leasing companies engaged in financial leasing ar-
rangements—those in which the terms are for the useful life of
the vessel and by which the lessee is transferred ownership at the
expiration of the term—may apply also for export valued-added
tax (VAT) refunds.”™ In the Shanghai FTZ, a pilot export tax refund
is available as a project subsidiary to finance leasing companies
incorporated in the FTZ.™ An import-level VAT exemption is avail-
able specifically for aircraft finance leasing companies for overseas
purchases, but the VAT exemption has yet to be extended to other
sectors.™

Financial leasing was an activity removed from the restricted
category of MOFCOM’s 2011 guidance catalog for foreign inves-
tors, and thus the activity is now permitted for foreign investors.”™



Minsheng’s leasing arm, China’s “most ambitious lessor,” is based
in the Tianjin FTZ.” Financial leasing companies have been per-
mitted in the Shanghai Pilot FTZ as well. Foreign-invested banks
may qualify to set up enterprises in the Shanghai FTZ.” Qualify-
ing nonbank and private capital entities may set up finance leasing
companies in the Shanghai FTZ.”™ Cross-border financing entities
may be established in the Shanghai FTZ for purposes of offshore
vessel financing.” While these individual entities and activities are
permitted in the Shanghai FTZ, it is yet to be seen whether a for-
eign-invested entity may establish a finance leasing company for
purposes of ship-leasing and whether that foreign-invested entity
would be subject to the same CBRC regulations and licensing re-
quirements. ®
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