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This Bulletin is an update to the Allen & Overy Memorandum dated 1st November, 1999 on "Derivative Transactions with PRC Counterparties" and has been prepared to inform Allen & Overy’s clients of the most recent developments surrounding the rejection of swap claims by the Liquidation Committee of Guangdong International Trust & Investment Corporation ("GITIC").  This Bulletin aims merely to highlight potential key issues which clients should be considering.  As English and Hong Kong qualified lawyers, we are not qualified to advise on aspects of the law of the People's Republic of China ("PRC").  This Bulletin is based on our discussions with, and advice obtained from, PRC lawyers.  Reliance must not be placed or decisions taken on the basis of its contents without specific advice.  This Bulletin does not constitute a formal legal opinion.


July 2000
BACKGROUND

Our Memorandum dated 1st November, 1999 on "Derivative Transactions with PRC Counterparties" stated that the liquidation committee (the "Liquidation Committee") of GITIC rejected in October 1999 a number of derivative claims filed by creditors in the liquidation proceedings of GITIC.  

The view of the Liquidation Committee was that a derivative transaction between GITIC and a foreign counterparty required a transaction specific approval from the State Administration of Foreign Exchange ("SAFE") and that since no specific approval was obtained from SAFE prior to GITIC entering into the relevant derivatives transactions, such transactions were invalid and unenforceable.  

Following rejection of their swap claims, a number of swap claimants subsequently raised objections with the Liquidation Committee.  

FORMAL REJECTION

We understand that, as from early June 2000, swap claimants began to receive letters from the Liquidation Committee formally rejecting their objections.

Unlike the preliminary rejection letters to swap claimants in October 1999, the formal rejection letters from the Liquidation Committee are fairly lengthy and contain detailed rebuttals to the arguments raised by the swap claimants in their objection letters.  Some of the main arguments made by the Liquidation Committee in the formal rejection letters include:

· the relevant derivative transaction was entered into for speculation and not for hedging purposes;
· even if the transaction were entered into for hedging purposes, a transaction specific approval was required from SAFE;
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· since the transaction was entered into for speculation and/or no transaction specific approval was obtained from SAFE, the relevant transaction was invalid and restitution (i.e. the return of property or payments received) is to be effected by GITIC and the relevant swap claimants; and
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· the swap claimant could not claim damages on the ground of misrepresentation by GITIC (of its lack of capacity, authority and SAFE consents, as appropriate) since the swap claimant is equally at fault for not discovering such defect.

Hedging or speculation

The Liquidation Committee stated broadly in the formal rejection letters that the relevant derivative transactions were entered into for speculation and not for hedging purposes. 

Whilst it is clearly a question of fact whether a derivative transaction was entered into for hedging purposes or speculation in each case, a doubt remains whether the Liquidation Committee had the requisite information to make such a factual determination.  This is the case since it is widely believed that most claimants only made a legal submission on matters of PRC law in their objection letters and did not submit any evidence to substantiate that the relevant transaction was entered into for hedging or other purposes.

Transaction specific approval

The Liquidation Committee went on to state that, even if the derivative transaction was entered into for hedging purposes, a transaction specific approval was required from SAFE under the "Notice regarding the Prohibition of Derivative Transactions Conducted by Financial Institutions Outside China at their Own Discretion" promulgated by the People's Bank of China on 29th March, 1995 (the "1995 Notice").  This was the ground for rejection stated in the preliminary rejection letter of the Liquidation Committee in October 1999.

The Liquidation Committee dealt at length with the submission of the claimants that there was no need for a transaction specific approval and that the requirements were satisfied so long as GITIC was approved to conduct such business by SAFE under the relevant Foreign Exchange Business Licence (i.e. the derivative transaction fell within the scope of the Licence) and that such derivative transaction was entered into for hedging purposes.

It is of significance to note that the Liquidation Committee disposed of the argument that no procedure had been set up in SAFE for approving derivative transactions on a case-by-case basis by claiming that SAFE had in fact installed such an approval mechanism.  It is indeed doubtful as to the precise basis for the claim of the Liquidation Committee since this is clearly contrary to the informal confirmation given by SAFE Beijing in response to questions from foreign swap counterparties.  

Invalid transactions

On the basis that the derivative transaction was entered into for speculation and that (even if the transaction was entered into for hedging purposes) no transaction specific SAFE approval was obtained, the Liquidation Committee argued that the relevant transaction was invalid under Article 58 of the "General Principles of Civil Law".

Some swap claimants submitted in their objection letters that, even in the unlikely event that the derivative transactions were carried out by GITIC for speculation or that a transaction specific SAFE approval was required for a derivative transaction, any violation of the 1995 Notice would result in sanction and penalty for GITIC and its responsible officers but would not affect the essential validity of the derivative transactions.  The swap claimants also pointed out that the 1995 Notice did not constitute mandatory provisions of PRC laws and administrative regulations since it was not promulgated by the National People's Congress of the PRC or its Standing Committee or the State Council.

However, the Liquidation Committee proceeded to reject the arguments of the swap claimants and stated that the derivative transactions were invalid and that restitution (i.e. the return of property or payments received) was to be effected by GITIC and the relevant swap claimants.

Duty to investigate

Some swap claimants argued in their objection letters that, even assuming that the derivative transactions were invalid, GITIC committed material misrepresentations (since GITIC represented that it had capacity, authority and SAFE approval to enter into the transactions) and should be held liable for the losses and costs suffered by such swap claimants as a result of such misrepresentations.  
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The Liquidation Committee however rejected the claims of such swap claimants in the formal rejection letters on the ground that the swap claimants were equally at fault.  The reason given by the Liquidation Committee was that PRC was a country which imposed exchange controls which did not permit PRC financial institutions to enter into derivative transactions without authorisations and that the swap claimants were responsible for investigating with SAFE the ability of GITIC to enter into derivative transactions.

It is believed that the swap claimants generally carried out extensive factual and legal due diligence before entering into transactions with GITIC.  These steps included: investigating the facts surrounding the transactions, requiring GITIC to make relevant factual representations, reviewing various licences and authorisations of GITIC, and procuring PRC legal opinions from reputable law firms confirming that GITIC had requisite capacity and authority and had obtained all regulatory approvals to enter into derivative transactions.  In a number of these cases, informal enquiries were also made to SAFE through local PRC law firms in relation to the ability of GITIC to enter into derivative transactions.  

Notwithstanding the carrying out of all the steps set out above, it would not have been obvious to any swap claimant that a transaction specific SAFE approval was required.  The fact is that the transaction specific SAFE approval was only raised for the first time by the Liquidation Committee in its preliminary rejection letters in October 1999.  The Liquidation Committee did not state, and it is indeed difficult to see, what further action could have been undertaken by the swap claimants before entering into the transactions with GITIC.

EFFECT OF THE REJECTION

If the swap claimants do not accept the formal rejections by the Liquidation Committee, they are required to submit their objections to the Collegiate Bench of First Economic Tribunal, Guangdong Provincial High Court for an official verdict.  If the High Court were to rule in favour of the Liquidation Committee, under Section 75 of "Supreme Court’s interpretations to the PRC State Enterprise Insolvency Law (Trial)", such ruling would not be the subject of any appeal to a higher court and the claimant would only be entitled to request review by the High Court once. 

Although the position taken by the Liquidation Committee is not law and does not have any binding legal effect, it does cast a doubt on the validity and enforceability of all existing derivative transactions between foreign counterparties on one hand and PRC banks and non-bank financial institutions on the other.  

In the event that a transaction specific SAFE approval is required, many existing derivative transactions between foreign counterparties and PRC institutions would be invalid and unenforceable.  This result has far-reaching implications:  PRC institutions that hold appropriate licenses and have entered into derivative transactions solely for legitimate purposes, as well as foreign counterparties, may find that they are (and have for the life of the transaction been) subject to risks which they thought had been properly hedged.  PRC institutions will also have made material misrepresentations to foreign counterparties which may cause PRC institutions to be in default of the relevant agreements governing the derivative transactions, which default may also trigger a cross-default of a variety of other agreements including bonds, loans and other financial arrangements having potential liquidity and market implications.  

Although various enquiries have to-date been made with the People's Bank of China and SAFE on the requirement of transaction specific approval under the 1995 Notice and the procedure (if any) for such approval, responses are far from definitive.  For example, it has been raised whether a retroactive approval could be granted in relation to existing transactions (just in case a transaction specific approval turns out to be necessary) although we are not aware of any such retroactive approval having been given.  In relation to new derivative transactions to be entered into with PRC banks and financial institutions, prudent foreign counterparties have also raised the requirement of transaction specific approval from SAFE and it is not clear whether or not SAFE has given any transaction specific approval to-date.  In any event, even if SAFE installs an approval procedure, the requirement for a transaction specific approval may prove to be commercially unattractive and may hamper the development of derivative business in the PRC.
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Various uncertainties have also surfaced in relation to the application of the 1995 Notice as a result of the position taken by the Liquidation Committee.  For example, it has been questioned whether the 1995 Notice would also apply to overseas branches of PRC financial institutions outside the PRC.  The scope of the derivative products covered by the 1995 Notice has also been queried:  does the 1995 Notice apply to over-the-counter financial derivatives transactions only or does it also apply to repurchase transactions or transactions involving derivative securities or primary market instruments (such as credit linked notes)?  A question also arises as to whether a lack of transaction specific SAFE approval affect the "capacity" of the PRC institution to enter into derivative transactions resulting in the transaction being void (irrespective of the application of Article 58 of the "General Principles of Civil Law").
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If you require further information on any of the matters raised in this Bulletin, please call Chin-Chong Liew or Emily Yu in our Hong Kong office or Bill Tong in our Beijing office or your usual contact at Allen & Overy.

ALLEN & OVERY			ALLEN & OVERY
9th Floor				Unit 518, Tower 2		
Three Exchange Square			Bright China Chang An Building
Central					7 Jianguomennei Dajie
Hong Kong				Dongcheng District
					Beijing 100005

Tel:	+852 2974 7000			Tel:	+86 10 6510 2368
Fax:	+852 2974 6999			Fax:	+86 10 6510 2378

www.allenovery.com	
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