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Introduction

China’s National People’s Congress (NPC) passed on 20 March 2007 the historic Property Law, the country’s first comprehensive law on ownership and use of different types of property rights. In particular, Part Four of the Property Law adopts a number of modern secured financing law principles regarding movable property as collateral. This is a significant departure from the existing antiquated and restrictive secured financing legal framework that was established under the 1995 Security Law (Security Law) and the 2000 Supreme People’s Court’s (SPC) Judicial Interpretation of the Security Law. 

Much of the progress came as a result of extensive collateral law reform efforts spearheaded by China’s central bank, the People’s Bank of China (PBOC), with technical assistance from the World Bank, to improve access to credit by the country’s small and medium enterprises - hereinafter referred to as the ‘WB-PBOC Project’.
 Under prior laws, the requirements for taking security interests in movable assets were so stringent and restrictive that business assets such as equipment, inventory and receivables had virtually no value as collateral. This chapter overviews secured financing law and practice in China including the process of reform, and analyzes the impact of the newly adopted Property Law.

China’s secured financing system: The need for reform
In most developed economies ‘movable assets’ play a major role in securing financing for businesses. This is particularly important for small and medium size enterprises (SMEs) that do not own significant real property but instead hold inventory and receivables as their primary assets. In the United States, for example, 70 per cent of small business financing is secured solely by movable property.
 

Such a high level of movable collateral financing is made possible by a legal infrastructure designed to facilitate rather than regulate secured financing. Some critics may argue that this infrastructure did not help the US and other advanced western economies more generally with regard to avoiding the GFC of 2009. Notwithstanding the GFC backdrop, however, several counter-arguments must be considered. First, modern secured transactions laws give contracting parties maximum flexibility to structure their commercial transactions. The range of movable collateral is broad. Movable property of any kind, tangible or intangible, presently-owned or future-acquired, can be used as collateral. A borrower may also continue to use the collateral during the course of a loan. This so-called ‘non-possessory’ secured financing allows the debtor to retain possession and control of the collateral after the loan is made so that it can be used to generate revenue and service the debt. With such flexibility, a manufacturer may pledge its equipment and/or products as collateral while retaining use of the equipment and selling its products to buyers. A car dealer may use its inventory, including cars it already owns and those that it plans to acquire in the future, as collateral while continuing to sell cars in the normal course of business. A service provider or supplier of goods may borrow against its income stream generated by payments due from its customers (receivables), regardless of whether the receivables have already been earned but not yet paid, or will be earned in the future. 

Second, modern movable secured financing laws recognize that in an efficient market secured lending should be low cost and low risk. Otherwise lenders would not be willing to lend against movable collateral. As a result, the law makes sure that it is easy to create a security interest by contract, requiring minimum formalities. No registration is required for the security interest to become valid and enforceable, nor is the secured transaction subject to review by government officials. Registration of minimum identifying information at a centralized electronic registry serves to disclose the existence of the security interest to third parties and to assure its priority status against the claims of other creditors. When a debtor defaults, a secured creditor is given the option, either contractually or by law, to enforce its rights by taking possession and selling the collateral without needing to obtain a court order. 

Secured financing in China tells a different story. Movable assets offer little value as security. The WB-PBOC Project (2007: 195-6) found that only 4 per cent of commercial loans are secured solely by movable assets. This is the direct result of a secured financing legal system which gives the government very extensive control over what can be used as collateral and how secured transactions can be conducted. The problem is particularly acute in the area of non-possessory secured financing where the law is so restrictive and the requirements so cumbersome that the secured financing arrangement can generate little benefit for a lender. Under Article 34 of the Security Law, a non-possessory security interest may only be created in two types of movable assets: equipment and motor vehicles. A pool of fluctuating assets such as inventory or receivables cannot be used as collateral because under the Security Law, the types, amount, nature and location of such assets must be specifically described at the time of contract,
 i.e. they must be fixed at the time of the contract. The result is: ‘16 trillion RMB in dead capital - assets owned by private firms, SMEs and farmers that cannot be used to generate loans to fund business investment and growth’.
  

To the extent movable assets are used as collateral, the government’s heavy-hand makes the process of creating, registering and enforcing the security interest unduly cumbersome, expensive and often uncertain. Under the Security Law, a security interest must be registered with a government-run registry to become valid and enforceable. However, because there is no centralized registry in China for all types of movable collateral, a lender must navigate through a registration system comprised of more than a dozen individual registries differentiated by the types of movable assets and the status of the debtor. Indeed, there are three general registries operated by the Administration of Industry and Commerce, which registers charges over movable assets of enterprises; the Public Security Bureau which registers charges over motor vehicles; and Public Notary Offices which register security interests in non-enterprise assets (as well as any other types of charges where there is no other place to register). In addition, a number of specialized registries handle charges over specific types of assets, for example, farm tractors by the Agricultural Management Bureau and standing timber by the Bureau of Forestry. As a result, multiple registrations are required when more than one type of asset is involved. It is thus not uncommon for a foreign lender taking security over all of an enterprise borrower’s assets to spend more than a year registering its interests with the appropriate registries.

The ‘discretion’ of registry officials

Registration is itself subject to ‘intensive scrutiny’ by registry officials. Lenders are required to submit excessive amounts of documentation, including loan and security agreements, all of which must be examined by registry officials to determine the legality of the transaction. Registry officials also determine whether the secured loan amount exceeds the value of the collateral, regardless of whether lenders are satisfied with their own valuation.
 

Valuations by registry-appointed appraisers are routinely required and their fees are borne by lenders. In some locales, when the collateral consists of multiple assets, the registries even require separate contract documentation and appraisal for each asset component. Some lenders reported that registration-related costs could run as high as one-third of the loan amount. The process also gives registry officials wide discretion in accepting or rejecting registration applications. In the city of Shanghai, the local Administration for Industry and Commerce in charge of registering mortgages for movable property of enterprises accepts an average of only 1,000 registrations a year. The number is even lower in many other major cities.
 In the US and Canada, because registration does not create substantive property rights, a security interest filing requires only minimum information sufficient for third parties to identify the existence of the security interest. This allows for instant electronic registration which does not involve registry officials reviewing the underlying transaction. Such electronic filings often take a few minutes to complete and cost less than US$20.

Chinese courts also play a central role in the enforcement of security interests. Upon default, unless the debtor is willing to cooperate, the secured creditor must seek a judgment and an execution order from the court in order to take possession of the collateral. The seizure and sale of the collateral must also be carried out by court officials. Approximately 75 per cent of enforcement actions take more than a year, some even longer.
 Since movable assets depreciate much faster than real property, the value of the movable collateral is likely to be greatly reduced during the long enforcement process. The prolonged enforcement also gives debtors the opportunity to hide or fraudulently transfer collateral. When asked about how much a lender can recover from equipment collateral, one Chinese banker curtly replied: ‘scrap metal’. This reflects the reality of actual practice with costs to a secured creditor not limited to low recovery rates. Court fees, execution fees, taxes, appraisals and judicial auctions can consume more than 20 per cent of the outstanding claims.
 As a result, many Chinese banks do not pursue default cases and simply write them off as bad debt. In comparison, this research found that enforcement time in developed economies can take as little as seven days and cost less than 1 per cent of the secured debt.

It is clear that the secured financing system in China is not working well. It is inefficient, potentially open to corrupt practices by some officials, and there are clear arguments for the legal and institutional infrastructure to be changed to allow inventory and receivables to help generate financing for business growth. This would enable secured transactions to be undertaken with flexibility, transparency and efficiency. In order for changes to take place, however, a number of obstacles have to be overcome. The question remains whether a demonstrated need of the market is sufficient to generate a political mandate for further reform and whether such a mandate can be a driving force in shaping a commercial law promoting secured lending in China.

The reform process
Although key decision-making within the Chinese government is often a collective matter, the success of a legal reform of this magnitude often hinges on whether the ‘right’ individuals can be convinced of the need for change. The presence of an interested government agency spearheading reform efforts and willing to use its political capital to lobby for reform appears to be critical.  In the case of secured financing law reform, the central bank’s focus on the financing woes of SMEs has led to its recognition that reforming the country’s movable secured financing legal system will not only improve access to credit for SMEs, but it will also likely improve the profitability of domestic Chinese banks. 

PBOC research has found widespread financing difficulties among SMEs, which account for 80 per cent of all enterprises in China.
 Unlike SOEs which can rely on state-subsidized credit and large private companies with proven creditworthiness, SMEs have little access to bank loans. One of the biggest hurdles for SME financing is the requirement to provide real property as security.
 Under China’s land system, only use rights of state-owned urban land and buildings can be taken as collateral. Rural land use rights cannot be mortgaged.
 Because 90 per cent of China’s SMEs are rural township and village enterprises,
 most SMEs have little to offer in terms of real property collateral. Even when factory buildings have value, lenders are unwilling to accept buildings on rural land because they are not transferable (see Richard Hu in Chapter 10 for more detailed discussion of this issue). Meanwhile, inventory and receivables, which account for approximately 50 per cent of SME assets in China,
 cannot be used as security due to restrictions under the Security Law. The PBOC concluded that reform of the secured financing system, particularly allowing greater use of movable collateral such as inventory and receivables, would be critical for improving SME access to bank loans.

Feedback from Chinese banks is equally compelling. The WB-PBOC Project for instance found that 98 per cent of the banks supported reforming the system.
 Many Chinese banks, especially those in the more developed coastal regions, are already pushing the limits of the law in their lending practices. Some of these banks’ best customers have been able to borrow against their future income streams generated from highway toll collection, cable TV services, real-estate management contracts and so on. However, Chinese bankers understand their risks. One of the bankers interviewed in the research put it this way: ‘These deals are done by “gentlemen’s handshakes”… The banks have no legal protection if something goes wrong’ (ibid). 

Moreover, the scope of such lending is still limited. For example, in receivables financing, transactions typically involve the bank purchasing a single receivable due from a single customer. The transaction generally requires a three-party agreement under which the customer consents to the sale of the receivable. Such arrangement is necessary because lenders in China are required by law to notify the customer of the sale.
 In most advanced economies, bulk receivables financing can be secured against both earned and future receivables - due from a large number of known and unknown customers (e.g. mobile phone accounts). Such financing can easily be executed because lenders are not required to notify the customers.

Backed by these studies and reports, the PBOC has been active in sharing its findings with other key government departments as well as the NPC, the national legislative body currently in the process of formulating the secured transactions section under the draft Property Law. A series of high-level seminars on secured financing law reform has provided a platform for government officials, lawmakers, bankers, judges, lawyers and academics to discuss and debate the merits of reform and to compare the existing system against international best practice benchmarks. In collaboration with the World Bank, the PBOC also developed detailed recommendations for reforming the legal system, including adopting principles of modern secured financing law in the draft Property Law. This effort to expand the scope of permissible movable collateral will improve both the movable security registry and the enforcement systems necessary to make secured transactions cost effective. In fact, a version of the Property Law released in July 2009 by the NPC drafting committee expanded the scope of permissible collateral to include presently-owned and future-acquired inventory. However, broader and more systematic changes are needed in order to remove the major legal and institutional obstacles to secured transactions in China. A reform mandate from the top leadership must also coincide with a more progressive mindset amongst those charged with implementing change.

Instituting changes: The role of the market 
In designing a legal structure for secured transactions in China, participants in the reform process must decide whether to adopt the market-oriented approach which forms the basis of modern secured transactions systems. Inherent in that approach is the belief that the market, i.e. contracting parties, are capable of assessing and managing their own business risks and that the role of the law is to set parameters within which secured transactions can be structured to the benefit of parties based on their particular needs. Adopting such an approach would be a significant departure from the control-oriented framework of China’s Security Law. It would require a re-evaluation of the relationship between government regulation and market activities and a deeper understanding of both the theory and practical effects of legal rules on financing transactions. Based on discussions with people involved in the legislative process, including many legal scholars who wield much influence as government advisors, resistance to adopting a market-oriented model is still quite strong, underscoring the challenges ahead. 

First, the idea of allowing parties to control how secured transactions are structured and conducted troubles many people often citing ‘transaction safety’ as a chief concern. Transaction safety is in fact code for a desire for the law (and government officials implementing the law) to retain responsibility for ensuring that commercial transactions are safe, fair and legal to all parties concerned. There is fear that if parties are allowed to create a security interest without going through the government-mandated registration and review process, banks could face excessive risk exposure. Nowadays they will also recite the GFC as further evidence supporting their ‘caution’. This is coupled with the fear that by empowering creditors (and disempowering courts with respect to control over the enforcement of security interests in commercial loan default cases), powerful lenders would have an unfair advantage over smaller, less powerful borrowers. The legitimacy of such fears is not debated here. Rather, it should be noted that protecting the interests of third parties is (and ought to be) part and parcel of any market-based secured transactions legal system. Although such protection has been successfully undertaken in other countries without many of the feared problems, internal critics remain unconvinced that such a market-driven model could (or should) be adopted by China. 

Another source of concern is fraud. In today’s China, fraud of all sorts is extremely common and often goes unpunished despite the numerous government rules specifically promulgated against fraud. Many fear that expanding the scope of permissible collateral to include inventory and receivables would invite fraud because lenders might be incapable of determining the value of fluctuating and intangible assets and of monitoring the collateral after a loan is made. Arguments have also been made that simplifying the registration process as well as making it inexpensive and accessible to the public would open the door to even more fraud. Indeed, the following question is commonly asked: ‘What would stop anyone from registering a fictitious security interest against someone they do not like?’ Still others blame China’s bad credit culture and entertain the notion that Chinese debtors would be more likely to cheat. It has even been argued by some legal scholars that the modern secured transactions enforcement mechanism would not work in China because it simply would not be compatible with ‘socialism with Chinese characteristics’. 

Interestingly, the same fears are not shared by bankers and other market participants - particularly younger, mid-level bank representatives and officials from government agencies - who have shown a remarkable openness towards a legal system that gives more freedom to parties. Nor do they think that either banks or commercial borrowers in China lack the business acumen to protect their interests in a secured loan transaction. These differing reactions on the part of scholars and others may stem from lack of practical experience with and knowledge of how secured transactions are conducted as well as the economics behind these transactions. In one instance in the research, after learning how foreign lenders use contract mechanisms to monitor the collateral and the debtor’s financial health, a law professor declared: ‘That’s exactly how Western lenders practiced hegemony on the poor Latin borrowers!’ A banker, however, showed us his loan and security agreement which contained the standard warranty and covenant provisions commonly seen in transactions in developed financial markets.

Chinese bankers will need not only the protection of contract mechanisms, but a law which allows parties to define a breach of a covenant or warranty as an event of default so that a secured creditor can take action against the collateral at the first sign of trouble, thereby reducing the risk of loss. Under the Security Law, a secured creditor can only sue a defaulting debtor in court for damage, a position no better than that of an unsecured creditor. Such disparities in the practical implications of the law, however, are often lost on lawmakers.  Commercial lawmaking has a strong paternalistic bias due to the fundamental mistrust of the risk management capabilities of transacting parties. It is therefore not uncommon to encounter well-intentioned but ill-suited legislative provisions with potentially disastrous effects on secured financing transactions.

Another persistent view is that China, as a civil law country, should look to civil law jurisdictions for reform inspiration and must not deviate from certain civil law principles already in place under the Security Law. Germany is often cited as a possible model, including the use of title retention for non-possessory secured financing. However, such discussions tend to focus on the mechanics of certain legal concepts, rather than the history and context under which the German system evolved, its progress vis-à-vis other countries and the implications of importing specific elements of the German experience into the Chinese system.

In many countries, development of modern secured transactions laws has often resulted in a blurred distinction between civil law and common law. Changes to the law are driven by the practical need of improving access to credit not by legal traditions. 50 years ago, the United States abandoned many traditional legal concepts inherited from English common law and developed a codified commercial law system (Article 9 of the Uniform Commercial Code) which makes it possible for secured transactions to be conducted with maximum flexibility and efficiency. The detailed and comprehensive legislation was intentionally designed to reduce both potential litigation and judicial interpretation. Such an approach has been followed in other common law jurisdictions such as Canada and New Zealand. In recent years, many Central and Eastern European countries with long civil law traditions also have embraced key principles of the Uniform Commercial Code in their effort to develop modern secured financing systems. Although the German Civil Code still does not recognize non-possessory security interests, German courts have liberally interpreted the statute to allow secured transactions to be structured by way of title retention, achieving the same effect of non-possessory security interests by transferring ownership of the collateral to the creditor. The downside of such judge-made law is that Germany does not have a publicity system for security interests.

To an extent, China’s Security Law has progressed beyond traditional civil law limitations. The Security Law already recognizes non-possessory security interest in equipment and motor vehicles and provides for publicity of the security interest through registration. At the same time, however, the negative impact of traditional civil law principles is evident. For example, the Security Law relies on the principle of numerous clausus in defining the scope of permissible collateral, setting forth a narrow list of assets which may be used as security. Only assets specifically permitted by law may be used as collateral, thus prohibiting security interests in any other form of movable property. Similarly, the requirement to specifically describe the collateral in the contract prevents the use of future-acquired property as security. In reforming the laws, Chinese lawmakers must weigh the pragmatic needs of China’s modernizing economy against the constraints of these traditional legal principles. To this end, a better understanding by lawmakers of what motivates commercial transactions is essential. This includes knowledge of how market participants assess risks and analyze the benefits of individual transactions. Furthermore, input from those whose business is directly affected by the law would be a valuable, perhaps crucial step in the reform process.

Key security interest issues under the new Property Law

Some of the broad analysis of China’s Property Law is located in Hu’s chapter ten. With respect to secured transactions, however, overall the Property Law has made great strides in improving China’s laws and opened the door for the development of modern inventory and receivables financing in China. But the Property Law has not eliminated confusion or else remains purposefully vague in a number of critical areas, notably rules regarding receivables financing, registration, priority and enforcement. 

Some of the key improvements adopted by the Property Law are: (1) expanding the scope of movable collateral by allowing present and future-acquired equipment and inventory, as well as receivables to be pledged as collateral; (2) simplifying formalities required for creating security interests in tangible movable assets such as equipment and inventory; (3) giving lenders more control over default by allowing events of default to be defined by contract; and (4) granting authority to the PBOC to establish a receivables registry, thereby offering the opportunity to create a prototype of the first modern electronic movable security registry in China. 
The creation of security interests: formalities and priority rules
The Property Law simplifies the formalities required for the creation of security interests and allows more freedom of contract. Specifically, under Articles 188 and 189, pledges of tangible movable assets such as equipment, inventory and motor vehicles can be created by agreement without registration. Under prior law, such interests must be registered to be enforceable. However, the relaxed rules do not apply to pledges of rights to intangible assets, which still must be registered to become effective. 

As discussed earlier, although Article 185 of the Property Law continues to prescribe the content of the security agreement, the requirement no longer appears to be mandatory. This leaves room for future registry rules to allow general description in financings involving inventory and receivables. Also, there are fewer restrictions on who can grant a security interest in movables. Article 181 allows ‘enterprises, individual entrepreneurs or persons engaged in agricultural production and operations’ to grant mortgages over inventory and equipment, essentially making secured financing available to all types of businesses in China. Unlike prior law under which an event of default was defined by statute, parties are now allowed to define by agreement what constitutes default (Articles 170, 181, 190).
Many priority rules remain ambiguous under the Property Law which addresses only a few of the important priority issues, for instance:

Holder of security interests in tangible movable assets: The law makes it clear that priority among holders of competing security interests in the same collateral is determined by the order of registration (Article 190). However, it does not provide any priority rules for registered pledges of rights. 

Future-acquired collateral and future advances:  The ‘first to register wins’ rule appears to apply to determination of the order of priority relating to future acquired tangible collateral (Article 181) and future advances of specified amounts (Article 203). 

Buyers of collateral: The interest of buyers of collateral is addressed in Article 189 and Article 191 of the Property Law. These provisions recognize for the first time the necessity of a special priority rule which allows a buyer of encumbered inventory to take the collateral free of any prior security interest in modern inventory financing. However, Article 189 is poorly drafted and does not limit buyers to those who purchase goods sold in a seller’s ordinary course of business. As a result, this priority rule may benefit certain buyers of collateral to the detriment of the secured creditor. For example, a buyer of bulk inventory from a retailer would take goods free of a prior security interest granted with the expectation that the retailer/debtor sells only to consumers. 

Another concern is the Property Law’s lack of the proceeds rule which allows a security interest in the collateral to automatically extend to the proceeds of the collateral. The proceeds rule is essential for protecting a secured creditor’s rights when the inventory collateral is sold to buyers in the ‘ordinary course of business’ free of the security interest. Under the current structure, a ‘secured creditor’ holding inventory collateral must take separate measures to create and perfect its security interest in the proceeds (such as receivables and cash). 
Legal practitioners in particular may wish to note that the Property Law does not provide a purchase money security interest priority rule in favour of lenders who provide credit for the purchase of goods such as equipment, inventory, livestock and consumer goods. Priority rules, or lack thereof, dealing with third party non-consensual claims are thus equally worrisome, as follows: 
Super priority of statutory liens: Article 230 of the Property Law expands the Security Law definition of statutory liens to benefit any creditor who has possession of the collateral by lawful means. Under the Security Law, only those who obtain possession pursuant to three specific types of contracts (shipping, processing and storage) may hold a statutory lien over the collateral if the debtor fails to make payments to such parties. Article 239 further provides that such liens have priority over prior registered mortgages or prior perfected possessory pledges. The negative impact of these rules on security interests can be enormous: Any creditor, whether it is customs, tax authority, judgment creditor or anyone else authorized to seize the collateral by legal means, regardless of when the claim arises, would have a super priority over secured creditors.

No priority rules regarding government liens: The Property Law fails to provide clear priority rules to resolve the existing confusion over the priority of tax liens, customs liens and judgment liens. Over the years, different and often inconsistent priority rules have been put forth by various Chinese laws (including the tax law) and legal interpretations. These have resulted in numerous priority disputes between lien holders such as the tax authority, the customs and the judgment creditors, and secured creditors. The Property Law missed an opportunity to consolidate these rules and provide a single set of comprehensive and clear priority rules to resolve such disputes.

No publicity mechanism for non-consensual liens: The Property Law also fails to provide for registration or other publication mechanisms for determining priority among registered security interests and competing third parties claims held by customs, tax authority and judgment creditors. 

Registration and enforcement of security interests

Registration
Overall, China’s highly fragmented movable collateral registry system remains substantially unchanged under the Property Law. The new law fails to consolidate more than 15 movable collateral registries into a single nationwide system and adds a new receivables collateral registry. Nor does it provide legal guidelines on registry rules and operations. The divergent registry rules and practice will inevitably lead to confusion and inefficiency both for registration and determination of priority, as already demonstrated by existing registry practice.

One bright spot in registry reform is the establishment by the PBOC of a nationwide online registry for pledges of receivables (the Receivables Registry) pursuant to Article 228 of the Property Law.
 The Receivables Registry has been in operation since October 2007 and is modelled after the modern registration systems in the US and Canada. The system touts itself as a notice registration system which requires submitting only key information to identify the borrower, the lender and the collateral. The registry does not require submission of transaction documents or any specific description of the collateral. Nor do registry officials engage in substantive review of any registration documents. Registration information is open to search by the public online. In addition to registering pledges of receivables, the system also allows registration of sales of receivables and since July 2009, financial leases. As of March 2009, the total registered debt secured by receivables reached RMB3.5 trillion (approximately US$500 billion).

The Receivables Registry, with its many features of a modern movable collateral registry, can be a useful model for reforming the existing movable collateral registry system. However, because the Property Law offers little guidance on the fundamental legal principles governing registration of receivables, the Receivables Registry must operate in a legal vacuum. Key issues include:

Effect of registration: A registration of a pledge of receivables under the Property Law has limited legal effects: (1) registration is required for the validity of the pledge and (2) a registered pledge has priority over an unregistered interest. However, the Property Law does not provide the basic ‘first to register wins’ rule to uphold transparency and predictability among competing registered pledges. Nor does the law resolve potential priority conflicts between pledges and sale of receivables. Currently, sale of receivables (factoring) is governed by Article 80 of the PRC Contract Law, which relies on notification to the obligor of the receivables to address priority conflict among competing claims. If a receivable is sold and then pledged, there is no publicity mechanism or priority rules to resolve any priority conflicts. The Receivables Registry attempts to address this issue by adopting the North American model which requires sale of receivables to be registered in the collateral registry. However, without a clear priority rule reconciling the different laws and requiring registration of the sale of receivables for priority purposes, registration of sale of receivables offered by the Receivables Registry simply has no legal effect.  

Effect of the Security Law requirements: Another area of legal uncertainty is whether certain provisions under the Security Law will continue to apply to movable registry practice. This is because the Property Law does not replace provisions of the Security Law which are not in conflict with its provisions (Article 178). One such provision is Article 44 of the Security Law, which requires that registration documents must include transaction documents for review by registry officials. Since the Property Law remains silent on the registration process, Article 44 of the Security Law may continue to apply. Existing registry practice in China indicates that this requirement has been a major hurdle for adopting the modern secured financing principle of non-substantive review by the registry. 

To address such concerns, the PBOC issued the ‘Rules Regarding Registration of Pledges of Receivables’ in October 2007 which endorses many of the practices of the Receivables Registry outlined above. It is widely viewed that such regulatory measures are insufficient to clarify the many legal uncertainties under the Property Law. Ultimately, issues regarding scope, registration and priority as well as enforcement of security interests in both tangible and intangible movable property, such as inventory and receivables, will have to be clarified or resolved by the Supreme People’s Court of China through judicial interpretation. To date, the high court has not issued any interpretation of the secured transaction portion of the Property Law.  
Enforcement
The Property Law gives parties the freedom to define events of default by agreement (see Articles 170, 181 and 190), which is a major improvement over prior laws. However, the enforcement process remains court-oriented, while private enforcement is largely neither permitted nor feasible. The critical issue of how to improve the judicial enforcement process is left primarily for the judicial system to address.

A number of aspects of enforcement remain problematic. For instance no expedited summary proceeding is provided for judicial seizure and sale of movable collateral in judicial foreclosures. Currently, enforcement time (including time for obtaining a judgment on the merit and for executing the judgment) is between one and a half to two years. 

Further, there is a lack of any guidelines regarding enforcement of security interests in receivables, notably (1) whether notice to account debtor is required at the time of assignment (cf. Article 80 of China’s Contract Law which requires notification of transfer of debt obligations); (2) whether a secured creditor has the right to notify account debtor to pay directly to creditor; and (3) rules regarding rights and obligations of account debtor upon default (i.e. set-offs, modifications and so on).
Procedural safeguards are also lacking. These are needed to protect the interests of third parties when the debtor and the secured creditor agree to enforce the security interest outside the judicial process. Under modern secured transactions laws, such safeguards include requiring the secured creditor to send notice of sale of the collateral to interested third parties and notice of strict foreclosure to allow third parties to raise objections or organize themselves accordingly.

Conclusion
It cannot be overemphasized that despite progress made by the Property Law reforms, the development of a modern and efficient secured financing system in China requires further legal and institutional development. In particular this chapter has highlighted the areas of registration, priority rules and enforcement of security interests as being of critical importance. The research has shown that doubts clearly remain in positions of influence as to the extent a market-driven model should be further promulgated in China. This is essentially a political issue. Comprehensive legal guidelines and interpretations more in-tune with modern financing practices as well as proper implementation of the law will be, however, crucial to the successful reform of China’s secured financing system.
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