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1. Fund Investment Advisory Business Faces New Challenges 

Authors: Yin GE 丨 Ellen MAO 丨 Sherry SI 

Overview of fund investment advisory business 

Securities and fund investment advisory business is a basic capital markets intermediary service. 

Securities and fund investment advisory business currently comprises securities investment advisory 

business, fund investment advisory business, and securities research report issuing business.  Fund 

investment advisory business refers to services where (a) clients entrust an advisor to provide them with 

investment advice as agreed in the contracts regarding mutual funds and other investment products 

recognized by the China Securities Regulatory Commission (“CSRC”), and (b) an advisor assists clients 

to make investment decisions or makes transactions on behalf of clients.  Fund investment advisory 

business may be divided into non-discretionary fund investment advisory business and discretionary fund 

investment advisory business, based on the relevant scopes of authority granted by clients to the advisor.  

Non-discretionary fund investment advisory business refers to where clients entrust an advisor to provide 

advice on mutual fund portfolio strategies without making any investment decisions on their behalf.  

Discretionary fund investment advisory business refers to where an advisor agrees with clients to make 

decisions on their behalf for specific mutual fund investment types, quantities, and trading opportunities 

according to portfolio strategies, and to process transaction requests such as subscription, redemption, 

and conversion of funds.  The relevant laws and regulations on fund investment advisory business include 

the Notice on Facilitating the Trial Running of Mutual Fund Investment Advisory Business (《关于做好公

开募集证券投资基金投资顾问业务试点工作的通知》), the Measures for the Administration of Securities 

and Fund Investment Advisory Business (Draft for Comments) (《证券基金投资咨询业务管理办法(征求意

见稿)》), the Guidelines on the Content and Format of the Mutual Fund Investment Advisory Service 

Agreement (Draft for Comments) (《公开募集证券投资基金投资顾问服务协议内容与格式指引(征求意见

稿)》), the Guidelines on the Content and Format of Risk Disclosure Statement for Mutual Fund Investment 

Advisory Business (Draft for Comments) (《公开募集证券投资基金投资顾问服务风险揭示书内容与格式指

引(征求意见稿)》), and the Guidelines on Display of the Performance and Clients’ Assets of Mutual Fund 

Investment Advisory Business (Draft for Comments) (《公开募集证券投资基金投资顾问服务业绩及客户资

产展示指引(征求意见稿)》) (hereinafter collectively referred to as the “Fund Investment Advisory 

Regulations”).  It is foreseeable that the supervisions on fund investment advisory institutions will strictly 

follow the relevant regulatory rules of fund management companies and the compliance management, 

internal control and risk management of fund investment advisory institutions will face higher standards in 

the future.  More explicit regulations and requirements will be applied to the business definitions, service 

models, liabilities, prohibited actions, information disclosure, risk disclosure, promotion etc. of fund 

investment advisory services.  As of December 31, 2021, 58 institutions have obtained the fund 

investment advisory qualifications, among whom 22 are fund management companies, 29 are securities 

companies, 3 are fund distribution institutions, and 4 are other financial institutions1. 

 
1. Sources: http://www.csisc.cn/zbscbzw/jjtzgw/202109/f1e411bef5f64a0595ed9aa09a4f030f.shtml. 

http://www.csisc.cn/zbscbzw/jjtzgw/202109/f1e411bef5f64a0595ed9aa09a4f030f.shtm
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The core elements of the fund investment advisory business include products, strategies, investment 

advice and clients.  From global perspective, fund investment advisory business includes four different 

forms: “intelligent investment advisory”, “intelligent + artificial investment advisory”, “investment advisory” 

and “financial management”.  Under the current regulatory framework, there is no need for a service 

provider to file or register with CSRC if the fund investment advisory service is ancillary to its fund 

distribution service, and no separate contract is signed and no separate service fee is charged for the 

ancillary service.  However, the basic legal relationships for fund distribution business shall be followed 

within the current regulatory framework and distributors are prohibited from engaging in any discretionary 

fund investment advisory service. 

This article mainly analyzes key compliance issues and industry concerns in course of the fund investment 

advisory business under the Fund Investment Advisory Regulations, including internal decision-making 

and process control for fund investment advisory strategies, additional requirements for discretionary fund 

investment advisory services, management of investor suitability and promotion activities, management of 

conflicts of interest and establishment of effective segregation mechanism, and declaration and information 

disclosure, etc. for your reference. 

Key aspects of compliance and internal control for fund investment advisory business 

I Internal decision making and process control of fund investment advisory business  

Item Internal control requirements 

Process of 

adding and 

removing funds 

from the product 

pool 

◼ Implement standardized and efficient due diligence on fund products, prepare assessment 

reports, and establish an alternative pool for fund products. 

◼ Specify the procedure of adding and removing fund products into the alternative pool which shall 

be subject to the decision of the investment decision-making committee. 

Implementation 

of fund 

investment 

portfolio 

strategies 

◼ Determine the specific fund product types and quantities in accordance with the unified fund 

portfolio strategy and within the strict authorization. 

◼ Determine the available product scope for each type of fund product per risk characteristic of the 

fund portfolio strategy, the available product scope shall not simply be the same as product pool 

with all fund products. 

◼ Generate and adjust the fund portfolio in a centralized and unified manner.  The adjustment shall 

be made according to specific procedures. 

◼ Reasonably assess and accurately define the risk characteristics of the fund portfolio strategy, 

and where laws and regulations have special provisions on the scope of qualified investors for 

specific fund types, the risk characteristics of the fund portfolio strategy shall not be lower than the 

corresponding provisions. 

◼ Prepare a unified fund portfolio strategy prospectus, which specifies the structure of each fund 

portfolio strategy, the assessment of alternative fund products, risk characteristics and the scope 

of qualified investors. 

◼ Where a third-party fund investment advisor is entrusted to provide fund portfolio strategy advice, 

due diligence and other management policies shall be established and effectively implemented 

◼ Track the implementation of the fund portfolio strategy, regularly check the matching degree 

between the fund portfolio strategy and the client’s risk tolerance, and monitor the matching 

degree between the risk-return characteristics and the investment objectives of the fund portfolio 

strategy. 
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Item Internal control requirements 

Transaction 

management  

◼ Clarify the operational process, division of team and authority, and the personnel who execute the 

investment instructions shall be effectively segregated from those who manage the specific 

product type and quantity of the fund portfolio strategy. 

◼ Establish transaction monitoring and recording policies. 

Investment 

diversification 

◼ The aggregate shares of a single fund held by all clients under a single fund portfolio strategy shall 

not exceed 20% of total shares of the fund, and the aggregate shares of an index fund shall not 

exceed 30% of total shares of the fund. 

◼ Do not recommend to clients’ funds with complex structures, including the exchange-traded 

shares of structured funds or other funds specified by authorities. 

◼ Formulate special risk management policies along with certain risk disclosure when advising 

clients to invest into close-ended funds, regular open-ended funds, and other funds with restricted 

liquidation. 

◼ Obtain prior consent from non-professional clients when recommending funds with restricted 

liquidation, and the investment period of such funds shall not conflict with the targeted investment 

period of clients. 

◼ Where the aforesaid requirements are passively breached due to market and fund scale 

fluctuations, adjustments shall be made within 3 months. 

II Additional requirements for discretionary investment advisory business 

Item Internal control requirements 

Application of 

the authorized 

account 

◼ Agree with clients that fund trading accounts opened by clients are authorized accounts for fund 

investment advisory business, through which the advisor makes investment decisions on behalf 

of clients regarding specific fund type, quantities and timing of trading, and enters transactions on 

behalf of clients, such as subscription, redemption and fund conversion, and fund investment 

advisory fee may be charged from the authorized account of clients as agreed. 

Provisions of 

fund investment 

portfolio 

strategies 

◼ Specify details of the fund portfolio strategy (including but not limited to investment objectives, 

investment scope, investment strategy, and risk-return characteristics, etc.). 

Risk control 

measures 

◼ Specify the terms of investment restrictions and risk control measures.  For example, the market 

value of a single fund (excluding money market funds and index funds) held by a single client shall 

not be higher than 20% of the net asset value of the client’s authorized account, and adjustments 

shall be made within 3 months where the aforesaid requirements are passively violated due to 

market and fund scale fluctuations if no exemptions are applicable. 

◼ When providing non-discretionary fund investment advisory service with the function of simplified 

confirmation of investment decision-making, the fund portfolio strategy provisions and risk control 

measures for discretionary fund investment advisory business shall apply accordingly. 

Information 

disclosure 

requirements 

◼ Account earnings, positions, transaction records, etc. shall be disclosed according to the 

frequency, manner and scope agreed with clients, the net asset value of the account of the 

previous day shall be disclosed to clients on a daily basis, while account earnings, position details, 

transaction records, etc. shall be disclosed to clients at least once per quarter. 
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III Management of investor suitability and promotional activities 

Item Internal control requirements 

Suitability and 

AML 

management 

◼ Continuously assess clients’ investment needs such as risk identification capability, risk tolerance, 

investment objective and investment period. 

◼ Establish a regular review mechanism, re-assess the risk tolerance and investment demanding, 

and take corresponding measures in time in case of significant changes in the assessment results 

◼ If conducting fund investment advisory business through a fund distributor, establish mechanism 

of investor suitability management and data transmission related to anti-money laundering 

between both parties. 

Promotion 

requirements 

◼ Except for general business promotion requirements, no direct or indirect reference shall be made 

to simulated performance or profits generated for some individuals.  Where past performance is 

mentioned, it should be the overall performance of a specific fund investment portfolio strategy 

over a period of more than one year, and clients shall be specifically advised that the past 

performance shall not be deemed as a statement of its future performance and the profits 

generated for other clients do not constitute a guarantee for its performance. 

◼ Promotion shall be in line with the compliance system and evaluation indicators of fund investment 

advisory service performance and client asset display: 

(1) Fund investment advisory service performance display means the display of fund investment 

portfolio strategy performance indicators or fund investment advisory service evaluation indicators 

during the process of promoting the fund investment advisory service, or through the fund 

investment portfolio strategy details page etc. The fund investment portfolio strategy performance 

indicator shall indicate the range of returns of the fund investment portfolio strategy, the rate of 

returns since its establishment and the maximum decline. 

(2) When the fund investment portfolio strategy performance indicators are presented, the fund 

service evaluation indicators shall be presented at the same time and a survey shall be completed 

in advance of clients’ needs regarding fund investment advisory business; the fund investment 

portfolio strategy performance indicators shall be presented in comparison with the performance 

of the fund investment portfolio strategy’s benchmark for the same period, and the benchmark of 

the fund investment portfolio strategy performance indicators shall be reviewed and approved by 

the fund investment advisory business investment decision-making committee; when calculating 

the fund investment portfolio strategy performance indicators, the after-fee indicator shall be 

displayed to clients, or in the manner as agreed with clients. 

(3) The service performance display shall not (a) rank the fund investment portfolio strategy 

performance and its scale; (b) directly or indirectly refer to the simulated performance (except 

using probabilistic modeling tools); (c) display profits generated for some individuals; and (d) 

predict future performance.  The service performance display shall also indicate data sources 

and indicator calculation methods. 

(4) If the fund investment portfolio strategy follows the fund investment portfolio that has been publicly 

sold by the fund investment advisory institution before obtaining the fund investment advisory 

business license, it shall be established and operated after the approval by the investment 

decision-making committee of the fund investment advisory institution, and the initial date of the 

fund investment portfolio strategy performance shall not be earlier than the establishment date 

approved by the investment decision-making committee. 

(5) Client asset display means the disclosure of the net asset value and its gains or losses of the 

authorized account of clients.  The fund investment advisory institution shall agree with clients 

on the frequency, manner and scope of the display. 

(6) The fund investment advisory institution shall present the previous day’s net asset value and its 

gains or losses to clients on a daily basis, and disclose the compartment and its trading records, 

market value of assets, gains or losses, accumulated gains or losses, maximum losses, fund 

investment advisory service fees, fund transaction fees, etc. at least once per quarter. 
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Item Internal control requirements 

(7) The display of client assets shall indicate the source of the data and the index calculation method. 

◼ Trainings should be provided to personnel who are involved in business process such as 

promotion, client solicitation, and KYC. 

Personnel 

management 

◼ Relevant personnel engaging in the fund investment advisory business shall acquire the fund 

qualification, including personnel who engage in the fund investment advisory business promotion 

services, personnel who generate, provide, and execute fund investment portfolio strategies, and 

personnel who design, operate, and maintain algorithmic models related to investment advice. 

◼ Senior management personnel in charge of fund investment advisory business shall have at least 

three years of experience in the securities or fund industry or have at least five years of experience 

in other financial industries and have at least two years of management experience in the business 

they are responsible for. 

◼ Personnel who manage the specific product variety and quantity of the fund investment portfolio 

strategy shall have at least three years of experiences in securities investment, security research 

and analysis, mutual fund research, evaluation, or analysis, and have been engaged in the above 

works in the last one year and passed the relevant examination. 

◼ Having no fewer than ten people who have the business qualifications and having at least three 

years of relevant business experience for any institution newly engaging in fund investment 

advisory business. 

IV Management of conflicts of interest and establishment of effective segregation 

Issues Internal control requirements 

Avoidance of 

conflicts of 

interest 

◼ It is not allowed to compromise the objectivity of the investment advice for the benefit of the fund 

investment advisory institution itself, or for the affiliated parties, specific clients, and specific 

product issuers. 

◼ If a distributor charges client maintenance fee to the fund manager, the client maintenance fee 

shall be offset against the investment advisory service fee to avoid a conflict of interest. 

◼ Appraisal and incentives measures for the fund investment advisory personnel shall not be linked 

to fund sales fees or other arrangements that may present a conflict of interest.  Fund investment 

advisory service fees received in advance shall not be used for staff incentives before being 

recognized as investment advisory income. 

Management of 

affiliated 

transactions 

◼ Strengthen the management of affiliated transactions, accurately identify affiliates, and strictly 

implement the approval policy for affiliated transactions. 

◼ It is not allowed to provide clients with investment advisory service that may give rise to conflict 

of interests, and where clients are advised to invest in products managed by the fund investment 

advisory institution or the affiliated parties, the potential conflict of interests shall be fully disclosed 

to clients in advance and written consent shall be obtained.  There shall be sufficient evidence 

to prove that the relevant services are for the benefit of clients. 

Information 

segregation 

◼ The fund investment advisory business shall be effectively isolated from other businesses that 

have conflicts of interest and the inappropriate flow and use of sensitive information shall be 

managed. 

◼ Attention shall be given to the implementation of the key client information isolation between the 

fund investment advisory institution and its shareholders.  Policies relating to information transfer 

and information confidentiality shall be enforced. 
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V Declaration and information disclosure 

Issues Internal control requirements 

Statements of 

commitment 

◼ Declare that the investment advisory institution has filed with CSRC and has a trial qualification 

for engaging in fund investment advisory business. 

◼ Declare that the fund investment advisory business is different from the fund distribution business. 

In the course of providing fund investment advisory service, investment advisors may directly or 

indirectly obtain economic benefits. 

◼ Declare that the investment advisory company does not guarantee the investment gain or return 

of principal and disclose the relevant risks. 

Disclosure 

mechanism 

◼ Provide the “Risk Disclosure Letter” and the “Strategy Statement”.  The information disclosure 

mechanism shall include at least the following: 

(1) in the occurrence of a material event that may affect the rights and interests of clients, disclosures 

shall be made to clients within two days from the date of the occurrence of the material event in 

the method agreed in the service agreement. 

(2) disclose any potential conflicts of interest and inform clients in writing of any advice to invest in 

products managed by the institution itself or a related party in advance. 

(3) clients shall be promptly informed of any adjustment to the service rules. 

◼ Full disclosure of fee items, fee rates, and payment methods: the annualized fund investment 

advisory service fee shall not be higher than 5% of the net asset value of clients’ account, except 

where the fee is charged in the form of an annual fee or membership fee and does not exceed 

1,000 RMB per year. 

VI Other compliance and internal control requirements 

Issues Internal control requirements 

Compliance 

policies 

◼ Establish a compliance and risk control management system covering the fund investment 

advisory service model design, fund product research, fund portfolio strategy formulation, 

business promotion, investment and dealing, dynamic position adjustment, information 

disclosure, client service and technology platform etc. 

◼ Establish a sound mechanism for clients protection and resolving clients complaints. 

Internal control 

implementation 

◼ Information management and retention: trace data and information of each process shall be 

recorded and kept in written or in electronic files for a period of no less than five years from the 

date of termination of the service agreement.  For services provided to non-professional 

investors, clients shall be prompted to retain relevant information by means of audio recording, 

screen loading, etc. before the initial contact to provide the services.  Where fund investment 

advisory service is provided online, the institution shall provide clients with recording, saving, 

downloading and other trace-keeping functions. 

◼ Dynamically monitor abnormal trading activities of the client accounts, provide real-time alerts, 

and conduct quarterly assessment of the effectiveness of the compliance and risk control of fund 

investment advisory business, fund portfolio strategies and their implementations. 

◼ Regular regulatory reporting requirements on the fund investment advisory business: to submit 

monthly reports to CSRC bureau within seven business days from the end of each month; and to 

submit annual reports to CSRC and CSRC bureau within four months from the end of each fiscal 

year. 

◼ If the person in charge of the fund investment advisory business or the methods for fee collection 

changes, or there occurs major event such as complaint or litigation etc., it shall be reported to 

CSRC and local CSRC bureau within three business days; if a significant abnormality or an 

emergency occurs, an ad hoc report shall be submitted to CSRC and CSRC bureau within 2 

business days. 
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Issues Internal control requirements 

◼ The pilot qualification will be terminated if the institution fails to pass the regulatory inspection 

and assessment or has significant issues at the end of the pilot period. 

Note: The implementation of certain key points of above compliance and internal control shall depend on the finalization of 

relevant draft rules. 

The regulatory system for fund investment advisory business continues to improve 

In response to the “grey area” in the development of fund investment advisory business, the recently issued 

Fund Investment Advisory Regulations clarify these issues and would comprehensively regulate the 

qualification conditions, internal management, service models, risk disclosure, promotion, asset display 

and service evaluation.  The Fund Investment Advisory Regulations aim to establish a multi-dimensional 

legal and compliance system for the future development of fund investment advisory business, fully 

reflecting the principles of orderly entry/exit, mutual balance, structural optimization, and risk matching. 

We are also paying attention to discussions of certain business models in the market: 

Model 1: fund managers list a series of fund portfolios on the fund distributors’ business outlets/websites 

without charging separate fee or signing separate fund investment advisory agreement, whereas the fund 

manager will be displayed as the manager of the fund portfolio; 

Model 2: fund distributors sell mutual fund products on a commission basis and provide one-click ordering 

services without a separate fee.  Each fund subscription ratio has been configured by default, but the 

investors may modify the subscription ratio of each fund at their discretion; 

Model 3: a key opinion leader in the fund business acts as the portfolio manager and relevant funds remain 

in the investor’s own account; after the investor has subscribed a fund portfolio, the system will 

automatically allocate the funds to relevant portfolio per the ratio adopted by such portfolio manager.  

We believe the legal application and compliance of above-mentioned business models will be further 

clarified.  According to the Fund Investment Advisory Regulations, institutions with non-compliant 

business models would not be allowed to conduct new non-compliant activities in providing fund 

investment portfolio strategy recommendations.  This includes not presenting or launching new fund 

investment portfolio strategies, not adding new clients to existing fund investment portfolio strategies, and 

not providing additional portfolio strategy investments for existing clients.  In addition, clients would be 

prominently alerted that the institution is in the process of rectifying its fund investment advisory activities 

and that there is a risk that services cannot be provided uninterrupted in the future. 

We will continue to closely monitor the development and implementation of the Fund Investment Advisory 

Regulations, and how they can be effectively applied to various business scenarios and embedded into 

the institutions’ internal control frameworks, and work with market participants in connection with legal, 

compliance, and risk management issues in the development of fund investment advisory business. 
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2. “Illegal Gains” Formula to Change for Administrative Penalties by 
Administrations for Market Regulation 

Authors: Sophie SHI 丨 Jolie YAN 

On December 6, 2021, the State Administration for Market Regulation issued a circular to seek public 

comments on a draft of the Measures for Determination of Illegal Gains in Administrative Penalty Cases 

by Administrations for Market Regulation (Draft for Comment) (the “Draft Measures”), which is open for 

public comment until January 5, 2022.  The Draft Measures are intended to support the recently revised 

Law of the People’s Republic of China on Administrative Penalty (the “Administrative Penalty Law”), 

which took effect on July 15, 2021, and would replace the existing Measures for Determination of Illegal 

Gains in Administrative Penalty Cases by Administrative Organs for Industry and Commerce (“Decree 

37”).  The Draft Measures aim to resolve the problem of inconsistent criteria for determining illegal gains 

in administrative law enforcement practice. 

“Illegal gains” has been a long-standing, closely watched source of concern among enterprises subject to 

penalty in administrative penalty cases.  In commercial bribery cases, for example, the Anti-Unfair 

Competition Law currently imposes an administrative fine for commercial bribery of between 100,000 and 

3 million RMB, but does not limit the amount of the “illegal gains” to be “confiscated”.  This contrast was 

even starker under an earlier version of the Anti-Unfair Competition Law, where the upper limit for 

administrative fines for commercial bribery was merely 200,000 RMB, which actually led to extreme cases 

where an administrative fine was imposed of tens or hundreds of thousands of RMB while the illegal gains 

confiscated reached tens of millions of RMB.  As a result, in law enforcement practice, the determination 

of “illegal gains” is usually hotly disputed between enterprises subject to penalty and law enforcement 

authorities.  The issues at stake are normally the calculation method, reasonable criteria, and deductible 

items; however, the scope of and calculation formula for deductible items vary significantly across regions 

due to different approaches by law enforcement.  Given the above, even though the Draft Measures 

contain only 13 articles and are merely issued for public comment, their importance cannot be 

underestimated.  Following the issuance of the Draft Measures, this commentary provides a comparison 

between the Draft Measures and Decree 37 in an effort to share our initial interpretation of the Draft 

Measures and to analyze the potential impact of the Draft Measures. 

What are illegal gains? 

The Draft Measures define “illegal gains” by directly citing Article 28 of the current Administrative Penalty 

Law, namely gains obtained from a violation of law.  The definition is substantially the same as that in 

Decree 37, but the Draft Measures would further specify “gains” as mainly referring to cash, bank 

deposits and other monies deemed as cash and bank deposits. 

How are illegal gains calculated? 

The basis for calculating “illegal gains”, as stipulated in both the Draft Measures and Decree 37, is all the 

gains a party derives from engaging in illegal conduct.  The Draft Measures would modify the approach 
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of Decree 37 with respect to items deductible in determining the “illegal gains” subject to confiscation 

(please see the comparison below for reference).  In addition, the Draft Measures further clarify that “all 

gains” as mentioned above should include accounts receivable that have not been actually received, 

bills receivable that have not been cashed, as well as expense reductions due to the illegal conduct. 

Draft Measures 

All gains obtained from violations of law 

Necessary expenditures directly 

used for production and business 

activities 

Taxes and fees lawfully paid 

Monies lawfully 

returned or used for 

compensation 

Illegal gains 

Decree 37 

Total income derived from illegal manufacture and/ 

or sale of commodities or from illegal provision of services 

Proper and reasonable 

expenditures directly used for 

business activities 

Taxes and fees lawfully paid Illegal gains 

Which items are deductible? 

I Taxes and fees lawfully paid 

Article 7 of the Draft Measures provides that, “In determining illegal gains, taxes and fees paid by the 

party concerned shall be deducted before the administrative authorities for market regulation decide 

to impose any administrative penalty.” 

This deductible item is consistent with that set forth in Decree 37, and law enforcement authorities 

rarely disallow this deduction in practice. 

II Monies lawfully returned or used for compensation 

Article 8 of the Measures provides that, “The sum of monies that has been returned or used for 

compensation in accordance with law by the party concerned shall not be confiscated by the 

administrative authorities for market regulation, but shall be counted as illegal gains”. 

Decree 37 does not touch on deducting monies that the party subject to penalty should lawfully return 

or use for compensation.  The Draft Measures would add this provision to echo Article 28, paragraph 

2 of the Administrative Penalty Law (i.e., the illegal gains obtained by a party shall be confiscated, 

except for those that should be returned or used for compensation in accordance with law).  The Draft 

Measures would also provide the legal foundation necessary for justifying the reasonable deduction of 

returns and compensation made in the confiscation of “illegal gains”, which has been absent in 

previous law enforcement practice. 

III Necessary expenditures directly used in production and business activities 

Article 3 of the Measures provides that, “The basic method for the administrative authority for market 
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regulation to determine illegal gains is: the illegal gains shall be all the monies derived by the party 

concerned from engaging in the illegal conduct less the necessary expenditures directly used for 

production and business activities.” 

The counterpart provision in Decree 37 uses the expression “proper and reasonable expenditures”, 

as in “[t]he basic principle for the administrative department for industry and commerce to determine 

illegal gains is: the illegal gains shall be the total income derived by a party concerned from engaging 

in the illegal manufacture and/or sale of commodities or from illegal provision of services less the 

proper and reasonable expenditures directly used for business activities by the party concerned.”  

In practice, the application of this basic principle is a focus of dispute in determining illegal gains, 

because both the absence of a uniform standard and the relatively subjective “proper” and “reasonable” 

test have resulted in varying criteria for determining illegal gains. 

For example, in the case of a manufacturing enterprise: 

◼ A strict law enforcement authority may insist that no items other than those expressly set forth in 

Decree 37 is deductible when calculating illegal gains (i.e., the purchase price of raw materials for 

manufacturing the commodities), not even the costs of water, electricity, and gas that are 

indispensable for the manufacture.  As a result, the confiscated illegal gains may be higher than 

the enterprise’s gross profits. 

◼ Even law enforcement authorities that are open to considering other types of “proper and 

reasonable expenditures” can hardly reach a uniform standard.  Some allow deduction of the 

costs of water, electricity, and gas required for manufacture; some further extend the scope to 

cover salary and plant and equipment leasing costs; and others allow the deduction of storage and 

logistics costs and even partial sales expenses.  A small difference in those items could result in 

a disparity of tens of thousands to millions of RMB for illegal gains subject to confiscation. 

To resolve the problem of inconsistent criteria, the Draft Measures stipulate as follows: 

First, they change “proper and reasonable expenditures” to “necessary expenditures”; 

Second, they further define “necessary expenditures” by categorizing the term into two parts: 

◼ The purchase price of raw materials or commodities involved in the relevant production and 

business activities; and 

◼ Other expenses directly related to the illegal conduct that can be evidenced by relevant bills, notes, 

account books, or other evidence provided by the party concerned (A point to consider: The party 

concerned has the burden of proving such other expenses.  Although, in practice, there may still 

be different interpretations of such “other directly related expenses”, the necessary expense 

principle and the burden of proof would define a much clearer scope and boundary for deduction 

compared with “proper and reasonable expenditures”); 

Furthermore, they provide exceptions for the deduction of “necessary expenditures”, namely 

circumstances where “necessary expenditures” cannot be deducted: 
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◼ The raw materials or commodities involved in production and business activities that were obtained 

from illegal sources; 

◼ The raw materials or commodities involved in production and business activities that do not meet 

the requirements for protecting personal and property safety; 

◼ The party concerned has carried out activities in violation of laws on food and drug safety or special 

equipment safety, which severely endangers life and health of citizens, property safety, or social 

public interests; 

◼ The party concerned refuses, obstructs, or disrupts the investigation of the illegal conduct by 

administrative authorities for market regulation, or maliciously conceals, falsifies or destroys bills, 

notes, account books, or other evidence (A point to consider: This exception would mean that the 

degree of cooperation of the party concerned with relevant investigation will have direct and 

outsized pecuniary impact on the findings of an investigation);  

Then, the Draft Measures provide that, for cases with complicated circumstances or that involve 

serious illegal conduct, the law enforcement authority may entrust a third-party audit institution to audit 

the illegal gains (A point to consider: In fact, it has been a practice for years for law enforcement 

authorities to engage third party audit institutions to audit illegal gains of uncooperative companies or 

in complicated cases.  This article would provide the legal foundation for such third-party audits.  In 

the future, some audit institutions may set up forecasting or evaluation services specially for illegal 

gains audits as a reference for corporate risk assessment); 

Finally, the Draft Measures affirm that law enforcement authorities may use to determine illegal gains 

reference information such as data confirmed in effective judgments or awards issued by people’s 

courts or arbitration institutions, audited production and operation data, and statistical data published 

by statistics departments (A point to consider: Legal counsel to enterprises are advised to consider 

one more dimension when analyzing materials such as court judgments and arbitration awards 

containing financial data, statistical data and audit data, and be alert to materials that may relate to the 

calculation of illegal gains involved in administrative penalties). 

Conclusion 

We conclude this commentary with the following chart for your reference when calculating illegal gains.  

We will continue to monitor the public comments on and promulgation of the Draft Measures, as well as 

other supporting rules to the recently revised Administrative Penalty Law. 
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All gains obtained from violations of law 

Necessary expenditures directly used 

for production and business activities 
Taxes and fees lawfully paid 

Monies lawfully 

returned or 

used for 

compensation 

Illegal gains 

 

Necessary expenses that are 

deductible 
Circumstances where necessary expenses cannot be deducted 

The purchase price of raw materials 

or commodities 

Raw materials or commodities obtained from illegal sources 

Raw materials or commodities that do not meet requirements 

for protecting personal and property safety 

Other expenses directly related to 

the illegal conduct that can be 

evidenced by the party concerned 

The party concerned has engaged in violations of law in respect 

of food and drug safety or special equipment safety, which 

severely endangers life and health of citizens, property safety 

or social public interests 

The party concerned refuses, obstructs or disrupts the 

investigation of illegal conduct by administrative authorities for 

market regulation, or maliciously conceals, falsifies or destroys 

bills, notes, account books or other evidence 
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Important Announcement 

This Newsletter has been prepared for clients and professional associates of Han Kun Law Offices.  

Whilst every effort has been made to ensure accuracy, no responsibility can be accepted for errors and 

omissions, however caused.  The information contained in this publication should not be relied on as 

legal advice and should not be regarded as a substitute for detailed advice in individual cases.  

If you have any questions regarding this publication, please contact: 

Beijing Wenyu JIN Attorney-at-law  

Tel: +86 10 8525 5557 

Email: wenyu.jin@hankunlaw.com 

Shanghai Yinshi CAO Attorney-at-law  

Tel: +86 21 6080 0980 

Email: yinshi.cao@hankunlaw.com 

Shenzhen Jason WANG Attorney-at-law 

Tel: +86 755 3680 6518 

Email: jason.wang@hankunlaw.com 

Hong Kong Dafei CHEN Attorney-at-law  

Tel: +852 2820 5616 

Email: dafei.chen@hankunlaw.com 
 


