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CHAPTER I
INTRODUCTION

1.1

Thesis Background

Thanks to the prosperous Chinese economy, which has been growing at an average rate of
over 9% annually for the past decade even during and after the 2008 financial crisis,1 the size
of affluent Chinese population is also enlarging at a rapid speed. According to the findings of
the 2013 China Private Wealth Report, the number of Chinese high net worth individuals
(“HNWI”), defined as individuals with at least RMB10 million (approximately US$1.6
million) in investable assets, grew to more than 700,000 at the end of 2012, more than
doubling since the end of 2008, and on pace to increase an additional 20% in 2013.2 Overall,
China’s private wealth market reached RMB80 trillion in 2012, and the average individual
investable assets per HNWI are estimated to grow from RMB29 million at the end of 2008 to
RMB31.8 million by the end of 2013, showing an increase of nearly 10%. 3 While bank
savings, stocks and real estate properties are still the top three HNWI asset allocation
categories, their aggregate shares have been continuously going down from the 60% as of
2011 to 50% as of 2013,4 indicating that traditional investment channels are becoming less
sufficient to meet the value maintenance and appreciation needs of the swelling amount of
personal wealth in the country.
Against such background, various lines of asset management business have mushroomed
in recent years to inflate the menu and provide HNWIs with more options of investment
diversification. Among other things, regulated financial institutions such as fund management
companies, trust companies, securities companies, insurance asset management companies,
and commercial banks, are all able to, either through public offering or private placement,
launch collective asset management fund schemes.5 In contrast to public-offered mutual funds
that are managed by fund management companies and traded on stock exchanges,6 a privateoffered fund can only sell its shares or fund units to not more than 200 qualified investors,
which should have relatively high level of wealth and are able to identify and bear risk.7 In
particular, it is because of the demand of the quickly enlarging HNWI population that privateoffered funds in China achieved substantial development in recent years.8 Depending on the
World Bank, GDP growth (annual %), http://data.worldbank.org/indicator/NY.GDP.MKTP.KD.ZG.
China Merchant Bank & Bain Company Inc., 2013 Zhongguo siren caifu baogao [2013 China Private Wealth
Report], available at: http://www.cmbchina.com/privatebank/PrivateBankInfo.aspx?guid=a21997e4-b40b-4f2aa7cf-c6609a189e3a, at 7.
3
Id., at 9.
4
Id., at 33.
5
See Lynn Yang & Tong Ai, Asset management business in China “in a nutshell”, NORTON ROSE FULBRIGHT,
Nov. 2011, http://www.nortonrosefulbright.com/knowledge/publications/59008/asset-management-business-inchina-in-a-nutshell.
6
Zhonghua renmin gonghe guo zhengquan touzi jijin fa [Law of the People’s Republic of China on Securities
Investment Fund] (adopted by the Standing Committee of the 10th National People’s Congress, Oct. 28, 2003)
(amended Dec. 28, 2012) (took effect June 1, 2013) (hereinafter the “Securities Investment Fund Law”),
LAWINFOCHINA, available at: http://www.lawinfochina.com, arts. 12, 51 & 62.
7
Id., art. 88.
8
Zhao Dongming, 2013 nian simu zhengquan touzi jijin niandu baogao [2013 Annual Report for Private-offered
Securities Investment Funds], CHENXING ZHONGGUO YANJIU ZHONGXIN [MORNING STAR (CHINA) RESEARCH
CENTER], Feb. 24, 2014, available at: http://cn.morningstar.com/article/AR00007396, at 2.
1
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nature of their activities, some private-offered collective asset management schemes are
comparable to hedge funds and private equity funds in developed jurisdictions. For example,
the collective investment trust schemes of trust companies have been widely used as a
platform to organize the so-called sunshine hedge funds or sunshine private equity,9 with the
former focusing on investing in public traded securities, and the latter specializing in
purchasing illiquid equity stakes in closely-held companies. While trust companies can
manage these collective investment schemes themselves, they often also engage outside fund
management / advisory firms to act as the asset manager of the pooled funds in practice. In
this case, the word “sunshine” actually bears the connotation of “legitimization”, because
unlike those regulated financial institutions mentioned above, a private asset manager cannot
directly raise and manage private-offered funds for securities investment business in China
unless it is first registered with the relevant governmental authority.10 As such, there is need
for it to resort to a collective investment trust scheme so that the fund can have a legal
standing and thus be operated under sunshine. In addition to trusts, the availability of limited
partnership as a new business form in China from 2007 onwards11 also marks key milestone
in the development of Chinese alternative investment management industry, on the grounds
that Chinese fund managers are able to operate their business using the same business form
prevalent among hedge funds and private equity funds in developed jurisdictions.
Therefore, while it is certainly true that the investment fund industry in China is
undergoing fast development and key lines of business are already taking shape in various
forms available under the relevant laws and regulations, one must note that the contractual
terms and investment practices of the Chinese investment funds still bear very unique features
that are not observed in their international counterparts. Among other things, such observation
is resulted from the fact that in general, the investment fund industry in China has to operate
under the supervision of different regulators.12 This is however not suggesting that investment
funds should not be under any regulatory supervision at all. On the contrary, it is common
practice to subject mutual funds to various stringent regulations, on the grounds that they are
pooled from and traded among the general public, which need proper legal mechanisms to
protect their interests as fund investors.13 As for alternative investment funds such as private
equity and hedge funds, because they are raised only from qualified investors who, unlike the
general public, are able to identify and tolerate the investment risk, these collective asset
management schemes heavily rely on sophisticated contractual agreements to address the
agency problems both for fund governance issues and in their investment process. Therefore,
they have for the most part operated outside the vision of regulators until recently, when the
2008 financial crisis triggered a new trend in developed jurisdictions to raise the level of

See Yang & Ai, supra note 5.
Securities Investment Fund Law, supra note 6, arts. 90 & 91.
11
Limited partnership was first legally permitted in 2006, when China amended its Partnership Enterprise Law.
See Zhonghua renmin gongheguo hehuo qiye fa [Partnership Enterprise Law (P.R.C.)] (promulgated by the Nat’l
People’s Cong., Feb. 23, 1997) (amended Aug. 27, 2006) (took effect June 1, 2007), LAWINFOCHINA, available
at http://www.lawinfochina.com.
12
See Yang & Ai, supra note 5.
13
See Office of Investor Education and Advocacy, Mutual Funds – A Guide for Investors, SEC,
http://www.sec.gov/investor/pubs/sec-guide-to-mutual-funds.pdf, at 5 (pointing out that “numerous
regulations … apply to mutual funds for the protection of investors—including regulations requiring a certain
degree of liquidity, regulations requiring that mutual fund shares be redeemable at any time, regulations
protecting against conflicts of interest, regulations to assure fairness in the pricing of fund shares, disclosure
regulations, regulations limiting the use of leverage, and more.”).
9

10
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regulation on alternative investment funds,14 for the purposes of reducing financial market
failures and mitigating systemic risk.
Given the overarching role that the Chinese government plays in directing resources and
policing the national economy, the influence it can cast on China’s investment fund industry
is much more profound than merely imposing regulations. Arguably, this is especially true for
alternative investment funds, as the heavy regulation imposed on mutual funds in general
already implies strong governmental oversight and intervention in the business in the first
place. In contrast, China’s alternative investment industry has developed completely out of
routing itself through the various “official” channels, which are offered by the regulators first
to serve the needs of those market participants that are either state-owned or have strong
connections with the government. Within such an institutional setting that is not entirely ideal
for Chinese hedge funds and private equity to sustain the same level of contractual flexibility
in governance arrangements and operational practices as their counterparts in developed
markets, it is both relevant and interesting to see how these alternative investment funds have
been struggling to maneuver themselves to be still able to take a share from the market and
achieve rigorous growth along with the rapidly accumulation of wealth in the country.
In addition to defining the institutional framework and policing China’s alternative
investment funds as a regulator, the Chinese government also actively takes part in the
industry by creating its own investment fund as an entrepreneur. In September 2007, China
Investment Corporation (“CIC”) was incorporated as China’s official sovereign wealth fund
(“SWF”) with the mission to invest the country’s swelling foreign exchange reserves.
Although labeled as a pure financial and commercial investor, CIC is directly accountable to
the central government and its investments are highly strategically oriented. In light of the
strong intervention and influence that the government exerts over the alternative investment
fund industry in China when it plays the regulator part vis-à-vis fund managers as private
market participants, how does it behave when it acts as an investor itself in business
transactions with target firms in other sovereign nations? Does it still seek active investment
strategy by retaining and exercising important control rights and thus reinforce the image of
an overarching investor, or it is actually willing to step back and remain passive in its
investments? The answers to these questions will effectively add to the understanding of the
role of the Chinese government in the emergence and development of China’s alternative
investment fund industry, and to a larger extent, also contribute to widening the knowledge
about the power of the government in China’s economy policy and regulation in general.
1.2

Thesis Structure and Organization

An alternative investment fund generally undergoes three key phases in its life cycle:
fundraising, investment, and exit. First, fund managers go to potential investors and raise
capital from them so as to create a fund. Typically, the limited partnership is the dominant
14
See Kevin Davis, Regulatory Reform Post the Global Financial Crisis: An Overview, A report prepared for the
Melbourne APEC Finance Centre, Australian APEC Study Centre at RMIT University, available at:
http://www.apec.org.au/docs/11_CON_GFC/Regulatory%20Reform%20Post%20GFC%20Overview%20Paper.pdf (2011), pages 7 & 8. The most prominent two examples of such post-crisis
regulations on investment funds are the Dodd-Frank Act in the US and the Alternative Investment Fund
Managers Directive (“AIFMD”) in the EU. The Dodd-Frank Act significantly extends the registration
requirements under the Investment Advisers Act of 1940, and asks for registration of large private funds (i.e.,
those with more than US$150 million assets) with the SEC. The AIFMD requires for a marketing passport for
both EU and foreign alternative investment funds, including hedge funds, private equity funds and real estate
funds, to make offerings throughout the EU.
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legal vehicle used in the US and elsewhere for hedge fund and private equity structuring,
thanks to the high level of contractual flexibility that this business form allows for the internal
and external participants to reduce opportunism and agency costs.15 Afterwards, the raised
capital is then invested, either into liquid assets (hedge funds) or into illiquid equity stakes of
non-listed firms (private equity). In particular, as an important subtype of private equity,
venture capital (“VC”) are long-term investors who take a hands-on approach with their
investments and actively work with entrepreneurial management teams in order to build great
companies by funding startup firms,16 thus are generally considered to be beneficial for the
national economy by virtue of promoting entrepreneurship and creating jobs. Given that
alternative investment funds are financial investors whose top priority is to generate high
returns, they need to sell the securities they hold or exit from their portfolio firms at some
point to realize the returns. For example, many hedge funds employ an active trading strategy
and change their investment positions rapidly by buying and selling securities, in order to
either retain a low-risk profile when prices move rapidly or to profit from short-term price
variations over time.17 Contrastingly, VC investments are highly illiquid, because it takes time
for a startup company to grow to the level where venture capitalists can exit with handsome
returns. Conventional wisdom considers initial public offering (“IPO”) on a stock market to
be the best available exit route for venture capitalists; in addition, many venture capitalists
also exit by selling their shares to third-party acquirers. Regardless its different forms, the
essence of exiting is that venture capitalists can realize their returns, calculate capital gains for
both investors and themselves, pay back capital to investors, and then raise a new fund.
Along such a cycle, the first three chapters of this thesis correspondingly cover these three
key phases. Chapter II starts with fundraising by focusing on the so-called “sunshine funds”, a
type of private-offered securities investment funds that are organized as trusts and are in many
ways comparable to typical hedge funds in the US. The key emphasis there is on how these
funds manage to position themselves and survive within a regulatory framework that is not
entirely encouraging by coming up with a unique set of contractual terms for fund
management. Based on a dataset consisting of 139 trust contracts collected by hand, this
chapter sheds light on the structure, covenants, and compensation mechanisms used by
sunshine funds. It is found that because of the mandatory direct involvement of trust
companies, sunshine funds have included certain covenants and terms that could both narrow
the decision-making power and dampen the incentives of investment advisers. New, but
rapidly developing, sunshine funds have been frequently targeted by regulatory efforts, which,
however, come at a low level of consistency and sometimes lack in-depth consideration.
Growing out of gray regulatory areas, Chinese sunshine fund managers have demonstrated
remarkable competence in positioning themselves by taking advantage of favorable
regulations and mitigating the impact of unfavorable ones. Looking ahead, it is of key
importance that a proper balance is reached in terms of what role regulators should play in
dealing with the Chinese hedge fund industry.
Once capital is raised and a fund is so created, the next phase is to invest the raised funds.
Along this line, chapter III shifts the focus onto venture capital in China to unveil how VC
investments were made in practice. Although literature has long considered the US-style VC
investment contracts to be efficient in terms of mitigating agency problems and aligning
15
JOSEPH A. MCCAHERY & ERIK P.M. VERMEULEN, CORPORATE GOVERNANCE OF NON-LISTED COMPANIES 186
(2008).
16
Frequently Asked Questions About Venture Capital, NATIONAL VENTURE CAPITAL ASSOCIATION,
http://www.nvca.org/index.php?Itemid=147.
17
DANIEL CAPOCCI, THE COMPLETE GUIDE TO HEDGE FUNDS AND HEDGE FUND STRATEGIES 113 (2003).
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interests between venture capitalists and entrepreneurs, it is difficult within the Chinese
regulatory framework for these contracts to be directly used in the country. This being said,
VC investors still have managed to effectively replicate the US-style contractual terms in
making their investments in China through employing a unique business model and relocating
the portfolio firms abroad. Using a hand-collected sample consisting of 29 VC-backed
Chinese portfolio firms that have been financed and listed from 1990 to 2005, chapter III finds
that 23 out of the 29 firms received their VC investments in various offshore holding entities,
while only 4 firms were financed domestically, reflecting the common practice of using
offshore investment structures to invest in Chinese firms. However, because most of the
corporate relocation destinations are actually offshore tax havens like Cayman Islands or the
British Virgin Islands, relocating abroad is more of contracting technique to circumvent
unfavorable Chinese laws and to more conveniently implement United States-style VC
contracts, rather than a strategic choice to access to the more efficient legal and economic
conditions.
While it is certainly true that private market participants like alternative investment funds
in China have demonstrated considerable competence in developing their business under
regulations that are often intrusive and not entirely supportive, one must note that they still
have to operate under strong governmental control powers, which goes beyond simply
stipulating regulations. This is further explored in chapter IV, which discusses to what extent
a government-initiated marketplace, namely, the New Third Board, can help to provide an
extra exit channel for venture capital when the access to IPO in China is already highly
dictated by the government in the first place. Based on a sample consisting of a total of 102
firms that have been quoted on China’s New Third Board from 2006 to 2011 year end,
chapter IV finds that the VC investors in these firms were much more likely to use the New
Third Board as a venue to increase rather than decrease their ownership. In particular, VCs
actively took the opportunities of subscribing new shares issued in capital increases to
increase their ownership; out of the total 85 VCs that invested in the 102 firms, 33 were
already there as of first quotation, 39 VCs subscribed new shares in capital increases, 33 VCs
bought shares from existing shareholders, while only 11 exited. As such, the New Third
Board could hardly qualify as an effective venue for venture capitalists to exit invested firms,
and thus failed to serve as a supplement to the traditional IPO exit channel for Chinese
venture capitalists. In order to enhance the attractiveness of the New Third Board as an exit
alternative, the fundamental solution is that the government should reduce its intervention in
selecting firms into the market. Even if this is unlikely to happen in the short run given the
sophisticated web of economic, political and ideological institutions, the market can already
be improved by considerably broadening the pool of potential eligible firms and investors,
thus increasing its liquidity.
At this point, it is worth mentioning that this thesis does not endeavor to cover every
single aspect of China’s alternative investment industry. In addition to the theme of
fundraising, investment, and exit that connects the three chapters summarized above, each of
the specific topics in chapters II to IV is chosen also because of its novelty. To be more
precise, as the hedge funds equivalent in China,18 sunshine funds are certainly new in a capital
Note that, sunshine funds are not the only legal form that Chinese hedge funds can take. There are also other
alternative vehicles available to create a hedge fund in China, which are explained in further details in chapter II.
This being said, sunshine funds are certainly most widely used and thus recognized as the equivalent of “Chinese
hedge funds”. Actually, the MCRI China Hedge Fund Index, the very first hedge fund index in China developed
by Morningstar China together with CRC Trust (previously named Shenzhen International Trust and Investment
Corporation (“SZITIC”)), covers only sunshine funds. See Janet Ji, Shouge zhongguo duichong jijin zhishu fabu

18
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market that is still under tremendous development where many of the sophisticated financial
products in developed jurisdictions are still not present. Against such background, chapter II
is the very first piece that empirically researches into the contractual terms of them.
Comparatively, although the practice of using offshore investment structure and relocating
portfolio companies outside Mainland China has already been prevalent among venture
capitalists doing business in China for more than one decade, the motivation of doing so has
still not been examined in academia to assess its effect in light of the influential “law and
finance” theorem. As such, chapter III is the first to answer the question of which of the two
competing forces, namely, the strategic need to access better legal protection and economic
conditions vs. the tendency of venture capitalists to follow their past experience, has more
bearing on shaping the current Chinese venture capital investment process. As to chapter IV, I
choose to focus on the New Third Board under the subject of fund exit, not only because it is
a new supplementary marketplace created by the government for the purposes of facilitating
liquidity of non-listed shares in China, but also because its functions are effectively analogous
to the private direct secondary markets such as SecondMarket and SharesPost.19 After the
global financial crisis, these markets have generated considerable attention due to their ability
of filling the funding gap in the traditional VC cycle and providing venture capitalists with
interim liquidity. In terms of shedding light on the question of whether private direct
secondary markets are more effective in facilitating VC exits or entries, chapter IV makes the
first effort by empirically investigating this issue in the context of the New Third Board.
Similar to the preceding chapters, the novelty of chapter V also lies in its empirical touch.
Being a controversial government-owned investor, CIC has been put under the spotlight as
soon as it was created as the official SWF of China, attracting many researchers,
commentators, and journalists to write about it, particularly over the strategic motives behind
it and the potential control it could exert over target firms. However, none of these pieces has
endeavored to do so by looking at the terms of CIC’s investment contracts so far, which could
provide direct evidence over these issues. In this respect, chapter V fills the gap. Using a
hand-collected dataset consisting of 51 M&As, 5 joint ventures and 23 fund investments made
by CIC from 2007 to the end of 2013, chapter V analyzes important direct control rights, such
as level of ownership and voting rights, as well as director nomination and board
representation, of CIC in its target firms. It is found that while CIC usually holds significant
but non-controlling equity stakes in its targets, its voting rights are often restricted in the
investment contracts with them; and it is a rule rather than exception that CIC is generally not
represented in targets’ boards. Although CIC does not seem to have actively exercised its
formal control rights, a further examination of the related business dealings happened preand-post CIC investments across the networks of CIC and its targets suggests that practically,
it is often not necessary for CIC to possess or use formal corporate governance tools to exert
control over them. Rather, there are plenty of opportunities where CIC could still extract
indirect private control benefits by virtue of the long-term post-investment relationships with
the target firms.
Based on the findings of chapters II to V, it can be concluded in chapter VI that the
Chinese government surely plays an overarching role in China’s alternative investment
[China’s First Hedge Fund Index Published], CHENXING WANG [MORNINGSTAR CHINA],
http://cn.morningstar.com/article/AR00002635.
19
See Jose Miguel Mendoza & Erik P.M. Vermeulen, Towards a New Financial Market Segment for High tech
Companies in Europe, in EUROPEAN FINANCIAL MARKET IN TRANSITION, 383-420 (Hanne S. Birkmose et al. eds.
2011), available at: http://ssrn.com/abstract=1829835 (discussing the role played by online private secondary
exchanges in filling the liquidity gaps in venture capital cycle).
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industry. This is not only embodied in its conventional power of stipulating regulations and
imposing administrative scrutiny, but also in the initiatives it takes to build institutions and
direct resources in the industry and also in the whole national economy. The government
continues to sustain high level of control when it acts as an entrepreneur and operates a
sovereign wealth fund itself, although this is done largely through indirect means rather than
directly enforcing formal control rights. Traditionally marked by their highly contractual
nature, alternative investment funds in developed countries are generally distant from
governmental intervention. This being said, the significant governmental power in China has
not stopped them from emerging in the country; but rather resulted in them carrying many
China-specific characteristics.
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CHAPTER II
MONEY UNDER SUNSHINE: AN EMPIRICAL STUDY OF TRUST CONTRACTS
OF CHINESE HEDGE FUNDS

Abstract
This article conducts the very first empirical study exploring the contractual arrangements
of Chinese hedge funds, which are organized not as limited partnerships but as trusts. Using
139 trust contracts collected by hand, this article sheds light on the structure, covenants, and
compensation mechanisms used by “sunshine funds,” the local name for hedge funds in China.
It shows that, while sunshine funds do have similar contractual arrangements as typical LPorganized hedge funds, they also possess many undeniable differences due to the jurisdictionspecific characteristics of China. In particular, because of the direct involvement of trust
companies, sunshine funds include certain covenants and terms that could both narrow the
decision-making power and dampen the incentives of investment advisers. New, but rapidly
developing, sunshine funds have been frequently targeted by regulatory efforts, which,
however, come at a low level of consistency and sometimes lack in-depth consideration.
Growing out of gray regulatory areas, Chinese sunshine fund managers have demonstrated
remarkable competence in positioning themselves by taking advantage of favorable
regulations and mitigating the impact of unfavorable ones. Looking ahead, it is of key
importance that a proper balance is reached in terms of what role regulators should play in
dealing with the Chinese hedge fund industry.

INTRODUCTION
Although lacking a legal or regulatory definition, the term “hedge fund” usually describes
a type of alternative investment vehicle that possesses four general characteristics: (1) it is a
pooled, privately organized fund; (2) it is administered by professional investment managers;
(3) it is not widely available to the public; and (4) it operates outside of securities regulation
and registration requirements.1 Although many private equity or venture capital (“VC”) funds
also share these characteristics, those funds are distinguishable because they invest in unlisted
portfolio companies for relatively long-term periods for the purpose of securing lucrative exits
afterwards. As a class, however, hedge funds can embark upon a broad range of investments
including equities, debt and commodities. They are often associated with using active trading
strategies and employing sophisticated instruments (most notably short-selling and
derivatives) to hedge investment risks and increase returns. Most of the time, hedge funds
tend to focus on trading publicly-listed securities; in recent years, however, they also have
invested through side pockets into those assets that are comparatively illiquid or hard-tovalue,2 thus indirectly broadening their coverage further to private markets. Therefore, it is
* This chapter was published on 17 FORDHAM JOURNAL OF CORPORATE & FINANCIAL LAW 61-139 (2012).
1
Frank Partnoy & Randall S. Thomas, Gap Filling, Hedge Funds, and Financial Innovation, in BROOKINGSNOMURA PAPERS ON FINANCIAL SERVICES, 23 (Yasuki Fuchita & Robert E. Litan eds., 2007), available at
http://ssrn.com/paper=931254.
2
See Joseph A. McCahery & Erik P. M. Vermeulen, Recasting Private Equity Funds after the Financial Crisis: The

End of 'Two and Twenty' and the Emergence of Co-Investment and Separate Account Arrangements 21 (Nov. 2013)
(ECGI - Law Working Paper No. 231/2013; Lex Research Topics in Corporate Law & Economics Working Paper No.
2013-6), available at http://ssrn.com/abstract=2351816 (pointing out that “separate accounts arrangements are already
common in the area of hedge funds and real estate funds. The State Street Study (State Street, 2013) shows that 35% of
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important to bear in mind that there is a wide range of variations among hedge funds, and
while some hedge funds do share some or all of these characteristics, others do not. Every
hedge fund has its own investment strategy that determines the type and method of investment
it undertakes. As a result, it is easier to recognize hedge funds than it is to define them.3
Due to strong economic growth while major developed countries suffered from the global
recession, China recently surpassed Japan to become the world’s second-largest economy.4
The value of the Chinese stock market has boomed. From a marketplace with only twelve
stocks trading when its first two stock exchanges opened in 1990 in Shanghai and Shenzhen,5
the combined value of companies with stocks traded on China’s equities markets is now
comparable to that of Japan’s, surpassing the latter periodically during the past two or three
years. 6 Furthermore, the long-anticipated margin trading 7 and stock index futures 8 finally
materialized in the spring of 2010, so it is now possible to get credit quotas for margin trading
and short-selling from approved securities brokerage firms, and to trade Shanghai-Shenzhen
300 stock index futures contracts. These technical developments, combined with considerable
market capitalization and strong economic growth, demonstrate China’s great potential to
become an important hedge fund market.
the hedge funds managers have set up separately managed accounts (another 22% have indicated that they intend to
follow suit.)”). See also Houman B. Shadab, Coming Together After the Crisis: Global Convergence of Private

Equity and Hedge Funds, 29 NW. J. INT’L L. & BUS. 603, 608 (2009).
Hedge Fund Standards Board, The Hedge Fund Sector: History and Present Context, HFSB.ORG,
http://www.hfsb.org/sites/10109/files/what_is_a_hedge_fund.pdf (last visited Nov. 4, 2010).
4
David Barboza, China Passes Japan as Second-Largest Economy, N.Y. TIMES, Aug. 15, 2010, at B1.
5
Bai Haiyan, Ziben shichang fazhan dui gongsi zhili de zuoyong [The Impact of the Development of Capital
Markets over Corporate Governance], 22 ZHONGGUO JINGMAO [CHINESE BUS. UPDATE] 83, 83 (2008).
6
The combined value of companies trading on China’s equities markets reached US$3.09 trillion as of August
16, 2010, compared with US$3.51 trillion for Japan, according to data compiled by Bloomberg News. See China
to Surpass Japan as No. 2 Stock Market, BLOOMBERG NEWS, Aug. 17, 2010, available at
http://business.financialpost.com/2010/08/17/china-to-surpass-japan-as-no-2-stock-market/#ixzz0xRYgQnER.
China briefly surpassed Japan by capitalization in January 2008, shortly after PetroChina Co. debuted in
Shanghai, and again in July 2009 as a consequence of the government’s 4 trillion-yuan (US$587 billion)
economic stimulus program directed at infrastructure projects and shares.
7
Margin trading was officially legalized in June 2006 by Zhengquan gongsi rongzi rongquan yewu shidian
guanli banfa [Measures for the Administration of Pilot Securities Lending and Borrowing Business of Securities
Companies] (promulgated by China Securities Regulatory Commission [hereinafter CSRC], June 30, 2006),
LAWINFOCHINA, available at http://www.lawinfochina.com, but only materialized on Mar. 19, 2010 when the
CSRC designated six securities brokerage firms as the first batch of “trial firms” to begin the business of margin
trading and securities lending. Mainland China Securities Survey 2010 (KPMG China, Hong Kong), Sep. 2010,
at 6, available at http://www.kpmg.com/cn/en/IssuesAndInsights/ArticlesPublications/Pages/China-securitiessurvey-201010.aspx. The day before the official launch of the trial program, CITIC Securities signed an
agreement with Jiangsu Winfast Investment and Development Co. Ltd., offering the latter credit limits of RMB
28 million for margin trading and RMB 10 million for short selling. This is considered to be the very first of such
transactions in China. See Hu Yang, China Begins Margin Trading Trial, CHINA DAILY, Mar. 31, 2010,
available at http://www.chinadaily.com.cn/business/2010-03/31/content_9668589.htm. Jiangsu Winfast is a
securities asset management company, and has several sunshine funds (one type of Chinese hedge funds) under
its management. See Jiangsu Winfast Investment Holding Grp., Company Profile,
http://www.jiangsuruihua.com/en/article.asp?c_id=42 (last visited Nov. 8, 2011); Jiangsu Winfast Investment
Holding Grp., Securities Trust Schemes Issued by Winfast, http://www.jiangsuruihua.com/en/article.asp?c_id=56
(last visited Nov. 8, 2011).
8
Financial derivatives (specifically, futures) were officially legalized in March 2007 by Qihuo jiaoyi guanli tiaoli
[Regulation on the Administration of Futures Trading] (promulgated by the State Council, Mar. 16, 2007),
LAWINFOCHINA, available at http://www.lawinfochina.com, but only materialized in April 2010 when the
Shanghai-Shenzhen 300 stock index futures contracts, the very first of such in China, were listed on the China
Financial Futures Exchange. See Mainland China Securities Survey 2010, supra note 7, at 8.
3
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Nonetheless, a “hedge fund” is still a very novel concept in China. Given that Chinese
people’s familiarity with hedge funds is somewhat limited to anecdotal knowledge, 9 the
apparent existence of the Chinese hedge fund industry is ambiguous. Among other things, this
ambiguity partially results from the general aversion in China towards the phrase “hedge
funds,” due to the negative impression they left on South-eastern Asian countries in the 1997
Asian financial crisis, 10 and more recently, accusations against them in the 2008 global
financial crisis.11 As such, it would be unwise and difficult for private investment managers to
raise a fund in China under a name that the public generally associates with a negative image.
Rather, the hedge-fund-like investment vehicles are referred to as “sunshine privately offered
funds,”12 which can sound quite odd to outsiders. For the sake of simplicity, I refer to these
funds as “sunshine funds” in this article.
Another important factor contributing to the dearth of information on Chinese hedge funds
is their unique organizational structure. In the United States, which has the world’s most
developed hedge fund industry, 13 the limited partnership (“LP”) prevails as the prevalent
business form for a hedge fund.14 On the one hand, fund managers act as general partners,
For a collection of anecdotal articles on hedge funds in China, see generally Richard Wilson, China – Hedge
Funds: Guide to Hedge Funds in China, HEDGEFUNDBLOGGER.COM,
http://richardwilson.blogspot.com/2008/05/china-hedge-funds-hedge-funds-in-china.html (last visited Nov. 2,
2011).
10
Hedge funds have been charged with playing a pivotal role in the 1997-98 Asian financial crisis due to their
involvement in large transactions they have done in various Asian currency markets, such as Thailand, Malaysia,
the Philippines, and then Hong Kong, South Korea, etc. In particular, the then Prime Minister of Malaysia
blamed hedge fund manager George Soros for “attacks in the marketplace on the Malaysian ringgit and other
currencies in order to generate profits for themselves without regard to the livelihood of the Malaysian or other
local people.” See DICK K. NANTO, CONG. RESEARCH SERV., THE 1997-98 ASIAN FINANCIAL CRISIS (1998),
available at http://www.fas.org/man/crs/crs-asia2.htm; see also Barry Eichengreen & Donald Mathieson, Hedge
Funds, What Do We Really Know?, ECON ISSUES No. 19, International Monetary Fund (1999), available at
http://www.imf.org/external/pubs/ft/issues/issues19/index.htm#5. However, it is also submitted that despite these
allegations, there is no empirical evidence that George Soros, or any other hedge fund managers, were
responsible for the crisis. See Stephen J. Brown et al., Hedge Funds and the Asian Currency Crisis, 26 J.
PORTFOLIO MGMT. 95 (2000).
11
The financial crisis of 2008 has led to renewed debate about the impact of hedge funds on the functioning of
financial markets. Although it is largely recognized that hedge funds should not be blamed for causing the crisis,
there seems to be a consensus among regulators in the world that they should be more regulated, which is
arguably stems more from a political fear for being criticized if no scapegoat can be spotted rather than from a
real need. See Anne C. Rivière, The Future of Hedge Fund Regulation: A Comparative Approach: United States,
United Kingdom, France, Italy, and Germany, 10 RICH. J. GLOBAL L. & BUS. 263, 291 (2011).
12
The term “sunshine privately offered funds” is a literal translation of the corresponding Chinese. For a brief
introduction of sunshine funds, see http://www.asimu.com/knowledge/infocontent/1238/41297.html. Because
this type of fund uses a trust to raise capital from investors and then manages the raised capital for them, they are
legal and thus “under the sunshine.” In contrast, those funds that do not use the trust form may face various
challenges such as ambiguous legal status, thus they operate “in the shadow.” Therefore, this name is actually a
vivid depiction of those privately offered funds, using the trust as their business form, and primarily focusing on
investing in public listed securities. Sunshine funds, particularly the unstructured ones (further discussion in
Section 2.2), are considered comparable to hedge funds, in that that they both aim to pursue absolute returns and
have similar fee structures. See http://www.crctrust.com/cgi-bin/web/TemplateAction?catalogNo=ywgl,smzs.
13
As of the end of 2009, the US was the largest management center for hedge funds and also the leading location
for management of hedge fund assets with over two-thirds of the total. See International Financial Services
London, IFSL Research Hedge Funds 2010, THECITYUK.com, (Apr. 2010), available at
http://www.thecityuk.com/assets/Uploads/Hedge-funds-2010.pdf.
14
JOSEPH A. MCCAHERY & ERIK P. M. VERMEULEN, CORPORATE GOVERNANCE OF NON-LISTED COMPANIES 186
(2008). See also DOUGLAS L. HAMMER ET AL., U.S. REGULATION OF HEDGE FUNDS 88 (2008).
9
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actively managing the fund and bearing unlimited liability.15 On the other hand, investors are
passive limited partners who are shielded with limited liability protection but have to leave
investment decisions to general partners.16 One important feature common to virtually all LPtype hedge funds is their fee structure, typically consisting of a management fee of 2% and a
performance fee of 20%. 17 This structure heavily incentivizes managers to generate good
performance for investors. In contrast, no Chinese hedge fund was formed as a LP until March
2010, when the first LP-type private securities investment fund was created in Beijing. 18
Although limited partnerships have been legally authorized in China since 2007,19 only 31
private securities investment funds were identified as LPs as of the end of 2011.20 Arguably,
the low usage of LPs among Chinese hedge funds may be a result of the fact that there are
virtually no precedents available to regulators, practitioners, and taxation authorities on how
to deal with this new business form.21
Instead of the LP form, the vast majority of Chinese hedge funds are created as securities
investment trust plans based on a “four party cooperation platform” provided by various trust
companies. 22 This might explain the impression that China seems to lack a hedge fund
industry – after all, these trust-like funds look quite different from the much better known LPtype funds. The very first trust-organized sunshine fund in China was created in 2004,23 yet
Jacob Preiserowicz, The New Regulatory Regime for Hedge Funds: Has the SEC Gone Down the Wrong
Path?, 11 FORDHAM J. CORP. & FIN. L. 807, 812 (2005). In practice, however, the “actual” general partner of a
fund is often not the fund manager itself, but a management company set up by it. See MCCAHERY &
VERMEULEN, id., at 187. By doing this, fund managers are shielded by the limited liability protection of the
management company, thus leaving the unlimited liability at the entity level.
16
Alon Brav et al., Hedge Fund Activism, Corporate Governance, and Firm Performance, 63 J. FIN. 1729, 1735
(2008).
17
Id.
18
Zhao Juan & Hu Zhongbin, Shouge hehuozhi zhengquan simu jijin tanmi [Exploring the First Privately
Offered Partnership Securities Fund], JINGJI GUANCHA BAO [THE ECONOMIC OBSERVER], Mar. 13, 2010,
available at http://www.eeo.com.cn/finance/securities/2010/03/13/165159.shtml. This first partnership fund is
named Yinhe Purun, and is registered in Beijing.
19
Limited partnership was first legally permitted in 2006, when China amended its Partnership Enterprise Law.
See Zhonghua renmin gongheguo hehuo qiye fa [Partnership Enterprise Law (P.R.C.)] (promulgated by the Nat’l
People’s Cong., Feb. 23, 1997) (amended Aug. 27, 2006) (took effect June 1, 2007), LAWINFOCHINA, available
at http://www.lawinfochina.com.
20
According to the database provided by Simuwang.com, a total of 11 funds were set up as limited partnerships
for the entire year of 2010, and 20 funds for the entire year of 2011. See http://data.simuwang.com/product.php
(follow “product type”; then select limited partnership; next choose 2010 and 2011 from under “year
established”).
21
It is submitted that in order to enhance the popularity of limited partnership among privately offered securities
investment funds, four difficult questions need to be tackled first. Among other things, it remains to be seen (1)
whether these LP-organized funds will be equally attractive to investors when there is no trust company
involved; (2) how LP-organized funds are going to properly entertain frequent subscription and redemption
needs, given the statutory requirement for unanimous approval from all partners and changing official
registration with the regulatory authorities when an existing partner exits or a new partner is brought into the
partnership; (3) how they are going to safely keep and use the money from investors when the Partnership
Enterprise Law does not make mandatory a custodian bank to be designated for that purpose; and (4) which
governmental authority should be supervising LP-organized sunshine funds. Moreover, many questions also
remain unanswered as to the taxation of limited partnerships and their investors and managers. See Xiao Yongjie,
Yangguang simu youxian hehuo zhi sida nanti [Four Difficulties for Sunshine Funds Organized as Limited
Partnerships], ZHENGQUAN SHIBAO [SECURITIES TIMES], Mar. 15, 2010, available at
http://simu.howbuy.com/xinwen/178846.html.
22
See infra Section 2.2.
23
This fund was called SZITIC PureHeart, created on Feb. 20, 2004 in Shenzhen and terminated on Jan. 15,
2008. The fund is reported to have realized an accumulated return of 370.86% as of its liquidation. See Zhang
15
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the industry has been developing at a remarkable pace ever since. According to the Go-Goal
Database for High-End Investors, there are altogether 703 trust sunshine funds in operation as
of August 9, 2010, and the number increases to 838 when including those that had been
terminated.24 Although it is undisputed that China’s hedge fund industry still has a long way
to go, it seems equally unwarranted to simply deny its existence when a large number of funds
are already in the business. Given the limited understanding of these trust sunshine funds,
timely research into them is both worthwhile and practicable.
Just as LP agreements provide insight into the creation and governance of American hedge
funds, the best way to understand how Chinese sunshine funds are established and operated is
to look at their “trust agreements for collective securities investment funds.” Fortunately,
while hedge funds in developed markets are generally considered quite secretive due to the
much lighter regulation and disclosure requirements imposed on them, the trust-like sunshine
funds are somewhat more transparent because trust companies in China are subject to certain
disclosure requirements as supervised and regulated financial institutions.25 In addition, some
fund managers also voluntarily publish information on their websites about the funds they
manage. As a result, it is possible to obtain the trust contracts of some Chinese hedge funds.
Using a sample of 139 trust agreements and explanations of trust plans, 26 this article
investigates the contractual arrangements of Chinese sunshine funds and aims to demonstrate
how the salient terms of these trust plans govern the operation of sunshine funds. Particular
attention will be given to those terms that control the roles of investment advisers and trust
companies, which cooperate and interact with each other in a manner analogous to fund
managers in American hedge funds contracts.
Section I of this article provides a brief summary of the contractual and governance
structure of American LP-type hedge funds, together with an overview of previous research
papers written on the contractual arrangements of alternative private investment vehicles.
Section II describes the current regulatory environment surrounding hedge funds in China.
Section III discusses and analyzes empirical data regarding the structure, covenants, and
compensation mechanisms of sunshine funds, and Section IV concludes.
I.

CONTRACTUAL AND GOVERNANCE STRUCTURE OF HEDGE FUNDS

Bin, Zhao Danyang: Shangwu huigui A gu shichang de jihua [Zhao Danyang: Currently No Plan to Return to a
Stock Market], CAIJING, Feb. 18, 2009, available at http://www.caijing.com.cn/2009-02-18/110071131.html.
24
See GO-GOAL DATABASE FOR HIGH-END INVESTORS, http://www.go-goal.com/inv_trust/basic/default.aspx.
See infra Section III for further discussion of empirical data. Sunshine funds were filtered out manually by the
author on the website provided.
25
Generally, trust companies must disclose to their clients and the relevant interested parties the key information
about their business. For a collective capital trust plan, they must, at least for every quarter of a year, create a
“trust capital management report” to disclose the major issues in managing the trust. They must also disclose
weekly on their websites the unit net asset value of each of their securities investment trusts (such as sunshine
funds). See art. 34–38 of Xintuo gongsi jihe zijin xintuo jihua guanli banfa [Administrative Measures for
Collective Capital Trusts Established by Trust Companies] (promulgated by the CBRC, Jan. 23, 2007),
LAWINFOCHINA, available at http://www.lawinfochina.com; see also art. 15 – 17 of Xintuo gongsi zhengquan
touzi xintuo yewu caozuo zhiyin [Guidelines on Running the Business of Securities Investment Trusts by Trust
Companies], (promulgated by the CBRC on Jan. 23, 2009), LAWINFOCHINA, available at
http://www.lawinfochina.com.
26
See infra Section 3.1.
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1.1

Limited Partnership as the Prevalent Business Form in Private Investment Fund
Industry

LPs are widely used to contain the business of both hedge funds and private equity funds.
The popularity of the LP in the private investment fund industry can be attributed to two
primary incentives: flexible contractual structure and favorable tax benefits.27 Moreover, the
fact that it is familiar to most investors and intermediaries also accounts for its enduring
popularity. 28 Limited partners are those persons contributing substantially all of the
partnership’s capital, such as institutional investors, wealthy individuals, 29 and sometimes
other hedge funds (giving rise to the fund of funds).30 The general partner is a management
company set up by professional investment managers, who are effectively shielded from the
risk of unlimited personal liability arising as a result of actively managing the partnership and
making investment decisions on the pooled capital. 31 Unlike a corporation, LPs are not
separately taxed as an entity, so that the fund’s profits and losses are passed through to its
partners without any entity level tax.32 Compared to limited partners, the general partner only
contributes a nominal portion of the total assets/committed capital of the partnership, normally
1%,33 but has the right of compensation much greater than its original contribution if the fund
runs well. Such compensation is often referred to as the “2-20” mechanism, consisting of a
fixed management fee, usually 2% of the total assets/committed capital of the fund, and a
performance-based right to share 20% of the fund’s net profits. 34 Such an arrangement serves
to incentivize the general partner to work hard and manage investments diligently, providing
an effective solution to the principal-agent problem. The governance structures of a typical
private equity fund and hedge fund are shown in figure 1.1.A below.
Particularly, the compensation scheme in hedge fund partnership agreements is usually
identified by one important feature: high-water marks. By definition, a high-water mark is the
highest peak in value that an investment fund has reached.35 As already mentioned above,
such performance-based compensation normally amounts to 20% of the net new profits if the
previous high water mark is exceeded. The prevalence of high-water marks among hedge
funds might be partially explained by the high level of reliance on fund manager expertise.
Since investor payoff is presumably based more upon the expectation of superior managerial
skill and less upon the expected returns to an undifferentiated or passively managed portfolio
of assets, a mechanism is needed to incentivize fund managers to demonstrate their skills in
order to justify their fees.36

MCCAHERY & VERMEULEN, supra note 14, at 186.
Id.
29
JOSEPH G. NICHOLAS, INVESTING IN HEDGE FUNDS, REVISED AND UPDATED EDITION 16-17 (2005).
30
Id. at 39. See also Jacob Preiserowicz, supra note 15, at 811.
31
Id. at 40.
32
NAVENDU P. VASAVADA, TAXATION OF U.S. INVESTMENT PARTNERSHIPS AND HEDGE FUNDS: ACCOUNTING
POLICIES, TAX ALLOCATIONS, AND PERFORMANCE PRESENTATION 5 (2010).
33
Simon Friedman, Partnership Capital Accounts and Their Discontents, 2 N.Y.U. J.L. & BUS. 791, 798 (2006).
34
See Victor Fleischer, Two and Twenty: Taxing Partnership Profits in Private Equity Funds, 83 N.Y.U. L. REV.
1 (2008). See also Friedman, id.
35
William N. Goetzmann et al., High-Water Marks and Hedge Fund Management Contracts, 58 J. FIN. 1685,
1685 (2003).
36
Id. at 1686.
27
28
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FIGURE 1.1.A: GOVERNANCE STRUCTURES OF PRIVATE EQUITY FUNDS AND HEDGE FUNDS
PRIVATE EQUITY FUND
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Adapted from McCahery & Vermeulen (2008).37
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MCCAHERY & VERMEULEN, supra note 14, at 187.
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Adapted from McCahery & Vermeulen (2008).38

Despite a certain level of similarity between the two diagrams above, hedge funds differ
from private equity funds in that hedge funds generally invest in public liquid assets via a
brokerage account, whereas private equity funds typically purchase stock directly in nonlisted portfolio companies.39 As such, hedge funds need an array of service providers working
around them in order to maintain their operations. Figure 1.1.B, below, lists the typical parties
involved in the operation of hedge funds. Specifically, an administrator is appointed to
maintain records, as well as to independently verify the asset value of the fund. A
registrar/transfer agent is responsible for processing subscriptions and redemptions and
maintaining the registry of shareholders. A prime broker provides access to stock and loan
financing and serves as a host of value-added services.40 A custodian ensures the safe-keeping
of assets. At the top level, the board of directors or trustee of the fund bears a fiduciary duty to
the investors to ensure that all parties involved in the fund properly carry out their respective
tasks.41 It is submitted that outsourcing a hedge fund’s functions can help to minimize the risk
of collusion among hedge fund participants to perpetuate fraud, and may also mitigate liability
in the event that hedge fund participants are accused of improperly performing their
management duties.42
Id.. at 186.
Id., at 173.
40
Douglas J. Cumming & Na Dai, A Law and Finance Analysis of Hedge Funds, 39 FIN. MGMT. 997, 1001
(2010).
41
Id. at 1001 – 1003.
42
See Cumming & Dai, supra note 40.
38
39
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FIGURE 1.1.B: TYPICAL SERVICE PROVIDERS FOR A HEDGE FUND

Source: Cumming & Dai (2010)43

1.2

Covenants in Hedge Fund Partnership Agreements – How Can the Corresponding
Literature on Private Equity Funds Be Helpful?

Although both private equity and hedge funds employ the same legal structure and “2-20”
compensation mechanism from the outset, there are also pronounced differences between
them in terms of their operations.44 Such differences result from the contractual flexibility of
limited partnerships, which allow investors and fund managers to enter into covenants and
schemes to suit their respective investment mandates. 45 A straightforward example in this
regard is differing fund terms. Since investments by private equity funds are generally highly
illiquid46—private equity funds focus on buying shares in unlisted firms and only hope to
harvest from there after three to seven years.47 There is a need to agree on a limited fund term
at the expiration of which the general partner is obliged to return to limited partners the capital
together with distributed profits.48 Correspondingly, general partners cannot access the full
amount of the committed capital from the beginning of the fund, but they have the right to call

43

Id.
For a more detailed comparison of hedge funds vis-à-vis private equity, see MCCAHERY & VERMEULEN, supra
note 14, at 174.
45
See MCCAHERY & VERMEULEN, supra note 14, at 172.
46
Josh Lerner & Antoinette Schoar, The Illiquidity Puzzle: Theory and Evidence from Private Equity, 72 J. FIN.
ECON. 3, 7 (2004).
47
Douglas Cumming & Uwe Walz, Private Equity Returns and Disclosure Around the World, 41 J. INT’L BUS.
STUD. 727, 728 (2010).
48
See McCahery & Vermeulen, supra note 2, at 15 (submitting that “a (private equity) fund’s duration is usually
ten years with a five years investment period, making it possible for investors to estimate with reasonable
accuracy when the private equity firm can make fresh investments and, most importantly, when they ultimately
will be able to recover their investments, including profits.”).
44
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in capital contributions once they have located proper investment projects.49 Once the capital
is invested, limited partners then need to remain patient and are prohibited from redeeming
their partnership units until the end of the fund. In contrast, because hedge funds primarily
invest in public listed securities, their assets are comparatively more liquid and investors can
get back their contributed capital through periodically-opened redemptions.50 This explains
why many hedge funds are perpetual in life rather than having a fixed fund term, and why
limited partners have to make contributions up front.
While an in-depth comparison of the difference between the two types of funds is beyond
the scope of this article, it is nevertheless necessary and inspiring to bring up the topic here.
As mentioned in the Introduction, a good way to understand how hedge funds are set up and
operated is to look at their contracts, either LP agreements for typical American-style hedge
funds or trust agreements for Chinese sunshine funds. Given the many similarities between
private equity and hedge funds in terms of organizational structure and compensation
mechanisms, a look into the contractual arrangements (covenants in particular) of private
equity LP agreements will provide helpful guidance in understanding the contractual
arrangements of hedge funds, which, however, have received scant attention in literature. The
lack of literature on hedge fund contractual arrangements might result from the difficulty of
obtaining access to the organizational documents of hedge funds; but it is more likely
explained by the fact that hedge funds tend to rely much less on self-regulatory means like
covenants due to shorter lock-up periods and the fund’s liquidity. Furthermore, those hedge
fund activities that fall within the public domain, particularly in the market for corporate
control, can also help to limit the principal-agent problems that may otherwise emerge.51 The
following paragraphs summarize important research on contractual covenants in the
agreements of private investment funds, including both private equity funds, as well as
venture capital funds, one of the most important subtypes of private equity. Although this
information might not be directly useful in terms of drawing conclusions for this paper given
the different topics and jurisdictions covered in this area, exploring methods of classifying
covenants may be a good starting point for classifying the covenant arrangements in Chinese
hedge funds.
In their 1996 paper, Professors Gompers and Lerner studied covenants in a sample of 140
U.S. VC partnership agreements. 52 They focused on 14 classes of covenants, which were
divided into three broad families: (a) covenants relating to overall fund management; (b)
covenants relating to activities of general partners; and (c) covenants restricting the types of
investment.53 According to them, contractual restrictiveness in VC funds, measured by the
number and kind of covenants in the partnership agreement, is determined by two important
factors, namely, the supply and demand conditions in the VC market, as well as the variations
of the cost of contracting. 54 When the supply of capital is large and the demand for the
services of experienced, professional VC managers is great, fewer covenants are observed,
Ludovic Phalippou & Oliver Gottschalg, The Performance of Private Equity Funds, 22 REV. FINANC. STUD.
1747, 1750 (2009).
50
See MCCAHERY & VERMEULEN, supra note 14, at 173 (submitting that “[u]nlike private equity, the shorter
lock-in period of hedge funds and their more flexible structure explains the dominance of highly liquid, shortterm investments which allow investors easier access to the withdrawal of their investment funds.”).
51
See id., at 190.
52
See Paul A. Gompers & Josh Lerner, The Use of Covenants: An Empirical Analysis of Venture Partnership
Agreements, 39 J.L. & ECON. 463 (1996).
53
Id. at 480.
54
See id. at 470.
49
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and general partners’ compensation under the partnership agreement is higher.55 Such supply
and demand theory is generally supported by all types of covenants.56 In terms of variations in
the cost of contracting, the rationale is that because negotiating and monitoring specific
covenants can be costly, and the ease of monitoring and the potential of engaging in
opportunistic behavior may vary across funds, more restrictive contracts will be employed
when monitoring is easier and the potential for opportunistic behavior is greater. 57 Such
theory is supported particularly by those covenants restricting the fund management and
investment activities.58
In Europe, Daniel Schmidt and Mark Wahrenburg explored factors that influence the
design of financing contracts in terms of covenant restrictions and compensation schemes
between VC investors and European VC funds.59 Their analyses focused on the impact of VC
funds’ reputations and changes in the overall demand for VC services.60 While conventional
wisdom would assume established market participants care more about their reputation and
have less incentive to behave opportunistically, thus requiring fewer covenant restrictions,
their findings show that established funds are actually more severely restricted by contractual
covenants. 61 Moreover, empirical results also show that established fund managers with
stronger reputations are more often obligated to make a capital contribution than first-time
fund managers. 62 Such results indicate that when established funds care less about their
reputation, stronger performance-related incentives may be concurrently used with more
restrictive covenants in order to prevent opportunism. 63 With respect to the effects of VC
supply on contract design, Schmidt and Wahrenburg’s conclusion is opposite to that in
Gompers and Lerner’s 1996 paper, in that Schmidt and Wahrenburg find that VC funds
receive less base compensation and higher performance-related compensation in years with
strong capital flows into the VC industry. 64 They interpreted such finding as a signal of
overconfidence: strong investor demand seems to coincide with overoptimistic expectations
by fund managers, which makes them willing to accept higher powered incentive schemes.65
A later paper by Douglas Cumming and Sofia Johan in 2006, broadened the study by
introducing an international dataset on covenants in contracts of private equity and VC funds
outside the US.66 They divided the covenants into five groups on the basis of Gompers and
Lerner (1996), but incorporated, among other things, necessary changes to reflect the structure
of non-U.S. funds that may be organized in various legal forms other than the LP. The five
groups were: (a) authority of the fund manager regarding investment decisions; (b) restrictions
on the fund manager’s investment powers; (c) types of investment; (d) fund operation; and (e)
See id. at 488.
Id. at 496.
57
Id. at 464.
58
Id. at 493.
59
See Daniel Schmidt & Mark Wahrenburg, Contractual Relations Between European VC Funds and Investors:
The Impact of Bargaining Power and Reputation on Contractual Design (Risk Capital and the Financing of
European Initiative Firms, Working Paper No. 8, 2004), available at
http://www2.lse.ac.uk/fmg/research/RICAFE/pdf/RICAFE-WP08-Schmidt.pdf.
60
Id.
61
Id. at 3-4.
62
Id. at 4.
63
Id. at 26.
64
Id. at 4.
65
See Schmidt & Warenburg, supra note 59.
66
Douglas J. Cumming & Sofia A. Johan, Is it the Law or the Lawyers? Investment Covenants Around the World,
12 EUR. FIN. MGMT. 535 (2006).
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limitation of liability of the fund manager.67 Their central hypothesis is that the frequency of
covenants is influenced by the quality of law of the country in which the fund is legally
registered. Related to this central hypothesis, they also proposed that the frequency of
covenants is influenced by the presence of legally trained fund managers.68 They observed a
statistically significant positive relation between the quality of a country’s laws and the
number of covenants pertaining to fund operation (such as the sale of fund interests,
restrictions on fund raising, and matters pertaining to public disclosure).69 Compared with the
same amount of improvement in the Legality index 70 among developed countries, such
improvement in the Legality index among developing countries leads to a greater probability
of including an extra covenant pertaining to fund operation.71 With respect to legally-trained
fund managers, a 20% increase of fund managers with legal training increases the probability
of additional covenants pertaining both to investment decisions (such as the size of any single
investment and co-investment) and types of investment (for different asset classes) by
approximately 10%. 72 Taken together, Cumming and Johan concluded that while law and
lawyers are both important, the presence of lawyers has a more economically significant
impact on the use of covenants than the legal environment itself.73
II.

OVERVIEW OF CURRENT REGULATORY FRAMEWORK FOR CHINESE HEDGE FUNDS
2.1

Alternative Forms for Hedge Funds in China Other than Sunshine Funds

Before proceeding further, it is worthwhile to point out that the so-called “sunshine
privately offered funds” are not the only way to structure hedge funds under the relevant
Chinese laws and regulations. The name “sunshine funds” typically refer to those funds
organized as trusts and managed by private investment advisory/management firms. In
addition to them, there are several other possible alternatives.
First, securities brokerage firms 74 and public fund management companies 75 can, upon
approval from the China Securities Regulatory Commission (“CSRC”), China’s securities
market watchdog, engage in the asset management business by pooling capital from high-end

Id. 539–41.
Id. at 537.
69
Id.
70
For the definition and derivation of the Legality index, see Daniel Berkowitz et al., Economic Development,
Legality, and the Transplant Effect, 47 EUROPEAN ECON. REV. 165 (2003).
71
Id. at 567.
72
Id. 568–69.
73
Id. at 571.
74
Zhengquan gongsi kehu zichan guanli yewu shixing banfa [Trial Implementation Measures for Client Asset
Management Business of Securities Companies] (promulgated by the CSRC, Dec. 18, 2003), LAWINFOCHINA,
available at http://www.lawinfochina.com; Zhengquan gongsi jihe zichan guanli yewu shishi xize (shixing)
[Detailed Rules for Implementation of Collective Asset Management Business of Securities Companies (for Trial
Implementation)] (promulgated by the CSRC, May 31, 2008), ST. COUNCIL GAZ. (P.R.C.).
75
Jijin guanli gongsi teding kehu zichan guanli yewu shidian banfa [Trial Measures for Public Fund
Management Companies to Engage in Asset Management Services for Specific Clients] (promulgated by the
CSRC, Aug. 25, 2011), LAWINFOCHINA, available at http://www.lawinfochina.com/display.aspx?lib=law&id
=8909; Jijin gongsi teding duoge kehu zichan guanli hetong neirong yu geshi zhunze [Guidelines on Content and
Format of Contracts for Public Fund Management Companies to Engage in Asset Management Services for
Specific Clients] (promulgated by the CSRC, Aug. 25, 2011), available at
http://www.csrc.gov.cn/pub/zjhpublic/G00306201/201109/t20110902_199420.htm.
67
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investors, and creating and managing their own investment funds.76 This being said, nothing
in the law prevents them from resorting to the four party cooperation model77 provided by
trust companies to form trust-like funds. 78 In such a case, they will act as the third-party
investment adviser to the trust fund.
Second, trust companies are also allowed to pool capital by creating “collective capital
trust plans” and attracting qualified investors to invest therein. 79 If a private investment
advisory/management firm asks a trust company to set up such a collective trust plan and to
appoint the firm as the investment adviser for the capital pooled thereunder, a sunshine hedge
fund can be so created. Of course, a trust company can also choose not to retain any thirdparty investment adviser and manage the fund relying wholly on its own expertise and skills.
The three major business models of trust-organized hedge funds are discussed in more detail
in Section 2.2, below.
Similarly, commercial banks can design various asset management plans and sell them to
various groups of their clients to pool funds.80 The pooled capital will then be managed and
invested as described in the asset management plan. For those plans that target high-risk assets,
and/or those that do not guarantee any fixed returns, banks may only pool funds from
investors with previous investing experience. 81 A common way for commercial banks to
conduct such business is through collaboration with trust companies:82 a bank entrusts the
funds pooled from its asset management plan to a trust company, which will manage and
invest the entrusted assets either on its own or by retaining third-party investment advisers. It
must be noted that such a trust is prohibited from investing in non-listed firms, should not be
designed as an open-end fund, and must have a term of at least one year.83
76
See Trial Implementation Measures for Client Asset Management Business of Securities Companies, supra
note 74, art. 11; Trial Measures for Public Fund Management Companies to Engage in Asset Management
Services for Specific Clients, supra note 75, arts. 7-8.
77
See infra Section 2.2 for further discussion.
78
Actually, because these funds are also organized as trusts, the Go-Goal database covers them. The primary
difference between these funds and sunshine funds is that the latter are managed by a private, independent
investment advisory/management firm, rather than a securities brokerage firm or a public fund management
company. However, because such difference is not captured in the Go-Goal database, the sample of sunshine
funds used in this paper was hand-collected from the original data in Go-Goal.com.
79
This was first allowed under Chinese law in 2002 by Xintuo touzi gongsi zijin xintuo guanli zanxing banfa
[Interim Measures for Administration of Capital Trust Established by Trust and Investment Companies]
(promulgated by the CBRC, June 13, 2002) LAWINFOCHINA, available at http://www.lawinfochina.com, which
were amended and replaced by Administrative Measures for Collective Capital Trusts Established by Trust
Companies, supra note 25.
80
Shangye yinhang geren licai yewu guanli zanxing banfa [Temporary Rules for Administration of Asset
Management Business for Individual Clients of Commercial Banks] (promulgated by the CBRC, Sep. 24, 2005)
LAWINFOCHINA, art. 10, available at http://www.lawinfochina.com.
81
The minimum subscription price for those asset management plans targeting investors with previous investing
experience should be RMB100,000. See Guanyu jinyibu guifan shangye yinhang geren licai yewu touzi guanli de
tongzhi [Notice on Regulating Investments Made Under the Asset Management Business for Individual Clients
of Commercial Banks] (promulgated by the CBRC, July 6, 2009), LAWINFOCHINA, art. 5, available at
http://www.lawinfochina.com.
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Shangye yinhang yu xintuo gongsi yewu hezuo zhiyin [Guidelines for Business Cooperation between
Commercial Banks and Trust Companies] (promulgated by the CBRC, Dec. 4, 2008), LAWINFOCHINA, available
at http://www.lawinfochina.com.
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See arts. 3-5, Guanyu guifan yinxin licai hezuo yewu youguan shixiang de tongzhi [Notice on Regulating
Several Issues Concerning Business Cooperation between Commercial Banks and Trust Companies]
(promulgated by the CBRC, Aug. 10, 2010), available at
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To be sure, a number of differences exist among the aforementioned types of “privately
offered funds” because of the nature of the financial institutions that raise and/or manage them.
For example, the minimum capital contribution required by law to participate in a privately
offered fund pooled and managed by a securities brokerage firm is RMB 50,000. 84 In
comparison, an investor must contribute at least RMB 1 million to participate in a fund pooled
by a trust company 85 or by a public fund management company. 86 However, securities
brokerage firms are not prohibited from raising their entry threshold to a higher level such as
RMB 1 million, 87 thus reducing the number of investors in the fund. Moreover, there are
certain investment restrictions on the collective investment funds pooled and managed by
established financial institutions, like securities brokerage firms and commercial banks, due to
the need for risk management and diversification. For instance, a securities-company-createdcollective-fund is subject to the so-called “double 10%” restrictions, namely, that the fund
shall not invest more than 10% of its assets in any single security, and shall not hold more
than 10% of the stock of any company.88 Such investment restrictions are not required by law
for trust funds, while trust companies can surely apply them in managing their funds if they
wish. Thus, the differences among various types of “privately offered funds” become nominal
in light of their inherent similarities. Essentially, they all can satisfy the four key
characteristics of hedge funds as set forth at the beginning of this article: they are pooled,
privately organized funds administered by professional investment managers; they are
targeted at only a limited number of investors, 89 and thus operate outside the onerous
securities regulation and disclosure requirements90 applicable to public offered funds.91
http://www.cbrc.gov.cn/chinese/home/jsp/docView.jsp?docID=201008120BD60A6611EE72C2FF98E47C97F3
6A00.
84
Trial Implementation Measures for Client Asset Management Business of Securities Companies, supra note 74,
art. 30.
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Trial Measures for Public Fund Management Companies to Engage in Asset Management Services for
Specific Clients, supra note 75, art. 9.
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In practice, securities brokerage firms actually do ask for a higher minimum capital contribution from the
investors in the funds they pool. For example, Baoding No. 1 Collective Asset Management Plan (raised and
managed by Shenyin Wanguo Securities) asks for a minimum capital contribution of RMB 1 million, as does
Zijin Strategic Picks Collective Asset Management Plan (raised and managed by Huatai Securities).
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Trial Implementation Measures for Client Asset Management Business of Securities Companies, supra note 74,
art. 37.
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To set up a collective asset management fund, a securities brokerage firm can only pool and manage the capital
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for Implementation of Collective Asset Management Business of Securities Companies (for Trial
Implementation), supra note 74, art. 6. As for collective asset management funds created by public fund
management firms, there cannot be more than 200 investors in a single fund. See Trial Measures for Public Fund
Management Companies to Engage in Asset Management Services for Specific Clients, supra note 75, art. 11. A
collective capital trust established by a trust company cannot have more than 50 natural person investors, but
there is no limit for institutional investors. See Administrative Measures for Collective Capital Trusts Established
by Trust Companies, supra note 25, art. 5.
90
Note that, this is so only to a relative extent, i.e., when compared to publicly offered funds. The
aforementioned collective funds do not totally escape regulation capture. For example, collective asset
management funds established by securities brokerage firms need to be registered with the CSRC (prior
registration). See Trial Implementation Measures for Client Asset Management Business of Securities
Companies, supra note 74, art. 21. Collective asset management funds established by public asset management
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registration). See Guidelines on Running the Business of Securities Investment Trusts by Trust Companies,
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This article only focuses on one particular type of hedge fund in China, the sunshine fund,
because among all of the types mentioned above, only sunshine funds are initiated and
managed by private, independent investment management firms whose sole or primary
business is to run collective securities investment funds. Trust companies have been involved
because private fund managers could not otherwise legally raise hedge funds from investors in
China before the LP form was officially allowed, and thus they needed a platform to legalize
this process. This offers an explanation of the origin of the name “sunshine funds,” as hedge
funds in China, which are otherwise illegitimate, are put under sunshine because of the
possibility that a trust form can be utilized.
As already mentioned in the introduction, the first LP-organized private securities
investment fund in China was created in March 2010. Although it is immediately obvious that
the LP form grants investors pass-through taxation benefits, its significance to China’s
alternative asset management industry goes far beyond that. In simple words, the LP form
provides a legally recognized vehicle that delivers the much needed contractual flexibility to
contain the compensation, distribution and exit mechanisms necessary to incentivize talented
fund managers to work hard for their investors. Comparatively, such high level of contractual
flexibility is not directly and fully offered by normal closed companies. Although the LP form
was made available in June 2007, when China’s amended Partnership Enterprise Law took
effect, 92 Chinese hedge funds industry only began to use this business form in 2010 because
Chinese law did not allow partnerships to open securities accounts until the end of 2009.93
Before that, even if a Chinese hedge fund was willing to adopt the LP form, it could still not
do business without a securities account. In comparison, because private equity funds only
invest in non-listed companies and do not need such accounts, China’s PE industry
enthusiastically welcomed the LP form and started to reap its benefits by using it to set up
new funds immediately after its birth,94 despite the fact that PE funds could also be organized
as companies95 or as trusts,96 similar to sunshine funds.

supra note 25, art. 11. Comparatively, setting up a publicly offered fund needs prior approval from the CSRC,
and the disclosure obligation is much broader and more onerous.
91
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Theoretically, the emergence of the LP form in China is undoubtedly good news for
private, independent fund managers, in that they can now set up on their own a private equity
or hedge fund as a limited partnership without having to resort to the trust platform offered by
trust companies. In practice, however, it is far too early to predict that the Chinese hedge fund
industry will soon shift toward this new business form. The governance structure of the very
first LP-organized private securities investment fund, named Yinhe Purun and managed by a
firm called Yinhe Fortune (Beijing) Asset Management Co., Ltd. (“Yinhe Fortune”),97 is still
substantially different from what is prevalent in the U.S. hedge fund business. According to an
anecdotal report, the partnership was formed by no more than 49 limited partners,98 each of
whom had to contribute at least RMB 300,000. Rather than a mere nominal portion of total
capital contribution, general partners were responsible for financing as much as half of the
partnership interests.99 Given the reported fund size of approximately RMB 300 million as of
inception, general partners should have contributed RMB 150 million into the fund.100 As
reported, such a large amount was paid not only by Yinhe Fortune, but also by institutions
with deeper pockets and acting as additional general partners.101 The fund has a term of only
one year and expects a fixed target return of around 7-8% for limited partners.102 It will be
forced into termination if its unit net asset value (“NAV”) is lower than 70% of the original
purchase price of its partnership units.103 Except for the fact that a partnership is used as its
business form, such a set of contractual arrangements is distinct in almost every way from that
of a U.S. hedge fund. The typical 2-20 compensation mechanism was abandoned because the
game here is no longer about betting on a fund manager’s personal superior skills. This is
understandable considering that the fund is the very first one raised in China using a LP as the
business form, and the fund manager does not have an established record for raising and
managing other hedge funds, nor a very deep pocket.104 As an asset management firm with
almost zero accumulated reputational capital and willing to set up its first and also China’s
first LP-type hedge fund, it might be necessary for Yinhe Fortune to take out substantial
capital contributions and secure fixed returns for limited partners in order to sufficiently
impress them and make the fundraising easier to accomplish. It thus remains to be seen what
kind of contractual arrangements will be used in subsequent LP funds, especially for those
with more established managers.
2.2

Hedge Funds Organized as Trusts: Structure and Business Models

As shown in figure 2.2, below, although taking the form of a trust, a typical Chinese hedge
fund trust engages a similar group of primary service providers as those included in figure
1.1.B. Because besides the investors, there are four parties (trust company, investment adviser,
securities company and custodian bank) that are also involved in setting up and running a
trust-organized hedge fund in China, such structure is also often called “four party
See Yinhe Fortune’s official website, available at http://www.yhzc.com.cn/html/.
See Zhao & Hu, supra note 18. In China, a limited partnership can have no more than 50 partners. Partnership
Enterprise Law, supra note 19, art. 61.
99
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100
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101
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known” within China’s asset management business until the establishment of Yinhe Purun. See Zhao & Hu,
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cooperation” model. The major notable difference between the two figures rests with the
multi-identities of the investment adviser, and its interaction with the trust company resulting
therefrom. Such interaction can be classified into three models in which hedge fund trusts can
choose to operate their business. Interestingly, the three models are named after the place
where they were invented and primarily implemented, namely, the Yunnan model, the
Shenzhen model, and the Shanghai model.
FIGURE 2.2: TYPICAL STRUCTURE FOR A CHINESE HEDGE FUND ORGANIZED AS A TRUST
Principals
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In the Yunnan model, the trust company does not engage a third-party investment adviser,
but rather uses its own professional team and acts as the de facto manager and adviser to
operate the fund.105 The most pronounced example of this model is a series of funds called
“China Dragon,” which were created and are managed by Yunnan Trust Corporation.106 At
present, there are altogether 22 trust funds under the name of China Dragon,107 the first of
which was established in August 2003,108 even earlier than the first sunshine fund that was
created in 2004.109 It is worth noting that although Yunnan is an inner province located in the
southwest of China, China Dragon’s performance is recognized even when compared to the
highest-profile sunshine funds located Shanghai and Shenzhen. 110 Note that because the
manager of the Yunnan model fund is the trust company itself, it is not classified, based on the
definitions in this article, as a sunshine fund, which only refers to those funds managed by
private investment advisory/management firms.
See Zhu Xiaomin & Ding Ding, 216%! Yunguotou zaichuang shenhua [216%! Another Legend of Yunnan
Trust Corporation], HEXUN, Mar. 12, 2008, available at http://funds.hexun.com/2008-03-12/104392658.html.
106
Id; see also http://www.chinadragonfunds.com/team.aspx. All four major fund managers for the China
Dragon series are from Yunnan Trust.
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Milestones, http://www.chinadragonfunds.com/Resume.aspx?Page=8.
109
See Zhang, supra note 23.
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The Shenzhen model is at present the most prevalent business model employed by
sunshine funds. The reason it is so named is that the two most representative trust companies
promoting such a model are Shenzhen International Trust and Investment Corporation
(“SZITIC”), and Ping An Trust Co., Ltd. (“Ping An”), which are both headquartered in
Shenzhen. 111 As mentioned in the introduction, the very first sunshine fund in China was
created in Shenzhen by SZITIC.112 The most distinctive feature of the Shenzhen model is that
the trust company retains a third-party investment adviser to act as the de facto manager of the
fund. The adviser will be responsible for establishing the investment strategy and creating a
desirable portfolio to invest in, while the trust company only carries out the investment order
from the adviser upon formally checking it. Thus, the trust company only serves as an asset
management platform and a financial service provider. 113 Compensation to the investment
adviser consists of two parts: a fixed fee based on total assets managed, plus a performancebased flexible fee referred to as “special trust interests,” in the contracts, as distinguished from
the “ordinary trust interests” – i.e. the returns enjoyed by the fund’s investors upon the trust
units they hold.114
The Shanghai model, represented by those funds created by Huabao Trust Co., Ltd.
(“Huabao”) and Shanghai International Trust and Investment Corporation (“SITICO”), is a
third business model employed by sunshine funds. Unlike the Shenzhen model, where all
investors bear the same level of risk, investors in the Shanghai model funds are classified into
a preferred class and a subordinated class (may also be called “ordinary class”). 115
Subordinated investors are almost always the investment advisers of the fund (and/or its
related or designated parties). 116 Subordinated investors are required to contribute a
significant portion of the total capital in a fund.117 Preferred investors/beneficiaries will enjoy
111
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jianguan youguan wenti de tongzhi [Notice of China Banking Regulatory Commission on Strengthening the
Supervision of the Structured Trust Business of Trust Companies], (promulgated by the CBRC, Feb. 5, 2010),
LAWINFOCHINA, available at http://www.lawinfochina.com, art. 1.
116
See Kong Peng, Shichanghua xintuo chanpin yeji gengjia [Market-Oriented Trust Products Show Better
Performance], XIN CAIFU [NEW FORTUNE], Oct. 17, 2008, available at
http://www.p5w.net/newfortune/qianyan/200810/t1952084.htm. It is worth noting that trust companies are
explicitly prohibited from acting as the subordinated class investors. See Notice of China Banking Regulatory
Commission on Strengthening the Supervision of the Structured Trust Business of Trust Companies, supra note
115, art. 7.
117
See Notice of China Banking Regulatory Commission on Strengthening the Supervision of the Structured
Trust Business of Trust Companies, supra note 115, art. 6 (requiring that “the proportion of investment from
subordinated class investors should not be set too low”). In practice, subordinated investors can contribute
between 40% - 60% of the total capital. See Wang Chao, Qianxi zhengquan touzixing jiegouhua xintuo simu
chanpin de shouyi fencheng moshi jiqi fengxian kongzhi [A Brief Analysis of the Return Distribution and Risk
Control of Structured Securities Investment Trust Funds], 8 ZHONGGUO SHANGJIE [BUSINESS CHINA] 3, 3 (2008),
available at http://wenku.baidu.com/view/8d32bf3b87c24028915fc3bc.html.
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a pre-determined fixed rate of return, usually 5% – 10%, which may be topped with some
extra flexible returns payable if the NAV as of termination is greater than a certain predetermined threshold.118 Once preferred investors are satisfied, subordinated investors share
what remains.119 If the fund loses money, it is only the investments from the subordinated
investors/beneficiaries that will suffer from the loss, so as to make sure that the preferred
investors/beneficiaries are still able to get the promised fixed return. To that end, subordinated
investors/beneficiaries bear the obligation to contribute new capital into the fund, which is
usually triggered by the NAV thereof falling under a certain precaution threshold.120 Since the
Shanghai model funds have two classes of investors/beneficiaries, which are very different
from each other in terms of risk and returns, they are also more often referred to as “structured
funds,” 121 whereas Shenzhen model funds are more often referred to as “unstructured
funds.”122 Looking back again at the contractual arrangements of Yinhe Purun, one may have
the feeling that the fund actually operates much like a structured trust under the Shanghai
model – the distinction between general and limited partners reflects the structural difference
between preferred and subordinated investors.
EMPIRICAL ANALYSIS OF TRUST CONTRACTS OF SUNSHINE FUNDS

III.
3.1

Sample and Data Collection

The sample used in this article consists of hand-collected contracts and explanations of the
trust plans of 139 sunshine fund trusts. Data collection began with Go-Goal’s Investment
Trusts Database. 123 Within this database, one can find basic information about the name,
inception date, trust term, trust company, prime broker, custodian, investment adviser, and
manager(s) of a trust fund, as well as more advanced information of these items, such as the
registered place of business of the investment adviser, curriculum vitae of the fund managers,
fees, targeted return (for structured funds), and even the volatility and Sharpe ratio of the
fund.124 Such more advanced information may not be updated or complete for every fund and
thus may require supplementation through further research. Go-Goal also provides real time
data on the latest unit net asset value and annualized return of the current year for all of the
funds in the database, as long as they are available.125 As of August 9, 2010, there were 1,230
See Wang, supra note 117; see also Zhang Yue, Woguo xintuo xing simu jijin sanzhong moshi de bijiao fenxi
[A Comparative Analysis of the Three Models of Organizing Privately-Offered Trust Funds in China], 23
XIANDAI SHANGYE [MODERN BUSINESS] 8, 8 (2010), available at
http://www.cqvip.com/Read/Read.aspx?id=34949103 for its published form [hereinafter Zhang, A Comparative
Analysis].
119
See Zhang, A Comparative Analysis, id.
120
See Notice of China Banking Regulatory Commission on Strengthening the Supervision of the Structured
Trust Business of Trust Companies, supra note 115, art. 6. To give examples from the sample of contracts I
collected, in the contract of a structured fund named “SITICO Sapphire – Hengda Tonghui,” subordinated class
investors need to put money into the fund as soon as the unit NAV falls under 95% of the starting value. The
trigger for another structured fund, namely, “SZITIC He Ying Structured,” is 90%.
121
For a complete definition of “structured trust business,” see Notice of China Banking Regulatory Commission
on Strengthening the Supervision of the Structured Trust Business of Trust Companies, supra note 115, art. 1;
see also Kong, supra note 116.
122
See Qin Liping, Shenzhen moshi vs. Shanghai moshi: Yangguang simu liang panghuang [Shenzhen Model vs.
Shanghai Model: Sunshine Funds’ Dilemma], DIYI CAIJING RIBAO [CHINA BUSINESS NEWS], July 4, 2009,
available at http://money.163.com/09/0704/03/5DBMCO1Q00253B0H.html.
123
See http://www.go-goal.com/inv_trust/basic/.
124
See http://www.go-goal.com/inv_trust/Achievement/.
125
See http://www.go-goal.com/inv_trust/basic/.
118
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private-offered securities investment funds organized as trusts on file in Go-Goal’s investment
trusts database.
To be sure, Go-Goal is not the only provider of data on Chinese private securities
investment trust funds. There are also some other websites, such as www.simuwang.com and
www.asimu.com. Compared to Go-Goal, the databases provided by these websites are
generally less comprehensive and complete, particularly with respect to the non-basic,
advanced information. That said, the most important reason that this study utilized Go-Goal
over these other websites is that Go-Goal also collects information for those funds that are
already terminated, 126 while such is not directly available from the other two websites. 127
Including terminated funds expands the time range of my sample, thus permitting the
consideration of certain changes that happened during different times and the extrapolation of
interesting conclusions therefrom. However, the major disadvantage of Go-Goal is that it
lacks effective filters to distinguish sunshine funds from those trust funds managed by
established financial institutions, like trust companies, securities brokerage firms, and public
fund management companies. As a result, one must manually count the sunshine funds to
determine their number and detailed breakdown thereof.
The total number of sunshine funds with clearly indentified investment adviser(s) in GoGoal’s database from February 20, 2004 to August 9, 2010 is 838. The 838 funds cover
privately-offered securities investment funds organized as trusts and managed by private
investment advisory/management firms. As said before, this number excludes the trust funds
managed solely by trust companies, securities brokerage firms, public fund management
companies, commercial banks, or subsidiaries thereof, and (to the extent I am aware of) those
funds pooled by banks and entrusted to trust companies via the “commercial bank – trust
company cooperation” business model. This number includes those funds where both private
investment adviser firms and established financial institutions (or subsidiaries thereof) are
involved in co-management, and those funds managed by private investment advisers that are
(whether separate or not) subsidiaries of industrial institutions and PE/VC firms but not
established financial institutions.
Several legal documents are required to set up a hedge fund trust. Beyond those entered
into between the trust company and various service providers of the fund, the law requires a
trust company to execute at least the following three documents with its fund investors: (a) the
trust contract; (b) explanations of trust plan; and (c) the risk statement for investors
subscribing into the fund.128 I went through the list of 838 funds one by one and attempted to
obtain the trust contract and/or explanations of trust plan for each fund. Since there is no legal
requirement to disclose these contracts/explanations, they are not public unless the relevant
parties to a trust fund voluntarily disclose them for various reasons. The contracts I was able
to obtain primarily come from websites of investment advisers and trust companies, and
certain online document collection websites (similar to www.onecle.com) that allow free
Go-Goal database offers four basic filters: structured funds, unstructured funds, terminated funds, and existing
funds. One can tick one or more of them to set the desired search.
127
The database offered by Simuwang.com does not allow users to directly search for terminated funds. As such,
it is not a very good choice to begin my research with, as I would not be able to know whether the database
covers both existing and terminated funds (which would be ideal), without first knowing which ones are already
terminated. With respect to Asimu.com, it offers a ranking system for existing funds based on their NAV and
annual performance, and users can choose funds they wish to invest in by reading the rank.
128
See Administrative Measures for Collective Capital Trusts Established by Trust Companies, supra note 25,
arts. 10 and 15.
126
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online reading but charge a download fee. These websites are particularly valuable in terms of
collecting those old contracts dated from 2004 to 2007.
In deciding whether to include a certain document in the sample, I focused on whether it
expresses the major important terms of the trust fund, rather than whether it is literally named
“trust contract.” There are a number of funds, for example some from Ping An, whose
contracts are merely standard documents with general terms, while all the deal-specific terms
and conditions are actually contained in the explanations of trust plans that are ancillary
agreements to the trust contracts. Furthermore, the fact that the sample contains trust
documents for 139 funds does not mean that every one of these documents contains all
important contractual terms. This is particularly true for those explanations of trust plans,
some of which do not provide, e.g., fee information or covenants. Nevertheless, they are
included because they contain information useful in other respects, and the study uses smaller
samples within the 139 funds when discussing certain contractual terms. Finally, it is
necessary to point out that the contracts in my sample are unexecuted documents. This makes
sense because, while it might be smart to publish unexecuted sample documents absent
mandatory disclosure requirements so that potential clients may access them and consider
investing, it is unwise to disclose confidential information, such as the identities of investors,
to people not affiliated with the fund. As such, I cannot fully exclude the possibility that
sample documents may have been amended when they are executed, especially when such
amendments are demanded by those investors contributing a large amount of capital.
3.2

Sample Coverage
TABLE 3.2.A: COMPARISON OF GO-GOAL DATABASE WITH MY SAMPLE*
My Sample

Go-Goal

Coverage

139

838

16.6%

Terminated

7

135

5.2%

In operation

132

703

18.8%

17

263

6.5%

122

575

21.2%

2

Not known**

Not known**

Number of Trust Companies

20

40

50.0%

Number of Investment Advisers***

74

347

21.3%

Total Number of Sunshine Funds

Structured (Shanghai Model)
Unstructured (Shenzhen Model)
Fund of funds (including trust of trusts)

* All numbers referring to funds are for sunshine funds.
** These numbers are not known for the whole Go-Goal database, as the information in such respects can only
be obtained if the trust contracts/explanations of trust plans of these funds can be obtained.
*** Among the 74 investment advisers, four are corporate investment arms belonging to industrial parent
companies, four also run overseas hedge funds in addition to onshore sunshine funds, and three advisers are
organized as limited partnerships.

As shown in table 3.2.A above, the sample includes approximately 16.6% of the sunshine
funds in Go-Goal’s database. In particular, the coverage for funds in operation is 18.8%, and
for unstructured (Shenzhen model) funds is 21.2%. The coverage of my sample is particularly
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low with respect to terminated funds, as well as structured (Shanghai model) funds. It is
reasonable that contracts for terminated funds are harder to find, because there is no reason
that investment advisers/trust companies should still keep them online after termination.129 In
fact, all of the legal documents for the seven terminated funds were found through several
online document collection websites instead of the official websites of trust companies and
investment adviser firms. Structured funds are easier to raise because they generally are of a
short term (normally one to two years) 130 and secure a fixed target return to investors; 131
therefore, the need to publicize the legal documents to attract potential investors might not be
as high as compared with unstructured funds.
One may question the potential selection bias of my sample, even though it is collected
from publically available data to the most extent possible. One may criticize that my sample
has included disproportionally more funds initiated and managed by those less-experienced
investment advisers with potentially thin client bases. Such investment advisers may be
located outside those big and/or rich cities, or young in terms of inception year, and thus are
particularly keen on publicizing their fund documents to enhance their reputation to better
compete with the well-located or more-experienced investment advisers and even attract
investors from such advisers. This is indeed a valid point; yet a comparison of my sample with
Go-Goal in terms of the location of investment advisers does not seem to lend much support
to such criticism. As shown in figure 3.2.B, below, the overwhelming majority of investment
advisers captured in my sample also come from big, rich municipalities and coastal areas,
while only some 5% of them are from inner provinces, which are generally considered as
comparatively less developed. With respect to investment advisers’ inception years, my
sample also shows wide coverage from 2000 to 2009. Figure 3.2.C, below, shows the
distribution of the inception years of the investment advisers included in my sample (based on
a sample of 68 out of 74 advisers). Comparing figure 3.2.C with figure 3.3.A (fund inception
years), below, both charts demonstrate a spike from 2006 to 2007, meaning that the bulk of
funds started to come into existence in that year. As such, it is reasonable that advisers formed
in recent years are more often covered in my sample, given that hedge funds are an emerging
business in China.

A trust company or an investment adviser may want to upload to its website a sample of a sunshine fund trust
contract, with the hope that a potential investor may want to invest in the fund upon opening the webpage and
reading the contract. However, it will not make much sense to keep the contract online once the fund is already
terminated. As such, it is much more difficult to find trust contracts for terminated funds than for funds in
operation.
130
For the 17 structured funds in my sample, four funds have a term of five years, one fund has a term of three
years, two funds have a term of two years, five funds have a term of 1.5 years, and also five funds have a term of
one year.
131
See supra note 118 and accompanying text.
129
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FIGURE 3.2.B: COMPARISON OF GO-GOAL DATABASE WITH MY SAMPLE IN TERMS OF ADVISER
LOCATION
Location of Investment Advisers
Go-Goal

My Sample
43.2%

39.8%

27.0%
22.5%
19.3%
16.2%
13.0%
8.1%

Beijing

Shanghai

Shenzhen

South-Eastern
Coast Areas

5.5% 5.4%

Inner Land

FIGURE 3.2.C: INVESTMENT ADVISERS’ YEAR OF INCEPTION

3.3

Descriptive Statistics

An interesting point arises if one looks at figure 3.3.A together with table 3.2.A. As shown
in table 3.2.A, my sample only covers two funds of sunshine funds. Since I collected my data
from public resources, it is difficult to control the types of funds when the data depends on
availability. However, the actual number of funds of sunshine funds should be much bigger
because in July 2009, China Securities Depository and Clearing Corporation Limited, the
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holder and manager of all securities brokerage accounts in China, suspended the approval of
all new account opening applications by trust companies for securities investment trusts,
based on the “concerns that the imprudent behavior of some trust companies may harm the
reform of the system for new shares offering.”132 Presently, this suspension is still in place.133
Since a sunshine fund can only run its business with a securities account, it is reasonable to
predict that, given such suspension, the number of funds established during the past year
should be significantly reduced. However, this is not supported by empirical data, as
according to the statistics of Simuwang.com, a total of 481 sunshine funds were created for
the whole year of 2010, exceeding the number of funds created in 2009. This poses an
interesting question - how did these new funds come into being despite the regulatory obstacle?
According to anecdotal reports, newly created sunshine funds in the year of 2010 either
managed to buy and use those old accounts previously opened by trust companies hoping that
they will be lucky enough to not be detected by regulatory authorities,134 or, more cleverly,
they started to organize as trusts of trusts (“ToT”, or trust of funds, “ToF”), investing in other
securities investment trust funds. Organizing as a ToT does not require a securities brokerage
account, as the trust units of other trust funds are not publicly listed securities.135 SZITIC was
the first trust company to start the ToT business.136 According to the database provided by
132
See Guanyun xintuo gongsi xintuo chanpin zhuanyong zhengquan zhanghu youguan shixiang fengxian tishi
de tongzhi [Notice on the Risks Related to Certain Issues of Securities Accounts for the Trust Products of Trust
Companies] (promulgated by the CBRC, Aug. 18, 2009), available at http://www.yanglee.com/flfg/2010/4/1
9/13524.html. To be more precise, because every trust product can open a securities account, and a trust
company can have many trust products under its name, some trust companies are abusing this by opening a lot of
securities accounts to participate in IPO allotments. This is done to enhance the success rate of subscribing for
new shares. See Ma Yufeng et al., Zhengjianhui yaoqiu xintuo zanting kaihu: fangfan duokai zhanghu daxin
[CSRC Suspends New Account Opening by Trusts: To Guard Against Participating in IPO Allotments with
Multi-Accounts], MEIRI JINGJI XINWEN [NATIONAL BUSINESS DAILY], July 14, 2009,
http://bank.jrj.com.cn/2009/07/1407055498665.shtml.
133
The suspension of opening securities accounts for trust funds came out of “an oral notice from the CSRC to
China Securities Depository and Clearing Corporation Limited” in July 2009; however, more than a year later,
there is now no indication of when it will resume. See Liu Zhaoqiong & Zhao Juan, Simu de “diren” [“Enemies”
of Sunshine Funds], JINGJI GUANCHA BAO [THE ECONOMIC OBSERVER], Nov 1, 2010, available at
http://www.eeo.com.cn/finance/funds/2010/10/31/184399.shtml. There have been rumors that the suspension
would be lifted upon checking and cleaning up the current securities investment trust accounts, as well as upon
the promulgation of a new regulation by the CBRC targeted at the issue of trust companies opening securities
accounts. This new regulation would prohibit trust companies from splitting one fund for the purposes of
opening multiple accounts and from re-using accounts left by liquidated funds for new funds. See Cheng Zhiyun
& Zhao Juan, Zhengquan touzi xintuo chongqi kaihu; yangguang simu canzao wushang [Opening of Securities
Investment Trust Accounts May Be Soon Resumed; Sunshine Funds However Remain Hurt], JINGJI GUANCHA
BAO [THE ECONOMIC OBSERVER], Sept. 13, 2009, available at
http://www.eeo.com.cn/finance/banking/2009/09/13/151234.shtml.
134
See Zhang Huiyu, Yangguang simu xintuo zhanghu qiyue gaoji: mailuqian qibu 150 wan [Shortage of
Sunshine Fund Trusts (Securities) Accounts in July: At Least 1.5 Million to Buy One], LICAI ZHOUBAO [MONEY
WEEK], July 4, 2011, http://finance.ifeng.com/fund/smjj/20110704/4221735.shtml. There runs a regulatory risk
for investment advisers to buy old securities accounts from trust companies, in that trust companies must cancel
and clean up the opened but un-used accounts, and are, in fact, prohibited from re-using the liquidated but not yet
canceled accounts. See Notice on the Risks Related to Certain Issues of Securities Accounts for the Trust
Products of Trust Companies, supra note 132.
135
Huang Ting, Simu ToT chanpin shichang chuju chuxing: xinxi pilu butouming cheng yinhuan [ToTs Emerging
as a Scaled Business: Lack of Disclosure Could Be a Possible Concern], DIYI CAIJING RIBAO [FIRST FINANCIAL
DAILY], July 17, 2009, http://news.hexun.com/2010-07-17/124279881.html.
136
Note that, although SZITIC was the first trust company to start a ToT business within the sense of sunshine
funds, the idea was created and implemented earlier by Donghai Securities, a securities brokerage firm, in its
collective asset management business. See Dong Xing, Huarun xintuo jijiang tuichu zhongguo shouzhi

- 31 -

Simuwang.com, 16 sunshine funds were set up as ToTs for the entire year 2010. 137
Alternatively, some newly incepted sunshine funds are identified as having a “double layer”
structure: they first use a trust platform to raise capital from investors, and then the trust will
invest as a limited partner in a limited partnership, which is created and managed by a
sunshine fund management company as the general partner thereof. It is the limited
partnership that will be directly engaged in the securities investment business. Because limited
partnerships are now able to open securities accounts, such trust-in-LP structure then solves
the account opening suspension problem which would trouble the traditional trust-based
sunshine funds. Moreover, since a trust can contain a larger number of investors (maximum
50 natural persons, no limitation for institutions)138 than a limited partnership (maximum 49
investors),139 having a trust as a limited partner can also help to broaden the investor base of a
classic LP-based fund. 140 Apparently, ToTs and trust-in-LPs are notable new trends of
development for Chinese hedge funds, and it would be interesting to observe their
sustainability in China relative to the classic LP-organized funds in future research.
FIGURE 3.3.A: SUNSHINE FUND INCEPTION YEARS

* For the year 2010, data ended as of August 9, 2010.

“tuofubao” ToF [SZITIC to Launch the Very First ToF], HEXUN, Sept. 15, 2009, http://funds.hexun.com/200909-16/121112374.html.
137
This number would increase to 36, if including those private securities investment trust funds managed by
established financial institutions, such as trust companies and securities brokerage firms, etc.
138
See Administrative Measures for Collective Capital Trusts Established by Trust Companies, supra note 25, art.
5.
139
Ye Defeng, Yangguang simu nengfou jiedao “xintuo hehuo zhi” baituo faxing kunju? [Can sunshine funds get
over the new fund creation difficulty by making use of the trust-in-LP structure?], YICAI, Mar. 18, 2011,
http://www.yicai.com/news/2011/03/710888.html.
140
Id.
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TABLE 3.3.B: DISTRIBUTION OF TRUST COMPANIES IN MY SAMPLE
City (Province) / Location

Number of Trust Companies

Number of Funds

Beijing

4

13

Shanghai

2

3

Shenzhen

2

53

Chongqing / Southwest

1

2

Guangdong Province / Southeast

1

3

Fujian Province / Southeast

1

5

Heilongjiang Province / Northeast

1

8

Henan Province / Middle

1

1

Inner Mongolia / North

1

1

Shandong Province / Northeast

1

9

Shaanxi Province / Northwest

3

35

Sichuan Province / Southwest

1

2

Zhejiang Province / East

1

4

TABLE 3.3.C: TRUST COMPANIES IN TERMS OF NUMBER OF FUNDS CREATED
(AS OF AUGUST 9, 2010)
Number of
Funds in
My Sample

Number of
Funds in
Go-Goal

Number of
Structured Funds
in Go-Goal

Percentage of
Structured
Funds

Number of
Terminated Funds
in Go-Goal

45

168

19

11.3%

18

ZRITC
(Heilongjiang)

7

128

12

9.4%

37

CITIC (Beijing)

9

118

38

32.2%

1

SITICO (Shanghai)

1

101

97

96.0%

75

SITIC (Shandong)

9

85

47

55.3%

14

FOTIC (Beijing)

2

84

42

50.0%

16

Ping An (Shenzhen)

9

79

2

2.5%

4

Huabao (Shanghai)

2

51

38

74.5%

20

32

39

9

23.1%

1

XMITC (Fujian)

5

31

3

9.7%

2

CCITIC (Beijing)

1

31

18

58.1%

22

SZITIC (Shenzhen)

SITI (Shaanxi)
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XITIC (Shaanxi)

1

25

16

64.0%

6

CRTrust (Sichuan)

2

15

6

40.0%

7

BJITIC (Beijing)

1

18

1

5.6%

0

Guangdong Finance
Trust (Guangdong)

3

11

1

9.1%

1

Western Trust
(Shaanxi)

2

9

2

22.2%

1

New Times Trust
(Inner Mongolia)

1

8

3

37.5%

4

ZTTrust (Zhejiang)

4

7

0

0.0%

3

CQITIC
(Chongqing)

2

7

1

14.3%

3

BRITC (Henan)

1

3

2

66.7%

0

Looking at table 3.3.B and table 3.3.C together may generate some interesting findings.
First, it can be easily identified from table 3.3.C that there are obvious concentrations of
unstructured funds in Shenzhen (SZITIC and Ping An) and structured funds in Shanghai
(SITICO and Huabao), respectively, despite the fact that all trust companies maintain a
mixture of both business models to different extents.141 Only 11.3% of SZITIC’s funds and
2.5% of Ping An’s funds are structured, while 4% of SITICO’s funds and 25.5% of Huabao’s
funds are unstructured. The underrepresentation of structured funds in the sample is most
pronounced for SITICO, where only one out of its 101 funds is covered in the sample. Again,
this is not surprising, given that the legal documents for structured funds are harder to find due
to the reasons discussed above, especially when the funds are already terminated.
Second, the funds located in Shenzhen and Shaanxi Province are highly concentrated. Out
of the 54 funds from Shenzhen, 45 are contributed by SZITIC, and out of the 35 funds from
Shaanxi Province, 32 are contributed by Shaanxi International Trust and Investment
Corporation (“SITI”). The concentration found in the Shenzhen market is relatively
straightforward, as SZITIC was the inventor and very first implementer of trust-organized
hedge funds in China and has been known as the “base of the Shenzhen business model” ever
since. As a matter of fact, SZITIC is the undisputed leader in China’s hedge funds industry
because it has the largest number of sunshine trust funds under its name. Although smaller
than Shanghai and Beijing in geographical and population size, Shenzhen is fourth largest
economy among all of China’s big and medium sized cities, with a GDP that is comparable to

ZTTrust (Zhejiang Province) is exceptional. All of its seven funds were created in October and November
2007, and it does not have any other sunshine funds according to Go-Goal’s record. As such, the fact that it does
not have any structured funds under its name is more likely due to the fact that the trust company does not
actively engage in the sunshine funds business any longer after 2007, rather than an intentional focus on
promoting unstructured funds.
141
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a middle-sized Chinese province.142 Shenzhen is also known for its spirit of innovation,143
especially for economic and financial development. Therefore, it is not surprising that it has
managed to develop a cluster of hedge funds, which is also well represented in my sample.
SITI’s dominance is also relatively straightforward. My sample contains 32 of all 39 funds
created by SITI, representing a very high rate of coverage. SITI funds have such a high rate of
coverage because SITI is the only listed trust company among all trust companies that
engages in the business of creating and managing securities investment trust funds. As a
public company, SITI discloses a set of legal documents of the trusts it created on its website,
where I accessed the explanations of trust plans for the 32 funds.
A very important reason for Chinese hedge funds to base themselves upon trusts is that
trust companies, which are almost always state-owned financial institution and enjoy
established reputations, can advertise and sell hedge funds trust units to investors144 much
more easily and effectively than private investment advisory firms. That said, a trust company
can only advertise and sell trust products within the province where it is registered, and must
report and file with the local China Banking Regulatory Commission (“CBRC”) if it wants to
advertise and sell trust products in other provinces.145 Therefore, investment advisers prefer to
set up hedge funds with those trust companies located in richer and more developed provinces,
since the likelihood of quickly attracting high-quality investors is higher in these places. It is
thus interesting to find that, compared with the location distribution of investment advisers, as
shown in figure 3.2.C above, trust companies do not appear to exhibit a similar level of heavy
concentration in developed and rich areas as investment adviser firms. Certain trust companies,
like ZRITIC (Heilongjiang), SITI (Shaanxi), CRTrust (Sichuan), and New Times Trust (Inner
Mongolia), have surprisingly more funds under their names than one would presume based on
their location. After all, these places are all located in China’s inland and are by no means
outstanding either in terms of economic development or financial innovation. It cannot be the
case that the investment advisers serving on these funds are predominantly from the same
province where the trust company runs its business, as there are simply not so many advisers
located in these provinces (the total number of inland registered investment advisers in the
whole Go-Goal database is only 20). Instead, they must have created most of the funds by
attracting investment advisers from outside their own provinces.
The question then is how did such trust companies attract investment advisers. One may
argue that it is because these trust companies provide good services. However, their services
are not likely to be so good as to compensate for the disadvantages associated with locating in
less developed areas. Given that a hedge fund is purely a money-play business, it needs a
142
See Information Office of Shenzhen People’s Government, Shenzhen Overview, SZ.GOV.CN,
http://www.sz.gov.cn/cn/zjsz/szgl/201107/t20110712_1675687.htm (briefly summarizing the comprehensive
competitiveness of Shenzhen’s economy).
143
Shenzhen was No. 1 on Forbes’s 2010 Rank of Most Innovative Cities in China. See
http://www.forbeschina.com/list/776.
144
A trust company can surely advertise the trust plans created under its name, provided that it does not do so by
directing its advertisement toward the general public or through public means. For example, it can place
introductory brochures at its place of business, but advertising through public media such as newspapers, radio,
or television is not allowed. See Administrative Measures for Collective Capital Trusts Established by Trust
Companies, supra note 25, art. 8. However, it can be difficult in practice to decide if a particular behavior should
be allowed or not, e.g., sending group messages to potential clients.
145
Administrative Measures for Collective Capital Trusts Established by Trust Companies, supra note 25, art. 7.
More precisely, the report and filing procedures must be done at the local CBRC authorities both in its own
province and the province where it plans to advertise and sell trust products.
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cluster of either good brains (experienced and skilled fund managers) or good money (wealthy,
risk-tolerate investors) to develop in the first place. For a service provider located in a city or
province that does not possess the inherent advantage to attract either good brains or good
money, it may outperform its counterparts located in those places with such inherent
advantage only if it can exhibit the innovation desired by the hedge fund managers. Thus, it
can grow into a good service provider as a result of improving its service quality while
accumulating more and more experience by serving a lot of funds. This is exactly the route
followed by SZITIC and SITICO as the first movers of the Shenzhen and Shanghai models of
business, respectively. 146 It is hardly convincing that a not-so-well-located and lessestablished trust company can manage to attract a good number of funds purely by providing
them with even-better services than those trust companies already with better location and
more experience.
A more credible explanation to this question is actually quite straightforward and practical.
As mentioned before, a brokerage account is needed in order to trade in China’s securities
market. Before the lift of the ban on partnerships’ opening securities accounts in China, there
was no better platform on which to base a hedge fund than a trust. As such, the most
fundamental attractiveness of a trust company to an investment adviser is that it can open
securities brokerage accounts based on the trust product contracts in its hands.147 While new
investment advisers are always being incorporated, the number of trust companies is relatively
fixed,148 therefore there is only limited opportunity to work with well-known trust companies
like SZITIC. Moreover, the potential dark side of those high-profile trust companies is that
they are more prone to being targeted by potential regulatory intervention. In comparison,
regulatory authorities arguably have less incentive to interfere with trust companies in less
developed inner lands, as the number of sunshine funds created within their jurisdiction is still
too small to trigger serious worries. In this sense, the likelihood of a sunshine fund being
targeted by regulatory authorities149 is lower in less developed areas, meaning that it can be
146
It was SITICO that first created and applied the “structured model” (i.e., the Shanghai model) in setting up
trusts. See http://www.sitico.com.cn/Sitico/all_info.jsp?id=13, which provides a brief introduction of SITICO.
147
Guanyu xintuo touzi gongsi kaishe xintuo zhuanyong zhengquan zhanghu he xintuo zhuanyong zijin zhanghu
youguan wenti de tongzhi [Notice on the Relevant Issues Concerning Trust and Investment Companies Opening
Trust Exclusive Securities Accounts and Capital Accounts] (jointly promulgated by the CSRC and CBRC, Sept.
10, 2004), available at http://www.cbrc.gov.cn/chinese/home/jsp/docView.jsp?docID=1085.
148
As financial institutions, trust companies are subject to the supervision of the CBRC. A trust company can
only be incorporated upon the approval of the CBRC and must obtain a “Financial License.” The same approval
is needed when a trust company wants to change its business scope or open branch offices. See arts. 7, 11, and 12,
Xintuo gongsi guanli banfa [Measures for Administration of Trust Companies] (promulgated by the CBRC on
Jan. 23, 2007), LAWINFOCHINA, available at http://www.lawinfochina.com.
149
Note that, a trust company does not have to obtain prior regulatory approval in order to set up a new sunshine
trust fund. It is, however, required to report to and file with the local CBRC the necessary trust fund documents
within 10 working days after the fund’s inception. See Guidelines on Running the Business of Securities
Investment Trusts by Trust Companies, supra note 25, art. 11. This said, prior review and approval is needed if a
trust company wants to open a securities brokerage account to hold securities and engage secondary market
trading. See Measures for Administration of Securities Registration and Clearing, supra note 93. In this sense,
regulatory authorities can easily kill a fund by refusing to give it an account. However, given the suspension on
new securities accounts opening after July 2009, it is now impossible to open new accounts for trust funds
anyway. As such, many investment advisers ended up buying the previously-opened securities accounts from
trust companies to set up new sunshine funds. As already mentioned earlier in this section, such practice is not
lawful. As one might imagine, if someday the relevant Chinese regulatory authorities decide to investigate into
such irregular practice, the likelihood for them to target those high-profile trust companies in richer provinces
would be much higher, because these trust companies tend to have a larger number of sunshine funds under their
names, meaning that the probability of discovering wrong doing will be higher.
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somehow easier and safer to establish a fund with the trust companies there. As such, and
because the trust platform and securities trading accounts are needed regardless, investment
advisers, particularly those newly-formed, less-experienced ones, may have to turn to nonfirst-class trust companies even if they are located in less developed parts of China.
Another important type of descriptive data is fund size. Such information, however, is
very hard to find, as most of the investment advisers avoid disclosing to the public any
information about the amount of money under management, while others only say a vague
number aggregating all of their funds. Therefore, the data is mostly the expected size as stated
in the trust contracts/explanations of trust plans, instead of the actual size as of fund inception.
Similarly, funds are equally (if not more) unwilling to publicize information regarding the
number of investors contributing capital. Therefore, it is impossible to know the proportion of
institutional investors versus individual investors in each of the funds. Nevertheless, figure
3.3.D below presents the distribution of sizes of the funds in my sample, as a reference. It can
be said that, at least according to this chart, sunshine funds in China are still quite small in
size.
FIGURE 3.3.D: SIZE OF FUNDS INCLUDED IN MY SAMPLE

Compared to private equity funds, hedge funds can have a perpetual term,150 and investors
can get in and out of the fund periodically on those days the funds are open for redemption.151
That said, most sunshine funds (90 out of 138) in China chose to have a fixed term, and the
funds having unlimited term are mostly from SZITIC. Though not a big issue, adopting a
fixed fund term is perhaps a safer strategy for new market players testing the water of the
hedge fund business, so that potential risks will be contained in one fund for a relatively short
period of time. If the fund runs well, parties can always choose to renew the term or transfer
the fund into a perpetual one.
Jonathan Bevilacqua, Convergence and Divergence: Blurring the Lines between Hedge Funds and Private
Equity Funds, 54 BUFF. L. REV. 251, 260 (2006).
151
See George O. Aragon, Share Restrictions and Asset Pricing: Evidence from the Hedge Fund Industry, 83 J.
FIN. ECON. 33, 36 (2007).
150
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FIGURE 3.3.E: TERM OF FUNDS INCLUDED IN MY SAMPLE*
Term of Sunshine Funds (N=138)
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* Among the total 139 funds, the fund term of one fund, namely, SZITIC Kaibao No. 1, was not known.

3.4

Covenants

Having examined general features such as fund inception years, distribution of hosting
trust companies, and fund sizes, I structured this article to focus on contractual terms of
sunshine funds, beginning with the covenants. Before proceeding, I must make two points.
First, the covenants discussed in this section do not refer only to those written explicitly under
the “covenants section” of the contracts. Due to their higher level of liquidity, hedge funds
tend to present a less complex set of issues regarding covenants and entitlement of
compensation in comparison to private equity funds. 152 Therefore, it is likely that the
covenants’ section of a contract would consist of only a few explicit investment restrictions,
while other more subtle, implicit covenants would be scattered throughout the contract and
interwoven with other relevant terms. As a result, a limited approach might leave important
covenants out of consideration. Instead, I take a broader approach to examine restrictive
covenants by reviewing each of the contracts as a whole. Second, in grouping the covenants
that appeared in sunshine funds, I primarily follow the classification in Cumming and Johan’s
2006 paper because their sample included contracts from non-common law countries. 153
Presumably, their classification should be more suitable for the purposes of this article, which
deals with Chinese hedge fund contracts, than that of Gompers and Lerner (1996), which was
based solely on U.S. contracts. 154 Needless to say, I made necessary modifications and

See Stephanie Breslow, Address at the New York City Bar Association Conference: Issues in Structuring
Ownership and Compensation Arrangements for Private Investment Fund Managers – Hedge Funds (May 2006)
(on file with author).
153
Cumming & Johan, supra note 66, at 539.
154
Gompers & Lerner, supra note 52, at 477.
152
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adaptations to the five categories to make them more suitable for the Chinese hedge fund
context.
3.4.1

Covenants on the Authority of Fund Manager Regarding Investment
Decisions

While the hedge fund business is essentially a bet on fund managers’ personal skills and
expertise in making good investment decisions, such a game should not be left totally
unchecked for the purposes of preventing fund manager opportunism. In terms of investment
decisions, this means that sometimes fund managers might have to honor certain percentage
limitations on investment size. They may also be obligated to pay dividends to investors
periodically, rather than letting the capital gains be automatically included into NAV for
reinvestments, at the expense of risking investors’ profits.
a. Restrictions on Investment Size

Although Chinese law does not specify mandatory limitations on the size of investments
by trust funds created by trust companies,155 investment size is the most frequently used type
of restriction among all covenant categories. Out of the contracts of 60 sunshine funds that
explicitly provide information on restrictive covenants (usually in a separate section named
“Investment Restrictions”), there is no single contract granting 100% freedom to its
investment adviser in this respect, although some variations do exist in terms of the
approaches used to that end, as shown in table 3.4.1.A below.
TABLE 3.4.1.A: RESTRICTIONS ON INVESTMENT SIZE (N=60)
Restrictions on size of investments in any single security (e.g., stock, fund,
convertible notes, etc.)

Number of
Funds

Prescribed percentage restriction to be set aside if the consent of trust company is
obtained

24

Not more than certain percentage of the capital (total or outstanding) of the invested
company

51

Not more than certain percentage of the capital (total or outstanding) of the invested
company. To this end, the other investments by the funds under the management of
the same investment adviser shall also be counted

2

Not more than certain percentage of the capital (total or outstanding) of the invested
company. To this end, the other investments by the trust funds under the
management of the same trust company shall also be counted

10

Not more than certain percentage of the total trust assets

60

Not more than certain percentage of the portfolio containing the security

7

155
Chinese law only requires that a structured trust fund not invest more than 20% of the fund’s total assets into
the shares of one company. Other than that, it does not set forth any other explicit restrictions on investment size
by trust funds. See Notice of China Banking Regulatory Commission on Strengthening the Supervision of the
Structured Trust Business of Trust Companies, supra note 115, art. 9.
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b. Covenants on Dividend Payouts
While restrictions on reinvestments are very important to private equity funds, this issue is
not so crucial in the hedge fund context. Note that, hedge funds open periodically for
subscription and redemption, e.g., once a month, once a quarter, or once a year, unlike PE
funds that restrict capital withdrawals for several years once invested. If a hedge fund makes
money while the fund manager does not want to pay dividends, investors can simply ask to
redeem their investments on an open day at the then-higher NAV and leave the fund. The only
difference is that, in most cases, the leaving investor bears a redemption fee, while dividends
are received without a fee. Table 3.4.1.B below summarizes the various solutions to the
dividend payout issue as found in 84 sunshine funds.
TABLE 3.4.1.B: COVENANTS ON DIVIDEND PAYOUT
How should a decision on dividend payout be made? (N=84)

Number of Funds

Dividends must be paid at pre-determined frequency and amount

3

Dividends must be paid at pre-determined frequency and amount, but only
subordinated investors can get dividends (for structured funds)

3

Sole decision of the investment adviser on whether to pay dividends or not

2

Joint decision of investment adviser and trust company on whether to pay
dividends or not

55

Sole decision of the trust company on whether to pay dividends or not
No dividend

9
12

Forms of dividend (N=74)
More trust units

42

More trust units, unless investors ask for cash dividends in advance

19

Cash or more trust units

12

Cash only

1

It can be seen from the table above that in 66 of the 84 contracts, the decision on whether
to pay out a dividend is at the discretion of the investment adviser and/or the trust company.
Investors are far more likely to get more trust units instead of getting paid cash. The table thus
confirms the perception that a dividend payout is not a big deal in the hedge fund context.
That said, one should also recognize that dividend payments can serve as a good signaling
mechanism for investment advisers and/or trust companies to show their confidence in
maintaining the funds’ profitability, thus effectively enhancing their reputation among
investors. Decisions to pay out dividends from time to time despite the absence of contractual
obligation to do so can help keep the investor base at a reasonably stable size, because,
otherwise, investors may soon seek to have their trust units redeemed due to impatience or
disappointment. Relative to the practice of the past years, more sunshine funds paid dividends
in 2009, recognizing the importance of keeping their investors after experiencing the dramatic
plummet of Chinese stock market in 2008.156 For practical reasons, a dividend payout also
Zhang Ning, Biaogong huikui xinqie: yangguang simu fenhong [Reward for Reputation: Many Sunshine
Funds Pay Out Dividends], ZHENGQUAN SHIBAO [SECURITIES TIMES], Jan. 18, 2010, available at

156
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serves as a tool to adjust funds’ NAV at times when investment advisers and/or trust
companies consider appropriate, e.g., to restore the trust unit price to its starting value at the
beginning of every year for the ease of calculation.
3.4.2

Covenants on Fund Manager’s Capital Contributions

Under this category, I will discuss one very important and unique feature of Chinese
hedge funds contracts: a capital contribution by the investment adviser, the de facto manager
of a sunshine fund. To be sure, a general partner contribution is not a novel idea per se. In
order to demonstrate that its interests are aligned with those of the limited partners, a general
partner normally needs to contribute into the fund and thereby share in the good and bad times
with limited partners. Without this covenant in place, the general partner will be less
disciplined by the possible negative returns and risk, and may carelessly squander other
people’s money because the general partner has nothing to lose. The amount of contribution is
usually 1-5% in private equity industry, depending on fund sizes and business focuses,157 and
practitioners have submitted that the level for hedge funds is usually 1% or even less.158 The
general partner’s contribution is generally no more than a slight percentage of the total fund
assets because running a hedge fund is a risky business.159 An excessive share of capital by
the general partner will backfire because fund managers may behave in a risk-averse manner
and make overly conservative investment decisions. Rather, the combination of nominal
capital contribution (1%) and substantial profit sharing (20%) encourages fund managers to
take necessary risks in exchange for higher returns than other conservative investment
vehicles, such as mutual funds.
TABLE 3.4.2: CAPITAL CONTRIBUTIONS AND HOLDING BY INVESTMENT ADVISER (N=70)160
Capital Contribution by the investment adviser as of fund inception (N=34)
Minimum contribution required for qualified investors in the fund161
Greater than the minimum contribution required for qualified investors, but
less than 10% of total fund assets162

Number of Funds
18
2

http://news.stockstar.com/info/darticle.aspx?id=JL,20100118,00001378 [hereinafter, Zhang, Reward for
Reputation].
157
DAVID TOLL, PRIVATE EQUITY PARTNERSHIP TERMS AND CONDITIONS 31 (2d ed. 2001).
158
See Friedman, supra note 33; see also Breslow, supra note 152.
159
See MCCAHERY & VERMEULEN, supra note 14, at 186 (pointing out that “[i]nvestments of pooled investment
vehicles (, such as private equity, hedge funds and venture capital,) are characterized by high expected returns
and high risks.”).
160
All numbers in table 3.4.2 are for unstructured funds. Structured funds are left out of consideration because,
although they always require investment advisers (as subordinated class investors) to contribute and keep on
holding a significant portion of the total assets of the fund, see supra note 117 and accompanying text. The
purpose of doing so is to secure the fixed target return for their preferred investors. Therefore, they are not really
comparable to the typical U.S.-style hedge funds.
161
The minimum investment legally required to participate in a fund pooled by a trust company is RMB 1
million, unless the trust contract prescribes for a higher amount. See Administrative Measures for Collective
Capital Trusts Established by Trust Companies, supra note 25. An initial contribution clause requiring
investment advisers to pay the minimum capital contribution required for other qualified investors in the fund is
generally reasonable. It would normally result in the percentage of investment adviser’s capital contribution
being less than 10% (in most cases 2%), if the calculation is determined by taking the minimum total capital
required to set up the fund as the total fund assets.
162
For those funds that require the investment adviser to pay/hold a fixed, upfront contribution which is more
than the minimum capital contribution required for qualified investors in the fund, I calculated the percentage of
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10% of total fund assets

12

Greater than 10% of total fund assets

2

Minimum holding by the investment adviser during the fund term (N=55)
Less than 10% of total fund assets

7

10% of total fund assets

45

10% of total fund assets for the first few years of the fund

2

Greater than 10% of total fund assets

1

Percentage of incentive fees (if any) to be transferred into trust units upon each
NAV day if the investment adviser holds less than the minimum holding
(N=48)
10% of incentive fees

12

20% of incentive fees

7

30% of incentive fees

1

50% of incentive fees

25

No limitation, until the minimum holding is reached

3

Percentage of incentive fees (if any) to be transferred into trust units, regardless
if the investment adviser holds less or more than the minimum holding (N=10)
50% of incentive fees, but only applicable for the first year of the fund’s
inception

8

15% of incentive fees, but investment adviser has full discretion over how
and when to dispose of the trust units transferred from incentive fees

1

100% of incentive fees, but investment adviser can, at discretion, ask the fund
to redeem such trust units transferred from incentive fees

1

Table 3.4.2, above, presents a picture of the contractual arrangements in Chinese sunshine
funds contracts dealing with the issues of investment adviser capital contribution and holding.
The difference is straightforward. Instead of a nominal contribution and holding of around 1%,
the prevailing industry practice in China seems to be 10%, at least according to the table
above. Investment advisers can make their capital contributions in two ways. They can
contribute upon the inception of a fund, or by transferring their incentive fees gradually until
the required minimum holding is reached. A 10% capital contribution requirement would
seem too excessive relative to the 20% profit sharing mechanism, which would dampen
investment advisers’ incentives to take risks and over-perform. Note that, in order to satisfy
such high capital contribution threshold, investment advisers may need to put a very
significant portion of their personal wealth into the fund. If they manage to make good
investments and bring in profits for the fund, they can only increase their personal wealth to a
rather limited extent (10% capital contribution for 20% profit, compared with 1% capital
contribution for 20% profit). However, if the fund underperforms, the fund managers get
investment adviser’s capital contribution/holding versus the total fund assets by treating the minimum total
capital required to set up the fund as the total fund assets.
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severely penalized as they lose a lot of their assets and will also find it difficult to raise
follow-on funds. 163 Unfortunately, the number of funds requiring such excessive capital
contribution is not small.
Although the second method of capital contribution does not require the investment
adviser to contribute all of the required capital upfront, it is still unfavorable because the
requirement cuts into their incentive fees. After all, it might take some time before the
investment adviser achieves the 10% threshold. This said, investment advisers arguably would
prefer the second method to the first one, as they do not have to pay the whole capital
contribution entirely from their own pockets. In other words, they are not made unduly riskaverse from the very beginning, and can still pursue an aggressive investment strategy to
impress their investors at relatively low cost. In this sense, the second alternative better aligns
the incentives of the investors and investment advisers. Among the contracts/explanations of
trust plans of all the 70 unstructured funds that provide information on the issue of investment
adviser capital contribution and holding, 26 contracts are from SZITIC, and it is worth noting
that all 26 contracts have followed the second method. Arguably, this perhaps explains
SZITIC’s success in China’s hedge fund industry: investment advisers are willing to choose
SZITIC because their terms appear more reasonable from the adviser’s point of view, and
such reasonableness is delivered with certainty.
A more important question under this topic is why a much higher level of capital
contribution from investment advisers emerged in China in the first place. This mechanism
was not in the trust contract of PureHeart, the very first Chinese hedge fund created by Mr.
Zhao Danyang on the trust platform provided by SZITIC in 2004. Instead, the contract of
PureHeart looked quite like a typical U.S. hedge fund in important respects, such as the 20%
flexible performance fee. So if the whole industry in China was started by transplanting an
already well-tested business model, why do we now observe such a crucial difference in
practice with respect to capital contribution and holding by investment advisers (general
partners)? Three important reasons, in my opinion, provide possible answers to this question.
a. Concerns of Chinese Investors
One has to bear in mind that China has a civil law history. In such a country, statutes tend
to be considered more serious than contractual terms in the sense that people believe that
default legal provisions are more reliable than contractual arrangements, even when the
former are often too rigid, formal and sometimes outdated, while the latter are carefully
tailored to suit the specific business needs of the parties. A typical example to illustrate this
point is the minimum capital requirement for setting up a company. Though a long abandoned
idea in common law countries like the U.S. and United Kingdom, Chinese people still seem to
attach a lot of importance to the requirement and the amount of registered capital is often
directly associated with the quality of a company.164 A high capital contribution number on a
company’s registry documents gives its investors and creditors some “sense of security” about

THOMAS MEYER & PIERRE-YVES MATHONET, BEYOND THE J-CURVE: MANAGING A PORTFOLIO OF VENTURE
CAPITAL AND PRIVATE EQUITY FUNDS 34 (2005).
164
Liu Yongguang, Riben gongsi ziben zhidu gaige de lifa shijian jiqi dui woguo de qishi [Reform of Company
Capital System Legislation in Japan and What Can We Learn From It], (1) FASHANG YANJIU [STUDIES IN LAW
AND BUSINESS] 30, 31-32 (2004).
163
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the money they are going to inject into company;165 while a company with only nominal
registered capital is very likely to be perceived as a paper sham. 166 As a matter of fact,
minimum capital requirement is also very often referred to by lawmakers in setting out
qualifications for the relevant market players.167 For example, in order to be retained by a trust
company as a third-party adviser for its trust funds, an investment management company or
partnership must have at least RMB 10 million paid up capital;168 as for a trust company, the
law requires for at least RMB 300 million registered capital, which must be already fully paid
up.169
By the same token, investors in China may find it hard to accept when a fund manager is
going to use their money at his discretion and share one-fifth of what they are going to earn,
while the manager only contributes a nominal amount relative to what investors have invested.
In some sense, this could also sound like a sham. Comparatively, a 10% capital contribution
will better bind the adviser, and the business will look more serious in the eyes of investors.
Given that the idea of hedge funds is still so novel, and that the whole scheme is based on
contracts, the requirement that investment adviser contributes at least 10% of the fund’s total
assets serves as a quasi-legal mechanism to provide the needed sense of security to investors.
This argument echoes the thesis of a paper by Professors Lerner and Schoar in 2005.170 They
found that, in a private equity investment context, transactions in low enforcement and civil
law nations tend to use common stock and debt, and rely on more rigid yet straightforward
mechanisms such as equity and board control to monitor portfolio companies, instead of
convertible preferred stock, which is more flexible yet more contractual in nature, as seen in
common law countries.171 Similarly, the higher investment adviser contribution requirement
used in the Chinese hedge fund contract context serves as a more rigid and straightforward
mechanism to make up for the general unfamiliarity and uncertainty of Chinese investors
towards the new business, reflecting of the civil law culture in China.

Zhou Yu, Ziben xinyong shenhua de zhongjie [The End of the Capital Credit Legend], (2) DONGSHIHUI
[DIRECTORS & BOARDS] 88, 88 (2006), available at http://finance.sina.com.cn/g/20060207/18252323393.shtml.
166
Id. Around the end of the 1980s, China witnessed a wave of new company establishments. Because there
lacked legal authority to regulate corporations (Chinese company law first came into being only in 1993), many
sham companies were set up without capital in them, and many abusive and fraudulent business activities were
found to be associated with these companies. It was against this background that Chinese company law was
enacted, with relatively high registered capital requirements. See Jin Jianfeng, Gongsi renge fouren lilun jiqi zai
woguo de shijian [The Theory of Disregard of Corporate Personality and its Implementation in China], 2
ZHONGGUO FAXUE [CHINA LEGAL SCIENCE] 118, 122-123 (2005). As such, it is quite likely that a company with
only nominal registered capital may leave people with the impression that it is a paper sham.
167
Many laws and regulations in China, as long as they involve setting out the qualifications for certain market
players (e.g., what qualifications must be met in order to be able to engage in certain business), include
requirements for the minimum capital in a company. In these cases, the default minimum capital requirements as
set out in Chinese Company Law are no longer applicable. See Zhonghua renmin gongheguo gongsi fa
[Company Law of the People’s Republic of China] (promulgated by the Nat’l People’s Cong., Dec. 29, 1993)
(amended Dec. 25, 1999, Aug. 28, 2004, and Oct. 27, 2005), LAWINFOCHINA, available at
http://www.lawinfochina.com, arts. 26 and 81. For a tip-of-the-iceberg picture of the different minimum capital
requirements for companies in various lines of business, see
http://www.investsjs.gov.cn/a/service/touziliucheng/1355.html.
168
See Guidelines on Running the Business of Securities Investment Trusts by Trust Companies, supra note 25,
art. 22.
169
See Measures for Administration of Trust Companies, supra note 148, art. 10.
170
Josh Lerner & Antoinette Schoar, Does Legal Enforcement Affect Financial Transactions? The Contractual
Channel in Private Equity, 120 Q.J. ECON. 223 (2005).
171
Id. at 223.
165
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b. Liability Concerns of Trust Companies
If an investment adviser underperforms and the sunshine fund under its management loses
money, the reputation of the trust company will also be negatively affected because the fund
is created and operated under its name. From a formal point of view, a trust company is the
one signing the trust contract directly with the investors, while the investment adviser is
standing one step back being the third-party service provider retained by the trust company
through an advisory service agreement. As such, a trust company would have the incentive to
preserve its reputation as a reliable market player. It need to have some reliable mechanisms
to ensure that if the investment adviser fails to bring in good returns for a sunshine fund,
disgruntled investors of that fund will not make its life too difficult. With a high investment
adviser capital contribution at the outset, the investors may feel that their losses are at least
partially shared by the person who caused the losses. Otherwise, annoyed investors will first
blame the trust company for not installing a mechanism to hold the investment adviser
accountable, and liability on the part of trust company may even be triggered. In this sense, it
is understandable that most trust companies have included this requirement in their contracts,
despite the incentive-dampening effect it is likely to have on investment advisers.
c. Legal Restrictions
A recent regulation, namely, Guidelines on Running the Business of Securities Investment
Trusts by Trust Companies, which took effect in February 2009,172 permitted trust companies
to charge management fees and performance-based compensation by virtue of running
securities investment trusts business. However, performance-based compensation can only be
paid as of the termination of a trust, provided that the trust has been profitable.173 Furthermore,
the fees incurred as a result of retaining third-party investment advisers should only be paid
out of the management fees and performance-based compensation charged by the trust
company from investors.174 This means that the investment adviser will have problems getting
its incentive fees on a regular basis, as the trust company cannot get its performance-based
compensation until the fund’s termination in the first place. However, if the investment
adviser contributes a higher level of capital into a fund and thus gets more trust units in return,
such regulatory restriction can be circumvented by paying dividends or “special trust interests”
from time to time to the investment adviser based on its holding of trust units. In this respect,
a higher level of capital contribution by the adviser as seen in many sunshine funds contracts
is even necessary under the current Chinese regulatory framework. This issue will be
discussed in more detail in Section 3.5.
3.4.3

Covenants on Types of Investment

This category of covenants serves to limit investment advisers specifically with respect to
certain risky securities. Within the sunshine funds context, I identify two important types of
covenants under this category, namely, restriction on types of investment and the decision
power on expanding investment scope of a fund. Findings on the two types of covenants are
summarized and presented in the two tables below.
Guidelines on Running the Business of Securities Investment Trusts by Trust Companies, supra note 25.
Id. art. 18.
174
Id. art. 21.
172
173
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TABLE 3.4.3.A: COVENANTS ON TYPES OF INVESTMENT (N=60)
Covenants

Number of Funds

Restrictions on investing in stocks that forecast future loss
Not allowed at all
Not allowed until the company’s performance is officially published
Certain percentage restriction applies until the company’s performance is
officially published
Allowed, if jointly agreed by the trust company and investment adviser
Restrictions on investing in special treatment (“ST”) stocks and/or other
securities issued by ST companies
Not allowed at all
Allowed but with certain percentage restrictions
Allowed, if agreed by the trust company
Default percentage restrictions to be forfeited if approved by the investors
of the trust
Restriction on investing in derivatives (e.g., warrants)
Not allowed at all
Not allowed to actively buy in derivatives on secondary markets
Allowed but with certain percentage restrictions
Allowed plus certain percentage restrictions if approved by the investors of
the trust
Restrictions on engaging in short selling/margin trading
Not allowed at all
Allowed, if approved by the investors of the trust
Allowed, if agreed by the trust company
Restrictions on investing in ChiNext175 stocks
Allowed but with certain percentage restrictions
Restrictions on investing in the securities of related parties176
Not allowed to invest in securities of the trust company as well as the
related parties thereof
Not allowed to invest in securities of the companies that are related parties
of the investment adviser
Not allowed to engage in non-arms length transactions among other funds
as managed by the same trust company and/or the investment adviser
Not allowed to invest in those securities that may involve personal interests
of the trust company and the investment adviser, and the managers thereof
Restrictions on investing in an exchange-traded fund (“ETF”)
Only trade ETF within an exchange

4
5
18
1

30
11
24
2

5
2
19
1

22
3
23
2
18
6
1
1

3

ChiNext is specially tailored to list those enterprises engaged in independent innovation and other growing
venture enterprises. It was only officially launched on Oct. 23, 2009. See Samuel Shen & Fion Li, China
launches second board for start-ups, REUTERS, Oct. 23, 2009, available at
http://www.reuters.comarticle/2009/10/23/chinext-launch-idUSSHA27095520091023.
176
Note that the law does not generally prohibit related party transactions by trust companies, provided that they
are carried out with fair market price and reported to the CBRC in advance on a transaction-by-transaction basis.
See Measures for Administration of Trust Companies, supra note 148, art. 35.
175

- 46 -

Obligation to invest certain percent of trust assets in securities with at least
“neutral” or “hold” rating

5

TABLE 3.4.3.B: DECISIONS NEEDED TO BROADEN INVESTMENT SCOPE (N=110)
How can a decision of investment scope expansion be made?

Number of
Funds

Investment scope not changeable
All of the principals’ consent must be sought
Half of the principals need to approve

1
2
13

Sole decision by trust company but consent of investment adviser should be sought
Sole decision by trust company provided that advance notice is made on its website

11
2

Joint consultation and decision by the trust company and investment adviser
Sole decision by investment adviser, once the trust company permits it to do so
Sole decision by investment adviser

75
4
2

In particular, Cumming and Johan’s 2006 paper finds that private equity funds in civil law
countries are more likely to have covenants pertaining to the types of investment than private
equity funds in common law countries. 177 Since no research was presented regarding
covenants in hedge fund partnership contracts, I cannot say whether their conclusion is also
true within the hedge fund context by comparing the covenants from the two systems.
However, one may have the impression from looking at the covenants summarized in the
above two Tables that investment advisers have limited freedom in terms of the types of
investments they can make. Hedge funds in developed countries usually advertise themselves
as being able to make use of a wide range of sophisticated financial instruments and
transactions for the purposes of delivering absolute returns. Apparently, Chinese hedge funds
are far more limited in that regard. In essence, they are still at the stage of being “stock trading
funds” rather than real “hedge funds.” This being said, the current cautious approach of
allowing only limited types of investment is however understandable and even worthwhile,
given that the Chinese capital market is a huge laboratory itself where many new things are
still to be tested.
It is important to note one particular point about the data presented above. Despite some
variations, it is apparent that the trust company plays quite a role in terms of deciding what
kind of investments are to be made or not, as well as whether to allow the investment scope
expansion. As already mentioned above, a trust company is more like a service provider than
a de facto fund manager for the sunshine funds created under its name.178 Decisions regarding
which securities to invest in, at what price to buy in or sell out, and the number to be bought
in or sold out, are all made by the investment adviser and contained in a document called the
“investment plan.” A trust company normally is there only to conduct a formality check upon
the investment plan before executing it. It is a “formality check” in that the trust company will
only refuse to carry out the investment plan if the recommendations contained in the
investment plan involve investments violating the relevant legal requirements or contractual
stipulations in the trust contract, or when exogenous reasons make it impossible to trade a
stock as of the time of the investment plan, e.g., when that stock is suspended from trading
177
178

Cumming & Johan, supra note 66, at 571.
See supra note 113 and the accompanying text.
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during preparations for periodic reporting. Thus, the trust company is not there to judge
whether the specific investment decisions made by the adviser in the investment plan, i.e.,
those regarding how, when and at what price to dispose of certain securities, are good or
bad.179 That said, a trust company does retain an important right allowing it to have a say over
issues on a more general level, such as what kind of securities can a fund invest in and what
kind of transactions can a fund engage in. As can be seen from the two Tables above, if an
investment adviser wants to invest in risky assets, such as special treatment stocks or warrants,
or deploy risky trading strategies, such as short selling, or want to have a more liberal
investment scope, it is most likely that the adviser has to ask for the trust company’s
permission. Therefore, compared with a manager in a classic hedge fund partnership, an
investment adviser to a Chinese sunshine fund enjoys most but not full discretion in making
investment decisions, and there are times that the trust company may interfere, mostly on
formal and general issues. Again, the reason here relates to the liability concern of trust
companies. Since their reputation and interests are on the line if the investments in risky assets
lead to investors’ losses, they have the incentive to retain the power of deciding whether to
allow their advisers to do so in the first place.
3.4.4

Covenants on Fund Operation

This category of covenants covers those issues regarding the general management and
operation of a sunshine fund. Some covenants shown in the table below can also fall under the
previous sub-category of investment types. Table 3.4.4 below provides a summary of the
usage of this kind of covenants in 60 sunshine funds contracts that explicitly provide
information on restrictive covenants (usually in a separate section named “Investment
Restrictions”). To avoid misunderstanding, I excluded covenants that deal with those
restrictions already expressly stipulated in the relevant statutes.180
TABLE 3.4.4: COVENANTS ON FUND OPERATION ISSUES (N=60)*
Covenants

Number of
Funds

Not to invest the trust assets in a way that unlimited liability might be incurred

7

Not to invest the trust assets in companies that might be convicted of violating laws and
regulations

2

Not to invest all trust assets in order to keep certain liquidity

8

Not to buy any securities within certain days181 before the expiration of fund term

4

Not to buy any securities whose applicable lock-in period falls after the expiration of the

4

Summarized based on contracts in my sample. See also id.
For example, there are eight funds in my sample prohibiting using the trust assets to extend loans or attach
any encumbrance thereon. Such a covenant, however, is not included in table 3.4.4 because there is an explicit
statutory provision saying that trust companies shall refrain from using the trust assets for purposes other than
ones stipulated in the trust contract, nor should they use trust assets to provide collateral for others. See Measures
for Administration of Trust Companies, supra note 148, art. 34.
181
Such time limits are: Western Trust Cheng Nuo No.1: 14 trading days; Western Trust Mingyuan Bakelai; 14
trading days; BJITIC Tong Wei Value Increase: 15 trading days; and FOTIC Ying Rong Da No. 1: 5 trading
days.
179
180
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fund term
Not to operate the fund with borrowed debt

5

* Sample size is 60 because there are 60 sunshine funds contracts that explicitly provide information on
restrictive covenants (usually in a separate section named “Investment Restrictions”). The numbers do not add up
to 60 because some contracts simply do not touch upon certain covenants under this type in their “Investment
Restrictions” section.

3.4.5

Limitation of Investment Adviser’s Power

The last category of covenants is also unique to Chinese hedge funds. Essentially, these
covenants deal with a situation where an investment adviser will lose all of its power and the
trust company will take over. This could happen both in the case of a particular security in a
fund’s portfolio, and in the case of the fund as a whole. The happening of the latter will
directly lead to the termination of the sunshine fund. The right of a trust company to dispose
securities in a fund without consulting the investment adviser is called the “special transaction
right.” To be sure, this section does not lend itself to talking about the general circumstances
in which a trust company has the right to terminate a sunshine fund. After all, technically it is
the trust company and not the investment adviser who creates a sunshine fund; it follows that
the trust company will also have a termination right. There can be a set of such circumstances
where the termination will simply be a natural and logical outcome thereof. For example, the
trust company can terminate a fund when all the beneficiaries (i.e., investors) decide so; when
the core managers of the investment adviser leave and there is no one else to replace them;
when the investment adviser cooperates with other trust companies to launch similar trust
funds without obtaining prior consent of the current trust company; or when the fund is so
under-subscribed that its NAV is lower than a defined minimum amount for a certain period
of time.
TABLE 3.4.5: TRUST COMPANIES’ SPECIAL TRANSACTION RIGHT (N=112)
Triggers of the Special Transaction Right

Number of Funds

Trust company has reason to believe that certain securities should not
be held and thus sells them

75

If the unit value of trust assets falls under certain threshold,182 then trust
company has the right to sell all trust assets to cash out. The trust will
be terminated as a result:

66

50%

28

60%

3

70%

21

182
Note that although a trust company should impose certain appropriate “alert thresholds” depending on the
nature of a trust fund and the market trends, and also diligently keep track of the market on a daily basis, it is not
a mandatory statutory requirement to also have a “loss-stopping threshold.” A “loss-stopping threshold” entitles
the trust company to sell trust assets and stop losses for a trust fund. Whether to include a “loss-stopping
threshold” clause is left to the discretion of the business parties, and if they do agree on the clause in the trust
contract, the trust company should take action accordingly. See Guidelines on Running the Business of Securities
Investment Trusts by Trust Companies, supra note 25, art. 14. This said, Chinese law makes it mandatory that
trust companies impose “loss-stopping thresholds” for structured trust funds, so as to limit losses for preferred
class investors. See Notice of China Banking Regulatory Commission on Strengthening the Supervision of the
Structured Trust Business of Trust Companies, supra note 115, art. 9.
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80%

2

>80%

9183

Percentage not specified

3

For the purpose of keeping enough cash for redemption and liquidity
needs of the fund, and to the extent that cash needs are satisfied

8

Value of any stock in the portfolio falls under certain threshold, then
sell that stock:

5

60%

1

70%

4

The situations listed table 3.4.5 above, however, are of a different nature. In these cases,
the decision of the trust company to sell a security or even to terminate a fund by selling all of
the securities therein is a substantive one. The first category of triggers allows a trust company
to sell certain securities if it has reason to believe that they should not be held. It encompasses,
for example, the right of a trust company to sell a security when the investment adviser (or
together with its related parties) holds more than 5% of that stock. However, this is not the
real point of the special transaction right embodied in this trigger, as selling the stock to make
its holding fall back under 5% is merely for legal compliance purposes, otherwise a disclosure
will have to be made.184 Rather, it deals more with the situation when, for example, the market
falls 3% in one day or 8% accumulatively for two consecutive days, or the value of the any
stock falls under 90% of its initial cost, or trading volume of any stock doubles for two
consecutive days.185 Upon the occurrence of any of these listed scenarios, the trust company
will be alerted and ready take further actions, if necessary. It is no longer bound by the
decisions of the investment adviser any more, even if it chooses to consult with the investment
adviser first about the possible solutions. It can directly decide to sell the concerned security
to stop further losses, even if the adviser wants to keep it for a longer period.
As to the second category of triggers, selling thresholds (i.e., loss-stopping thresholds)
higher than 80% of the original NAV are mostly found within structured, as opposed to
unstructured, fund contracts. The selling threshold for structured fund contracts is generally
higher because investment advisers need to meet the fixed target return for their preferred
class of investors, thus leading to a more acute need to limit loss than for unstructured fund
contracts. Moreover, there is normally also a “capital add-in threshold” to serve as the firststep buffer before the selling threshold is reached. Therefore, a structured fund will only be
terminated if the subordinated investors are not willing to contribute new capital into the fund
to make up for the loss, and the fund’s NAV keeps falling toward the selling threshold. In any
case, cashing out all securities and terminating a fund is a substantive right of the trust
company leading to a serious outcome, as it deprives the investment adviser of the chance to
reverse the losses by changing its strategy and trying again.
This includes eight structured funds.
If an investor’s holdings reach 5% of the issued shares of a listed company, a disclosure must be made within
three days. See art. 13, Shangshi gongsi shougou guanli banfa [Regulations on the Takeover of Listed
Companies] (promulgated by the CSRC, July 31, 2006) (amended Aug. 27, 2008), LAWINFOCHINA, available at
http://www.lawinfochina.com.
185
These circumstances are expressly stipulated in SZITIC trust contracts, and the trust company may, upon the
occurrence of such circumstances, exercise its special transaction right to sell a stock without consulting the
investment adviser. Trust contracts from other trust companies have similar stipulations of such circumstances.
183
184
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It is not hard to understand why so many trust companies choose to retain the special
transaction rights. As the party signing the trust contract with investors directly, a trust
company bears more risk than the investment adviser of becoming the target of a lawsuit if the
fund’s losses make investors unhappy. In this sense, the existence of a special transaction
rights can serve as a liability exemption or reduction disclaimer against the accusation that
“the trust company has failed to fulfill its duty to monitor the investment adviser and stop
losses.”186 Such disclaimer, although effectively limiting the potential liabilities that may be
charged upon trust companies, comes at the cost of sacrificing investment advisers’ decision
power in very important circumstances. In this sense, trust companies are not merely playing
the role of transaction executors, but also the role of substantive decision makers in Chinese
hedge funds. As long as trust companies are providing investment advisers with the trust
platform on which to base sunshine funds, it is not likely for them to give up their special
transaction rights. Industry practitioners thus would be curiously anticipating the prospective
development of limited-partnership-organized hedge funds, especially in terms of their
potential to overcome the inherent shortcomings (such as special transaction rights) of trustorganized ones.
3.5

Compensation

Since sunshine funds are based on trusts, the compensation mechanisms in their contracts
also have some unique aspects to reflect this fact. In simple words, the fixed and flexible fees
paid by investors of a fund are shared between the investment adviser and the trust company,
with the former taking a larger portion. The following two Tables summarize some important
features of compensation mechanisms of 82 sunshine funds in my sample that provided
information on fees and compensation.
TABLE 3.5.A: FEE LEVELS OF SUNSHINE FUNDS (N=82)*
Flexible Fees:

Fixed Fees:

Investment Adviser
/ Trust Company

Number
of Funds

Combination = 20%

67

Investment***
Adviser

Fixed Fees:
Number Trust Company***
of Funds

Number
of Funds

0%

11 0.50%

4

12% / 8%

1

0.25%

24 0.75%

1

15% / 5%

3

0.30%

1 0.90%

1

16% / 4%

1

0.40%

2 1.00%

32

Fixed amount + extra 1% if
NAV is greater than 100% of
its original value
17% / 3%

37

0.50%

12 1.15%

1

1

17.5% / 1.5%

1

0.75%

5 1.25%

6

18% / 2%

3

1%

2 1.30%

7

Such an accusation was raised by investors in a lawsuit against SZITIC, as a result of the huge losses (more
than 60%) of Xinpeng No. 1, a sunshine fund created under its name. See Dan Youwei, Huarun xintuo yu kehu
duibu gongtang: cheng Xinpeng 1 qi bucunzai qizha [SZITIC Responded on the Lawsuit Brought by Its Clients:
We Did Not Defraud on Xinpeng Trust Contract], SHANGHAI ZHENGQUAN BAO [SHANGHAI SECURITIES NEWS],
Dec. 22, 2009, available at http://news.hexun.com/2009-12-22/122110286.html.
186
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18.5% / 1.5%

20% / 0%

4

1.50%

2 1.30% if fund size as of
inception is not greater than
100 million + 1% for the
portion exceeding 100 million
if the fund size as of inception
is over 100 million

1

17

1.50%

12

Combination > 20%

5

1.70%

1

19% / 3%**

1

1.75%

1

20% / 2%

2

2%

1

30% / 0%

1

35% / 0%

1

* The numbers in the table might not add up to 82 because in some cases, the specific proportion of split is not
given.
** This proportion is only applicable during the first year of the fund. Afterwards, the proportion is changed into
17%/3%. See the contract of SZITIC Hengda Tonghui No.1.
*** The two columns of fixed fees should be read separately from each other. They are sorted from low to high
under each column, but the numbers in the same row are not related to each other, e.g., the 0% and 0.5% in the
first row does not mean a 0%/5% split of fixed fees between adviser and trust company.

TABLE 3.5.B: USAGE OF HIGH WATER MARK (N=78)
Usage of High Water Mark

Number
of Funds

Typical high water mark, with hurdle rate

2

Typical high water mark, no hurdle rate

65

Hurdle rate, no high water mark

3

Revised or no high water mark, no hurdle rate

8

Difference between the NAV of the compensation payment day and the purchase price
of trust units

2

Flexible fees paid yearly, based on the difference of the NAV of year end between the
NAV of year beginning

1

Difference between the NAV of the current compensation payment day and the NAV of
the last payment day

1

Highest historical NAV during the past 12 months

4

Similar to the typical hedge fund industry practice, the performance-based flexible fees in
Chinese sunshine funds also largely cluster at 20%. However, what is different is that the 20%
needs to be split between the investment adviser and the trust company, and the most
frequently seen proportion of such a split is 17% to the investment adviser and 3% to the trust
company. Fixed management fees are also split; however, if adding the investment adviser’s
portion with the trust company’s portion, the sum does not cluster at 2%. As shown in table
3.5.A above, the level of fixed management fees charged by trust companies is generally at a
higher level than that charged by investment advisers. The usage of a high water mark is also
identified as a prevalent practice among sunshine funds. A high water mark is defined in most
contracts as the highest historical NAV; it has been used in a few contracts with twists to this
meaning to make the conditions of compensation payouts less stringent, as shown in table
3.5.B above.
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As already mentioned in Section 3.4.2, a regulation that took effect in February 2009
introduced into the industry some very strange legal requirements. According to that
regulation, performance-based compensation can only be paid as of the termination of a trust
provided that the trust remains profitable. 187 Furthermore, the fees incurred as a result of
retaining third-party investment advisers should only be paid out of the management fees and
performance-based compensation charged by the trust company from investors. 188 Such
requirements might be well-meant. For example, it may be that the regulatory authorities do
not want investors to bear the obligation of paying sunshine funds managers (trust company
and investment adviser) on a periodic basis, when the NAV of these funds can be so
volatile 189 that, in the end, investors will only earn nominal returns compared to the
accumulated amount of fees they have paid out. They may also have gotten the inspiration
from the compensation mechanism of private equity funds, which normally require general
partners to return part or all of the capital committed or invested by limited partners before
they can share the 20% carried interests.190
Moreover, it is interesting to note that certain changes have been evolving among hedge
funds as a result of the shock to the industry brought about by the 2008 financial crisis.
According to Job Search Digest’s 2010 Hedge Fund Compensation Report, many funds are
contemplating a new form of partnership with their LPs in exchange for money being locked
in for a longer period of time.191 For this purpose, they will, among other things, charge the
incentive fee in two or three-year rolling cycles as opposed to the current norm of annual or
semi-annual payment. In this respect, the hedge fund industry’s compensation structure is also
partially converging toward that of the private equity industry.192
Although making perfect sense within a private equity context where long-horizon
investments and lack of liquidity are the norm, the arrangement that carried interest is only
payable upon the investors’ recoupment of their contributed capital might not be an ideal
solution to incentivizing hedge funds managers. Hedge fund incentive fees are often viewed
as having option-like characteristics. 193 Incentive fees are earned when the fund’s
performance exceeds a high-water mark, which is analogous to a call option with the highwater mark as the strike price. Managers are incentivized to work hard and keep the fund
value above the high-water mark in order to assure that their incentive options will finish in
the money.194 However, if they can only exercise their options at the end of the game, but not
periodically throughout the life of the fund, their incentives are dampened. Opportunistic fund
managers may fail to manage their funds diligently until they approach the end of their terms.
For example, if they lose money during a certain period, they may feel a less urgent need to
See supra note 173 and the accompanying text.
See supra note 174 and the accompanying text.
189
Indeed, it has been submitted that Chinese hedge funds in general still lack the ability to maintain a relatively
stable level of high returns. Rather, their NAV curves are quite volatile, which is also a result of the high
volatility of the Chinese stock market. See Zhang, Reward for Reputation, supra note 156.
190
TOLL, supra note 157, at 51.
191
Job Search Digest, The 2010 Hedge Fund Compensation Report 11 (2010) (on file with author).
192
Id.
193
See, e.g., Carl Ackermann et al., The Performance of Hedge Funds: Risk, Return and Incentives, 54 J. OF FIN.
833, 840 (1999); see also William N. Goetzmann et al., supra note 35, at 1687; James E. Hodder & Jens Carsten
Jackwerth, Incentive Contracts and Hedge Fund Management, 42 J. FIN. & QUANTITATIVE ANALYSIS 811, 812
(2007).
194
Hodder & Jackwerth, supra note 193.
187
188
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adjust their trading strategy to stop the losses and recoup some of their losses as soon as
possible, as they will not be rewarded even if they indeed manage to make money for the next
period and there is enough time to try out before the end of fund term anyway. Alternatively,
they could choose to comfortably maintain a conservative trading strategy so that they can
secure a modest compensation at the termination. Either way, it is unlikely that fund managers
will constantly exert their best efforts to maximize the net asset value when running the fund.
This is apparently not in the best interest of the investors. Different from private equity, the
primary focus of hedge funds on active short term trading of public securities requires fund
managers to actively monitor the market and work consistently to trade in and out; otherwise
many money-making or loss-stopping opportunities may be missed in the blink of an eye. In
this respect, the one-time-at-termination compensation system may work poorly despite its
well-meant intention.
Regardless of the real motive for regulators to impose such apparently strange
requirements, the rules are already promulgated and industry players should comply. It would
thus be natural to predict that funds created as from February 2009, the effectuation date of
the Guidelines on Running the Business of Securities Investment Trusts by Trust Companies,
should have complied by changing the language of their compensation clauses to allow
payment of flexible fees only upon termination. This is because performance-based
compensation can only be paid at the termination of a profitable trust pursuant to the
regulation.195 However, a look at the contracts in my sample—recognizing the limited nature
of the sample196—does not seem to support such a prediction. Only one unstructured fund197
out of the 55 fund contracts that (a) were dated prior to or in February 2009 and (b) contained
information on trust company and/or investment adviser compensation stipulated for
compensation payment upon termination. After this cut-off point, only two unstructured
funds198 out of 27 fund contracts that were (a) dated after February 2009 and (b) contained
information on trust company and/or investment adviser compensation stipulated for
compensation payment upon termination.199 Given such an apparently low rate of compliance
with the February 2009 regulations, one may wonder what strategies trust companies and
investment advisers might have crafted to adapt to the unfavorable legal requirements. As far
as my sample shows, four strategies can be identified.
a. Temporarily No Performance-Based Compensation; To Be Resumed If
Allowed By Law In The Future

See supra notes 172-174.
See supra Parts III.A, III.B for a discussion of the limitations of the sample. The reader is reminded that the
sample consists of unexecuted documents obtained from online sources, and that the sample covers
approximately one-sixth of the sunshine funds listed in the Go-Goal database as of August 9, 2010.
197
I only refer to unstructured funds here because structured fund fees are normally paid at termination with or
without the 2009 regulation in place, given that these funds normally only have less than five years of life by
their design anyway, see supra note 130. The name of this unstructured fund is Western Trust Cheng Nuo No. 1.
198
The two funds are: CRTrust Xin Lan Rui No. 2 and XMITIC Puer Qilin.
199
Among the 27 funds, there is one fund, namely, SZITIC Tong Wei No. 1, that did not seem to adopt any
particular strategy to mitigate against unfavorable regulations. Arguably, I would not consider this as a noncompliance case though, because the fund was officially set up in March 2009. Normally, it would take some
time before fund managers can raise enough capital from investors and then officially set up a fund. Therefore,
the March establishment of SZITIC Tong Wei No. 1 is very likely to mean that the trust documents were already
executed by investors earlier than February 2009, thus making the regulation not applicable on the fund.
195
196
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The point of this strategy is that once the ban is lifted by a new law and the fund managers
(trust company and investment adviser) are allowed to charge fees periodically again, the new
fees to be charged then will be substantially raised to make up for the previous loss of fees.
This strategy has been adopted by one fund.200
b. Trust Companies’ Fixed Fees and Flexible Compensation Combined
Together and Called “Trust Management Fee”; Investment Advisers’
Flexible Incentive Fees Received as “Special Trust Interests”
Although this strategy sounds like a “words game,” it has been employed by seven
funds. 201 The rationale behind this strategy is quite straightforward. Previously, trust
companies’ compensation was usually expressed as consisting of two portions, namely, a
fixed fee (in most cases 1%) and a performance-based compensation (in most cases 3%, as
shown in table 3.5.A above). Since the requirement in the 2009 regulation only limits the
payment of performance-based compensation and not the fixed part,202 the limitations can be
circumvented if the trust company is only going to receive a fixed fee and not flexible one. As
such, what these seven funds did was to increase the level of the fixed management fee,
effectively covering the flexible fee. The investment adviser will share with the trust company
the fixed fee, without charging a performance-based “fee” in exchange for its “investment
advisory services.” What it will receive is the so-called “special trust interest” as a result of its
identity as the “special beneficiary” of the sunshine fund. There is usually one clause at the
very beginning of fund contracts that requires fund investors to agree to appoint the
investment adviser as the “special beneficiary.” This appointment, coupled with the fact that
an investment adviser is usually required to contribute and hold at least 10% of the fund’s
capital, will fortify its right to receive “special trust interests.” These trust interests are special
in that they are paid more frequently, such as monthly or quarterly, are paid based on high
water mark, and are paid prior to the receipt by normal investors of their “ordinary trust
interests.” Essentially, this arrangement resembles the old incentive-based fees, but adapts to
the regulatory change by using a different structure.
It is worth pointing out that, although the “special trust interests” arrangement looks more
sophisticated than the idea of an “encompassing management fee,” it is actually not new to
Chinese hedge funds. As far as I can see in my sample, the earliest contract adopting a
“special trust interests” arrangement is PureHeart China Growth I Fund, established in May
2006 by Ping An Trust. The earlier two funds managed by the same investment adviser,
including China’s very first hedge fund, PureHeart Fund, established in February 2004 by
SZITIC, used the direct wording of “performance-based compensation.” It is not clear at this
point why the third fund managed by the same adviser used different treatment on this issue
than its previous two counterparts. A reasonable deduction may be that the name “special trust
interest” sounds milder to investors and fits better into the “trust” context. After all, the hedge
fund business was and still is novel in China, and Chinese investors might find it difficult to
accept that someone can share as much as almost 20% of their profits simply by providing
“investment advice” to their trustee. Regardless, such an arrangement apparently worked to
mitigate the impact of the 2009 new regulation on China’s hedge fund industry; otherwise the
consequences might have been much more severe. A related interesting finding is how this
This fund is called Ping An Fortune Tong Wei No. 1.
These seven funds are: SZITIC He Ying Fine Selection No.1, SZITIC Zhi Cheng No. 2, No. 3, No.4 and No.
5, SZITIC Hengda Tonghui No. 1, and FOTIC Steady Value Increase (Yongsheng Huiyuan).
202
See supra note 173 and accompanying text.
200
201
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arrangement has been made more sophisticated alongside the development of sunshine funds.
A typical variation to the original “special beneficiary” treatment would give an investment
adviser the status of a “principal” of the trust, where it is appointed as the “representative of
all principals” by all the other investors by entering into the contract. As such, the trust
company has the obligation to consult and listen to the “principals’ representative” in
managing the fund, and the investment adviser thus receives its “special trust interest” based
on such status and work.
c. Trust Company Designated Together with Investment Adviser as
Special Beneficiary to Share Special Trust Interests
The third alternative is based on a similar rationale as the second one but the twist is
elsewhere. Under this strategy, investors designate both the investment adviser and the trust
company as the special beneficiaries of the sunshine trust fund. Since special trust interests
can be paid much more frequently as long as the fund’s new profits exceeds its high water
mark, this solves the problem posed by the 2009 new regulation that a trust company is only
able to receive its flexible compensation as of fund termination. Two funds have adopted this
strategy.203
d. Flexible Fees Payable Upon Investors’ Redemption
This is a partial compliance strategy, but nonetheless based on reasonable grounds. After
all, the trust company and investment adviser will not be able to get their fees if their investors
have already left the fund by redemption. This strategy has been adopted by two funds.204
With these strategies adopted by Chinese sunshine funds, as discussed above, it is no
longer a mystery why the compliance rate for the “flexible compensation payment upon fund
termination” requirement, as stipulated in the regulation promulgated in 2009205 is so low at
first sight. Chinese hedge funds emerged by borrowing from foreign experience, but they
grew with their own characteristics from the very first day. They have shown remarkable
competence to overcome unfavorable regulatory limitations and find new ways for further
development of the business. Of course, it remains to be seen how the regulatory authorities
will react to these apparent circumvention strategies of sunshine funds, and, more generally,
how Chinese regulatory authorities are going to define their role in the regulation of hedge
funds. New and interesting findings may be generated by further research when the industry is
more mature structurally and when the regulatory framework is more developed.
IV.

CONCLUSION

While the hedge funds industry is already a trillion dollar business in the developed world,
it is still in its infancy stage in China. Organized as trusts, Chinese hedge funds take
drastically different business forms than LPs, making it more difficult for researchers to
understand them. This is a very interesting area that has not been researched thoroughly, and
this article is, to my knowledge, the first research exploring the contractual arrangements of
Chinese hedge fund agreements.

These two funds are: CITIC He Ju No. 1, and CITIC He Ying No. 1.
These two funds are CQITIC Chuan Shi No. 1, and ZRTrust Hun Dun No. 2.
205
See supra notes 172-174.
203
204
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Using 139 contracts and explanations of trust plans of sunshine funds collected by hand
based on the list of securities investment trusts provided by Go-Goal database, this article
analyzed the structure, covenants, and compensation mechanisms of sunshine funds. They
have been organized as trusts primarily because private fund managers cannot legally pool
capital from investors, and a trust was thus far the most appropriate platform offered under the
Chinese regulatory framework for that purpose. As the article demonstrates, on the one hand,
sunshine funds do have similar contractual arrangements as typical LP-organized hedge funds,
such as charging, on top of a fixed management fee, a performance-based compensation,
which also largely cluster at 20%. On the other hand, they are also undeniably different from
LP-organized hedge funds, due to jurisdiction-specific characteristics of China. The most
crucial difference is the involvement of the trust company in the fund. Normally, it is merely a
transaction executor responsible for carrying out investment orders from the investment
adviser. The trust company also shares with the investment adviser a small portion of
performance-based compensation in exchange for such services to the fund. However,
because relying on trust companies has been the only practical way for Chinese hedge fund
managers to conduct the business, and trust companies are the real contractual parties signing
the trust contracts with investors, investment advisers also need to accept certain conditions
that are much more stringent than mere profit sharing, such as a higher level of fund manager
capital contribution and narrowed decision making power. Typically, an investment adviser
(de facto manager) to a sunshine fund in China is required to contribute or hold at least 10%
of the fund’s total assets. If a fund fails to perform well, the trust company retains the power
to sell all of the fund’s assets and terminate the fund without consulting with the investment
adviser.
Although harsh and even incentive dampening, these China-specific covenants and
arrangements in sunshine funds contracts are unlikely to be eliminated as long as trust
companies remain involved. This is because trust companies require some measures to protect
their pecuniary interests and reputational capital from being hurt as a result of acting as a
direct contractual party with investors. Moreover, given the deep-rooted influence of civil law
tradition and that hedge funds are still mostly unheard of, Chinese investors may find it
difficult to accept certain highly contractual arrangements. Rather, they would prefer
something more straightforward and consistent with their past experience, even if the former
is more incentive-aligning and the latter is incentive-twisting on the part of the investment
adviser. A typical example is that Chinese sunshine funds abandon in their contracts the
arrangement of nominal general partner capital contribution and big performance-based
compensation. It is the regulatory and institutional settings that shaped the contractual
covenants in sunshine fund agreements.
It remains to be seen how the Chinese hedge funds industry will develop in the future. At
present, many new things are being attempted, and new regulations are frequently being
promulgated, yet at a low level of consistency and, apparently, lacking in-depth consideration.
Emerging as an alternative investment vehicle and originated from the gray regulatory areas,
Chinese sunshine funds have demonstrated remarkable competence by taking advantage of
favorable legal provisions and apparently adapting to unfavorable ones. Currently, the
industry is expecting to see how the newly materialized limited partnership would shape the
future development of hedge funds in China. It is critical that regulators achieve a proper
balance in regulating China’s hedge fund industry.
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CHAPTER III
VENTURE CAPITAL INVESTMENTS IN CHINA: THE USE OF OFFSHORE
FINANCING STRUCTURES AND CORPORATE RELOCATIONS

Abstract
Based on an analysis of the relevant Chinese laws and regulations governing the
corporate governance structure of venture capital invested firms, as well as a discussion on
the feasibility of employing different alternatives to make direct and indirect VC investments
in Chinese portfolio firms, this article studies a hand-collected sample consisting of the
twenty-nine VC-backed Chinese portfolio firms that have been financed and listed from 1990
to 2005 in order to empirically show how these investments were actually made in practice.
The findings show that twenty-three out of the twenty-nine firms received their VC investments
in various offshore holding entities, while only four firms were financed domestically,
reflecting the common practice of using offshore investment structures to invest in Chinese
firms.
Although using such structures can be technically viewed as relocating VC-financed
Chinese firms abroad, doing so is different from strategic corporate relocations motivated by
the need to access more efficient legal and economic conditions. Instead of being relocated to
the United States, most firms actually move to foreign tax havens, such as the Cayman Islands
or the British Virgin Islands. It can be argued that the corporate relocation phenomenon in
China’s financings actually reflects more of a contracting technique to circumvent
unfavorable Chinese laws and more conveniently implement United States-style contracts. In
this sense, and within the particular setting of China, real strategic corporate relocation in
VC finance is not really yet an issue.

INTRODUCTION
Private equity (“PE”) is an important alternative investment instrument, distinct from
public equity (stock markets) and debt (loans). Essentially, PE refers to privately organized
pools of capital that explicitly aim at increasing their value through active engagement with
the companies in which they invest (usually called portfolio companies).1 As an important
sub-type of private equity, venture capital is typically specialized in providing capital to new,
growth businesses. Venture capital (“VC”) investments consist of three phases: first, venture
capitalists purchase the shares of a portfolio company and become a shareholder therein.2
* This chapter was presented at the Second Annual Online Workshop on Venture Capital and Private Equity in
the Asia Pacific Region (The University of New South Wales, December 6, 2011), and published on 1
MICHIGAN JOURNAL OF PRIVATE EQUITY & VENTURE CAPITAL LAW 1-60 (2012). The author acknowledges with
gratitude Professors Armin Schwienbacher, Jo-Ann Suchard, Christoph van der Elst and Erik Vermeulen, for
their inspirational and insightful comments on this chapter.
1
See Guide on Private Equity and Venture Capital for Entrepreneurs, EVCA,
http://www.evca.eu/entrepreneur/default.aspx?id=3218.
2
William A. Sahlman, The Structure and Governance of Venture-Capital Organizations, 27 J. FIN. ECON. 473,
503 (1990) (submitting that “[t]he basic document that governs the relationship between the venture capital firm
and the venture is the stock purchase agreement”). See also Vance H. Fried et al., Strategy and the Board of
Directors in Venture Capital-Backed Firms, 13 J. BUS. VENTURING 493, 494 (1998).
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Second, through sophisticated investment contracts, VC investors maintain effective control
and monitoring of the portfolio companies3 and keep their equity positions on average for
three to seven years, during which time the portfolio company will grow and expand.4 Finally,
VC investors will exit their investments by selling their shares in the portfolio company to
other investors or upon the portfolio company getting floated in a stock market.5 As VCs play
a key role in helping business start-ups obtain funding for their growth, they are considered to
be beneficial to national economic development by fostering innovation and entrepreneurship.
Given the wide dispersion of potential outcomes for start-up firms as well as the limited
capacity of parties in processing information, dealing with complexity and pursuing rational
aims, adverse selection (information) and moral hazard (incentive) problems inevitably
surround the VC investment process.6 Although the ultimate goal of both VC investors and
the entrepreneurs they finance is to seek the increase of the market value of portfolio
companies, there can be potential conflicts of interest between venture capitalists and
entrepreneurs when they both become shareholders in the portfolio company. 7 In order to
mitigate these conflicts and reduce associated agency costs, both business parties need to
develop efficient measures to equalize access to information and to align the interests of both
sides. This is done by separately allocating the cash flow, board seats, liquidation, and other
control rights in the financial contracts entered into by and between the venture capitalist and
the entrepreneur, where the venture capitalist typically acquires disproportionally larger
control rights than the size of his equity investments.8 In the United States, whose venture
capital industry is always held up as an example for other nations, venture capitalists make
extensive use of convertible securities, in particular convertible preferred stock as the
investment vehicle of choice.9
Thanks to its strong economic growth momentum, China’s PE and VC industry has
observed tremendous development during the past two decades. From a little-known concept
in the early 1990s when the earliest foreign PE investors entered China and led the first wave
of such investments,10 the PE and VC industries are now a critical component of the country’s
increasingly multi-layered capital market. 11 From 2003 to 2010, the compound growth of

See William A. Sahlman, The Structure and Governance of Venture-Capital Organizations, 27 J. FIN. ECON.
473, 506 (1990); see also Thomas Hellmann, Allocation of Control Rights in Venture Capital Contracts, 29
RAND J. ECON. 57 (1998); and Steven N. Kaplan & Per Strömberg, Financial Contracting Theory Meets the Real
World: An Empirical Analysis of Venture Capital Contracts, 70 REV. ECON. STUD. 281 (2003).
4
Douglas Cumming & Uwe Walz, Private Equity Returns and Disclosure Around the World, 41 J. INT’L BUS.
STUD. 727, 728 (2010).
5
ALEXANDER HAISLIP, ESSENTIALS OF VENTURE CAPITAL 176 (2010).
6
See R. Amit, J. Brander & C. Zott, Venture Capital Financing of Entrepreneurship: Theory, Empirical
Evidence and a Research Agenda, in THE BLACKWELL HANDBOOK OF ENTREPRENEURSHIP (Donald L. Sexton &
Hans Landström eds., 2000).
7
See Joseph A. McCahery & Erik P.M. Vermeulen, Venture capital beyond the financial crisis: how corporate
venturing boosts new entrepreneurial clusters (and assists governments in their innovation efforts), 5 CAPITAL
MARKETS LAW JOURNAL 1, 5 (2010) (submitting that “[v]enture capitalists use the investors’ capital to back
entrepreneurs about whose abilities they have less than perfect knowledge. Problems of shirking and
opportunism abound in the seed, start-up, expansion and exit stages.”).
8
Andrei A. Kirilenko, Valuation and Control in Venture Finance, 56 J. FIN. 565, 565 (2001).
9
Steven N. Kaplan & Per Strömberg, Financial Contracting Theory Meets the Real World: An Empirical
Analysis of Venture Capital Contracts, 70 REV. ECON. STUD. 281, 284 (2003).
10
FENG ZENG, VENTURE CAPITAL INVESTMENTS IN CHINA 51 (2004), available at
http://www.rand.org/pubs/rgs_dissertations/RGSD180.html.
11
See Lawrence Zhan Zhang, The Legal Environment for Foreign Private Equity Firms in China, 16 FORDHAM J.
CORP. & FIN. L. 839, 844-46 (2011).
3
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China’s private equity industry was 40%. 12 Foreign venture capitalists have managed to
maintain their leading position as the major player in China’s new venture financing market
since their first entry in the 1990s. Local venture capitalists claim that foreign venture capital
firms represented about eight of the top ten venture investors in China.13 This only changed in
2009, when the amount of capital newly raised for Renminbi denominated funds exceeded
that of foreign currency funds for the first time, mainly because the global financial crisis
made it difficult for foreign funds in general to raise money, while fundraising in China
benefited from the swelling assets of government agencies such as pension funds and
insurance companies.14 Moreover, the launch of ChiNext in that year also helped to provide
an attractive exit channel for Chinese VC financing transactions.15 As a result of these positive
developments, a new era of “National PE Fad” is said to have unfolded in China, 16 and
foreign investors have indicated their continuing confidence in the young, yet rapidly growing
market.17
Despite the fact China’s VC investment market is highly dynamic, the manner of
financing Chinese portfolio companies does not fully follow the highly successful United
States (“U.S.”) VC model. Although U.S.-style VC contracts are considered as the efficient
solution to agency problems as they are consistent with the prediction of financial contracting
theories,18 Chinese VC investment agreements differ in many respects from those in the U.S.
For example, Chinese VC firms differ from their foreign counterparts in terms of using
control and incentive mechanisms to enhance performance and manage risks in portfolio
companies. In particular, because of the general lack of a share-based system for closely-held
companies under the current Chinese corporate law, it is difficult for Chinese VC investment
contracts to directly make use of convertible securities. In addition to designing a new model
of venture capital financing contracts particularly applicable within the Chinese legal context,
more venture capitalists have chosen an indirect approach: relocating Chinese portfolio
companies to a foreign jurisdiction, whose legal regime would allow them to use U.S.-style
VC contracts to provide the financing. Under such an indirect approach, both the investment
and the exit of a VC financing deal are completed outside of China. 19
The correlation between a country’s “legality” and the structure of venture capital
investments has already generated considerable interest in academia. This is especially after
ZERO2IPO RESEARCH CENTER, 2010 STATISTICS FOR THE VENTURE CAPITAL AND PRIVATE EQUITY MARKETS
IN CHINA, 13, 16 (2010).
13
David Ahlstrom et al., Venture Capital in China: Past, Present, and Future, 24 ASIA PAC. J MGMT. 247, 251
12

(2007).
14
Bei Hu, Chinese Private Equity Firms Take Market Share, McKinsey Says, BLOOMBERG, Mar. 14, 2011,
available at http://www.bloomberg.com/news/2011-03-24/chinese-private-equity-firms-take-market-sharemckinsey-says.html.
15
Heda Bayron, Going Local, 7 A PLUS 24, 25 (2010).
16
“National PE Fad” is a new phrase which became increasingly popular among Chinese media from 2010 to
describe the current prosperity (or even overheating) of the industry. For a general review, see Chen Huiying et
al., Quanmin PE Re ( ≁ޘPE ✝) [National PE Fad], 399 XINSHIJI ZHOUKAN (ǉᯠц㓚Ǌઘ࠺) [CAIXIN
CENTURY] (2010), available at http://magazine.caing.com/2010/cwcs399/.
17
China Private Equity Confidence Survey, Deloitte Financial Advisory Services (Sep. 2010), at 5, available at
http://www.deloitte.com/assets/DcomChina/Local%20Assets/Documents/Services/Financial%20advisory%20services/cn_fas_Chinaprivateequityconfi
dencesurvey2010_111110.pdf (demonstrating that between 2008-2010 foreign investors expressed generally
positive opinions about long-term confidence in the Chinese PE/VC market).
18
For a short review of the relevant financial contracting theories on VC investment process, see Steven N.
Kaplan & Per Strömberg, Contracts, Characteristics, and Actions: Evidence from Venture Capitalist Analyses,
59 J. FIN. 2117, 2117-18 (Oct. 2004).
19
Further discussed in infra Section 2.3.
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the publishing of the seminal LLSV series of “law and finance” papers,20 which found that the
quality of corporate law, particularly in terms of providing shareholder protection, has a
positive effect on economic and financial development. More recently, research completed by
Professors Cumming, Fleming, and Schwienbacher has approached this issue by specifically
studying the corporate relocations of VC-financed companies in twelve Asia-Pacific
countries.21 Such relocation involves the incorporation of a new company in the destination
country, and the issuing of new private equity to the venture capitalist. 22 According to
Cumming, Fleming, and Schwienbacher, venture capitalists’ motivations for relocating
companies place particular emphasis on legal protections to shareholders and economic
conditions to enhance firm value before exiting the investment.23
The paper by Cumming, Fleming, and Schwienbacher only focuses on corporate
relocations to the U.S.24 A closer examination at China’s venture capital relocations, however,
reveals a different picture. In examining twenty-nine VC-financed Chinese firms that were
financed and listed during 1990-2005, thirteen firms were found to already have foreign
presences before the first round of VC investment, and ten firms were relocated outside of
China upon receiving their first round of VC investment.25 Instead of going to the U.S., the
destinations of the relocations (both the ones pre- and upon the first round of VC financing)
were offshore tax havens such as the Cayman Islands and the British Virgin Islands. Only four
firms were financed within the Chinese border, while twenty-three firms received VC
investments in their offshore holding entities.26 While it may be convincing to hypothesize
that venture capitalists move their portfolio companies from developing countries such as
China to the U.S. in order to access better legal protection and economic conditions,
especially given that the U.S. is the most developed economy in the world with top-tier legal
protection available for investors, it is doubtful that this hypothesis still holds if the relocation
destinations are other non-U.S. tax haven jurisdictions. A competing argument would
emphasize the influence of venture capitalists’ past experience. As foreign venture capitalists
have been the leading investors in China’s new venture financing market, the frequent
relocation of Chinese portfolio companies to a foreign jurisdiction can render it practically
easier for them to use U.S.-style VC investment contracts, which they are familiar with.
Although it is common knowledge among lawyers specializing in this field of practice in
China that many VC investments into Chinese portfolio companies are done by establishing
an offshore entity and relocating Chinese firms abroad, academic research on this issue is still
scarce and lacks an empirical touch. This paper is the first effort to show on an empirical level
how VC investments in Chinese firms are actually made. This paper will analyze which of the
two competing arguments mentioned above, either (i) access to better legal protection and
economic conditions or (ii) past experience of venture capitalists, has more bearing on the
current Chinese venture capital investment process.

See Rafael La Porta et al., Legal Determinants of External Finance, 52 J. FIN. 1131 (1997); Rafael La Porta et
al., Law and Finance, 106 J. POL. ECON. 1113 (1998); Rafael La Porta et al., Investor Protection and Corporate
Governance, 58 J. FIN. ECON. 3 (2000).
21
Douglas Cumming et al., Corporate Relocation in Venture Capital Finance, 3 ENTREPRENEURSHIP THEORY &
PRAC. 1121 (2009).
22
Id, at 1121.
23
Id, at 1123, 1149.
24
Id, at 1130.
25
Further discussed in infra Section III.
26
Further discussed in infra Section III.
20
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This paper is structured as follows. Section I provides a brief introduction of the economic
problems in the venture capital financing process, together with a review of the relevant
literature. Section II discusses the practice of how foreign VC investments are made into nonlisted firms in China, focusing particularly on the establishing of an offshore holding structure
to contemplate many of such investments. Section III presents and analyzes the data, and
Section IV concludes that compared to the influence of legality and economic conditions, the
experience of venture capital funds is a better explanation for the corporate relocation
phenomenon in China’s VC financings, which actually reflects more of a contracting
technique to circumvent unfavorable Chinese laws and conveniently implement U.S.-style
contracts.
I.

LITERATURE REVIEW
1.1

Economic Problems of Venture Capital Financing

Consistent with classic agency theory, the VC financing process can be understood from
the agency perspective, where venture capitalists are principals and entrepreneurs are agents.27
The economic problems of the new venture financing process can be observed in two phases,
namely, pre-contractual information costs, and post-contractual incentive conflicts.28 In order
to minimize the agency costs resulting from such information and incentive problems, the
main strategy for both sides of VC investment transactions is to improve information as well
as to align interests.29 This can be done in three ways: sophisticated financial contracting, preinvestment screening, and post-investment monitoring and advising.30
Before entering into financial contracts to invest, VC investors will collect information
about a pool of potential firms, usually by conducting “due diligence”. 31 Based on the
information found, venture capitalists can compare different firms and “screen out”
undesirable projects ex ante.32 Once the contracts are concluded and VC investors become
shareholders in the portfolio company, the potential opportunism arising from information
asymmetry problem33 is then mitigated by closely monitoring and advising the entrepreneurs
during business operation, stressing the incentives to exit, and using proper syndication and
staging of financing.34 These mechanisms fundamentally serve a critical purpose: they help
venture capitalists to collect and generate information about the prospects of the start-up
See Steven N. Kaplan & Per Strömberg, Venture Capitals as Principals: Contracting, Screening, and
Monitoring, 91 AM. ECON. REV. 426, 426 (2001).
28
JANET KIHOLM SMITH & RICHARD L. SMITH, ENTREPRENEURIAL FINANCE 396-405 (2004).
29
See Ronald Gilson et al., Building Foundations for a Durable Deal, FIN. TIMES, Oct. 12, 2006, available at
http://www.ft.com/intl/cms/s/2/d4108446-5933-11db-9eb1-0000779e2340.html#axzz1qtARpFs6.
30
Steven N. Kaplan & Per Strömberg, Venture Capitals as Principals: Contracting, Screening, and Monitoring,
91 AM. ECON. REV. 426, 429 (2001).
31
CTR. FOR PRIVATE EQUITY & ENTREPRENEURSHIP, TUCK SCH. OF BUS. AT DARTMOUTH, NOTE ON DUE
DILIGENCE IN VENTURE CAPITAL (2004) available at
http://mba.tuck.dartmouth.edu/pecenter/research/pdfs/due_diligence.pdf.
32
Id. at 3. See also JOSEPH A. MCCAHERY & ERIK P. M. VERMEULEN, CORPORATE GOVERNANCE OF NONLISTED COMPANIES 159 (2008) (submitting that “[s]ome of the success of the portfolio company’s returns will be
influenced by the effort and skill expended in screening ‘good’ from ‘bad’ entrepreneurs.”).
33
See Steven Globerman & Aidan R. Vining, An Outsourcing Decision: A Strategic Framework, in GLOBAL
OUTSOURCING STRATEGIES: AN INTERNATIONAL REFERENCE ON EFFECTIVE OUTSOURCING RELATIONSHIPS 8
(Peter Barrar & Roxane Gervais eds., 2006) (submitting that “opportunism arising from information asymmetry
can occur either at the contract negotiation stage… or post-contractually... Either party may generate these
costs.”).
34
See PAUL GOMPERS & JOSH LERNER, THE VENTURE CAPITAL CYCLE 130 (1999).
27
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firm.35 Moreover, venture capitalists have also come up with solutions for the so-called holdup problem36 by making widespread use of non-compete and vesting provisions.37 Essentially,
these contractual provisions are meant to control founders and other key participants by
making it costly for them to leave the firm,38 thus achieving the purpose of keeping them
working diligently for the entrepreneurial firm for a reasonable time after the VC investment.
The world of finance offers few more interesting examples of sophisticated financial
contracting than venture capital investment agreements. 39 Careful screening and financial
analysis of business prospects enable venture capitalists to make reasonable projections about
an investment’s risks and likelihood of success. It has long been acknowledged that involving
other firms in the screening and syndication process can contribute to more diversified and
well informed investors.40 Incentive conflicts between entrepreneurs and venture capitalists
are primarily mitigated by structuring financial contracts so that cash flow rights, liquidation
rights, and control rights are efficiently allocated to ensure entrepreneurs’ commitment to the
firm. 41 Moreover, Venture capitalists also tend to monitor their investment through active
participation, namely by due diligence, establishing a relationship with the start-up businesses’
managers, and by sitting on their board of directors. 42 By accepting venture capital,
entrepreneurs are giving up not only their equity interests but also significant control rights to
the venture capitalists,43 and in order to gradually regain their control, entrepreneurs have to
devote time and energy into the portfolio company to improve the firm’s performance. In the
most ideal scenario, the portfolio performs so well that it finally achieves an initial public
offering (“IPO”) with the venture capitalists losing their control rights as a result of
convertible securities being automatically converted into common stock, and the negative
covenants contained in the investor rights agreement also terminating upon an IPO. Control
thus becomes vested in the entrepreneur again.44 In practice, venture capital is often staged,
which serves as an incentive for the entrepreneurs to work diligently in order to obtain further
rounds of money, leaving venture capitalists with a valuable option to deny or delay
additional funding.45 Entrepreneurs and venture capitalists usually agree on certain milestones,
the achievement of which directly conditions the allocation of control between the two sides.
35

Id.
For a general explanation of what a hold-up problem is, see William P. Rogerson, Contractual Solutions to the
Hold-Up Problem, 59 REV. ECON. STUD. 777, 777 (1992). For a explanation of hold-up problems in venture
capital financing context, see Steven N. Kaplan & Per Strömberg, Characteristics, Contracts, and Actions:
Evidence from Venture Capitalist Analyses, 59 J. FIN. 2173, 2174 (2004).
37
Steven N. Kaplan & Per Strömberg, Financial Contracting Theory Meets the Real World: An Empirical
Analysis of Venture Capital Contracts, 70 REV. ECON. STUD. 281, 292 (2003).
38
Id.
39
William L. Megginson, Toward a Global Model of Venture Capital?, 16 J. APPLIED CORP.FIN. 89, 101 (2004).
40
Joseph A. McCahery & Erik P. M. Vermeulen, Conservatism and Innovation in Venture Capital Contracting 1
(May 2013) (Lex Research Topics in Corporate Law & Economics Working Paper No. 2013-2; ECGI - Law
Working Paper No. 213), available at http://ssrn.com/abstract=2215896.
41
Steven N. Kaplan & Per Strömberg, Financial Contracting Theory Meets the Real World: An Empirical
Analysis of Venture Capital Contracts, 70 REV. ECON. STUD. 281, 282 (2003) (submitting that “cash flow rights
and control rights can be separated and made contingent on observable and verifiable measures of
performance”).
42
JOSEPH A. MCCAHERY & ERIK P. M. VERMEULEN, CORPORATE GOVERNANCE OF NON-LISTED COMPANIES 9
(2008).
43
Bernard S. Black & Ronald J. Gilson, Does Venture Capital Require an Active Stock Market? 11 J. APPLIED
CORP. FIN. 36, 43 (1999).
44
Id.
45
William L. Megginson, Toward a Global Model of Venture Capital?, 16 J. APPLIED CORP. FIN. 89, 102 (2004);
see also Paul A. Gompers, Optimal Investment, Monitoring, and the Staging of Venture Capital, 50 J. FIN. 1461
(1995).
36
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If the firm performs well, venture capitalists will gradually give up their control (e.g., in
voting rights and board representation), and only retain cash flow rights (in share value and
dividends).46 On the contrary, if the firm turns out not to run so well, venture capitalists will
substantially strengthen their control in the portfolio company, so as to at least secure some
returns on their investments. In addition, VC investment contracts are also distinguished by
their extensive and sophisticated use of covenants, which serve to limit opportunistic behavior
by the entrepreneur.47 The restrictiveness of the contracts in terms of both the probability of
including specific covenants and the number of covenants included are positively related to
potential agency costs.48
The strategies of contracting, screening, and monitoring are closely related to each other,49
and need to be taken into account together as a dynamically operating mechanism. This
mechanism is most sufficiently reflected in the private ordering nature of financial contracts
of VC investments in the U.S., which have served as an important factor contributing to the
great success of the Silicon Valley.50 Other critical factors include: favorable tax laws and
legal structures that can accommodate the establishment of PE funds; liberal bankruptcy laws
that can provide little or no time to discharge debts for entrepreneurs;51 a clustering of venture
capital firms at one end and entrepreneurs at the other;52 simultaneity of capital, specialized
financial intermediaries, and entrepreneurs;53 and most importantly, a strong stock market.54
In countries with a common law tradition, particularly the U.S. 55 and the United
Kingdom, 56 venture capitalists make investments by extensively using convertible quasiequity instruments, typically convertible preferred stock.57 Convertible preferred stock is a
type of stock that includes an option for the holders (venture capitalists) to convert the
preferred shares into a certain number of common shares.58 Being preferred, this type of stock
carries rights in dividend payments and liquidation that are senior and prior than common
stock, 59 so that their holders can be better protected from the potential downside of VC
Steven N. Kaplan & Per Strömberg, Financial Contracting Theory Meets the Real World: An Empirical
Analysis of Venture Capital Contracts, 70 REV. ECON. STUD. 281, 295 (2003).
47
Ola Bengtsson, Covenants in Venture Capital Contracts, 57 MGMT. SCI. 1926, 1927 (2011).
48
Paul A. Gompers, Ownership and Control in Entrepreneurial Firms: An Examination of Convertible
Securities in Venture Capital Investments 26 (Sep. 1997) (unpublished manuscript), available at
http://www.people.hbs.edu/pgompers/Convert.PDF.
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investments.60 Being convertible, this type of stock also offers venture capitalists with the
flexibility to change the level of their control in different situations. 61 Generally, venture
capitalists call for conversions in two different types of situations. When the business is under
way, conversion is usually based upon the realization of an observable contingency by the
portfolio company, such as achieving a certain financial performance.62 VC investors have to
monitor the business and finances of the company so as to determine whether and when to call
for such conversions. Once a conversion is called and preferred stock is converted into
common stock, venture capitalists lose the preferential rights on their shares, 63 thus
relinquishing a certain amount of their control of the company.
If the company is eventually listed on a stock exchange, VC investors can sell their shares
at the stock market and gain multiplied returns on their investments.64 Having achieved the
goal of their investments to turn profit, they no longer need the economic and contractual
protections provided by the convertible preferred stock, all of which will thus be
automatically converted into common stock upon the IPO of the company (automatic
conversion).65 On the contrary, if the company fails to perform well and no IPO takes place,
VC investors may still secure at least some returns upon their exit by virtue of the redemption
rights,66 preferred dividends,67 and liquidation preferences68 provided by convertible preferred
stock. In this sense, convertible preferred stock is a highly useful investment instrument, one
id., submitting that “[p]referred stock has a claim prior to that of common stock upon the earnings of a
corporation and upon the assets of the corporation in the event of its liquidation.” For an overview of the basic
rights attached to preferred stock, see JOSEPH A. MCCAHERY & ERIK P. M. VERMEULEN, CORPORATE
GOVERNANCE OF NON-LISTED COMPANIES 165-166 (2008).
60
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which efficiently addresses the information and incentive problems between venture
capitalists and entrepreneurs.
1.2

Venture Capital Investments in China

Venture capital in China is seen as a politically legitimate and necessary means of linking
science and technological development with national economic development.69 Within this
system, there are primarily four types of VC firms: governmental VCs, university VCs,
corporate VCs, and foreign VCs.70 Although the very first VC firm was established in China
as early as 1985 (with the operation starting in 1986),71 the modern entrepreneurial finance
VC concept was brought into China by foreign VC firms, which differ from Chinese domestic
counterparts in several important aspects. Foreign venture capitalists tend to focus on highgrowth or high-potential investment projects, which are not necessarily limited to high
technology firms.72 They surpass domestic Chinese VC firms in terms of experience, and thus
are poised to provide more value-added services.73 They are also more actively involved in
monitoring and top-level decision-making. 74 However, foreign VCs are more politically
vulnerable as they do not have as close connections with governmental bodies as domestic
VCs. 75 Moreover, foreign VCs generally also invest more in firms at earlier stages than
domestic VCs. This being said, venture capitalists in China generally attach a greater priority
to later stages such as growth and pre-IPO.76
Previous research on venture capital investments in China has primarily focused on
pinning down the possible institutional factors that may explain the difference of venture
capitalists’ operations here from those in more mature markets. One of the major insights was
that while venture capitalists attempted to follow the same model of the West, key
institutional and cultural issues strongly impacted the actual actions taken. 77 With weak
formal institutions in East Asian economies, existing relationships are an important factor in
screening firms and providing funding. Venture capitalists monitor firms through informal ties
to entrepreneurs and their families. They create links to customers, the government, and other
important allied firms through personal connections.78 Similarly, entrepreneurs’ social capital
plays an important role in China’s venture capital industry, in that it has a significant effect on
Steven White et al., Financing New Ventures in China: System Antecedents and Institutionalization, 34 RES.
POL’Y 894, 901 (2005). See also Justin Tan et al., Managing Risk in a Transitional Environment: An Exploratory
Study of Control and Incentive Mechanisms of Venture Capital Firms in China, 46 J. SMALL BUS. MGMT. 263,
268 (2008).
70
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International Conference on Financial Systems 9 (2002), available at
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both investment selection decisions and investment process decisions of venture capitalists.79
Venture capitalists weigh human capital factors more heavily in China than in the U.S., but
also rely on market information, which augments rather than replaces human capital factors.80
In particular, both foreign VCs and domestic Chinese VCs exhibit investment behavior based
on learned paths to success within different institutional environments.81 For example, foreign
VCs tend to invest in technology-light, service-oriented ventures because based on their
previous experience from advanced countries (particularly the U.S.), legal protection of
intellectual property is critical to their success while possible intellectual property theft in
China still remains a concern.82
In summary, previous research efforts so far show that venture capital investments in
China are done differently from developed markets as a result of China’s unique institutional
context. It is in general not the primary concern of existing research efforts to focus on
analyzing VC investment practice, although they indeed touch on specific practical issues that
are discussed here and there. For example, venture capitalists indicate that they expect to
make greater efforts to do due diligence in China than in the West when screening
entrepreneurial firms, and they realize that when there is a need for managerial input, it is key
to allow managers the opportunity to maintain “face” or respect.83 Although such findings
indeed unveil certain practical behaviors in Chinese VC investments, they do not educate
readers on how VC investments are actually made into Chinese entrepreneurial firms. This
research thus bridges the gap between theory and practice by painting a picture of the legal
arrangements used in the practice of making venture capital and private equity investments in
China, and it also discusses the theoretical implications thereof.
II.

MAKING VENTURE CAPITAL INVESTMENTS IN CHINA

Although China has the world’s fastest growing major economy,84 until recently venture
capital and private equity have played a rather trivial role in promoting its spectacular
economic development and technological progress.85 While venture capital is a historically
recent financial innovation, the concept was largely unknown in China until the first batch of
Chinese Internet firms made their debut in NASDAQ in the early 2000, giving fame to a
number of dot-com stars such as which Sohu, Sina and NetEase.86 As part of these cheery
stories of how new college graduates started these firms with their bare hands and ultimately
managed to list their businesses in overseas stock markets, foreign (mainly U.S.) venture
capitalists, who were the first providers of capital to these young entrepreneurial heroes,
entered the sights of the Chinese public.87 From that time onwards, investments made by both
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foreign and domestic VC funds became more and more identified by the Chinese media.
However, the fact that foreign venture capitalists have led these burgeoning financing
activities does not necessarily mean that investments are done in China in the same way as in
the developed markets. In addition to the institutional differences summarized in previous
research pieces,88 China’s local laws and regulations are the most direct reasons preventing
VC investors from using U.S. model contracts to provide financing in China. This gives rise
to a unique pattern of venture capital investment practices.
2.1

Practical Difficulties in Using Convertible Preferred Stock

Despite the fact that convertible preferred stock is widely used in the U.S. venture capital
industry to obtain special economic rights such as liquidation preferences, anti-dilution
adjustments, and other rights that are fundamental to the financial imperatives of venture
capital investors, 89 the various regulatory limitations on investing in private companies
registered in China do not yet fully reflect such prevailing practice. There are generally two
types of companies in China: limited liability companies and joint stock limited companies.90
Only joint stock limited companies can issue shares91 and list their shares in stock exchanges
upon the approval of the securities regulator,92 while the equity system of the limited liability
companies is based on the percentage of capital contributions by each of the equity holders
therein.93 By virtue of such provisions, a business aiming to attract investments from venture
capitalists has to be a joint stock limited company, or otherwise it must be restructured into a
joint stock limited company in order to issue convertible preferred stock to VC investors.
Thus, as long as VC investors can manage to find firms that are already organized as or are
willing to restructure into joint stock limited companies, they can use convertible preferred
stock to make their investments. The table 2.1 below briefly summarizes the basic differences
between limited liability companies and joint stock limited companies.
TABLE 2.1: LIMITED LIABILITY COMPANIES AND JOINT STOCK LIMITED COMPANIES94
Characteristics

Limited Liability
Company

Joint Stock Limited Company

Equity System

Equity-interest-based

Share-based

Number of
Founders /

Between 2 – 50

Between 2 – 200

Entering the Public Eye], COLUMN AT SINO-MANAGER.COM (Aug. 23, 2010), available at http://www.sinomanager.com/u/2010823_18491.html.
88
See infra Section 1.2.
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Analysis of Venture Capital Contracts, 70 REV. ECON. STUD. 281, 284 (2003).
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at the 5th Session of the Standing Committee of the 8th National People’s Congress, Dec. 29, 1993) [hereinafter
“1993 Company Law”] (amended for the 1st time, Dec. 25, 1999) [hereinafter “1999 Company Law”] (amended
for the 2nd time, Aug. 28, 2004) [hereinafter “2004 Company Law”]; (amended for the 3rd time, Oct. 27, 2005,
and took effect as from Jan. 1, 2006) [hereinafter “2006 Company Law”].
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Initiators
Contribution of
registered capital by
the founders

Promotion: Initiators subscribing for all of the
shares to be issued by the company; or

Minimum Capital
Threshold

RMB30,000

RMB5 million

Methods for
Capital
Contribution

Total capital
contributions
subscribed by all
founders as registered
with the registration
authority

Established by Promotion: Total share capital
subscribed by all the initiators as registered with
the registration authority;

Form of
Establishment

Share Offer: Initiators subscribing for a portion
of the shares to be issued by the company and
offering the remaining shares to the general
public or a particular group of people. 95

Established by Share Offer: Total paid-up share
capital as registered with the registration authority

Timeframe for
Capital
Contribution

Within 2 years upon
the date of
establishment,
provided that a
minimum of 20% of
the total registered
capital should have
been contributed by
the founders

Established by Promotion: Within 2 years upon
the date of establishment, provided that a
minimum of 20% of the total registered capital
should have been contributed by the initiators.
Before the registered capital is paid off, no stock
may be offered to others for subscription.

Governmental
Approvals

Possible approvals
from industry
administrative
authority if the
company is in certain
industries (e.g.
pharmaceutical
business); plus
registration with the
registration authority.

Established by Promotion: Possible approvals
from industry administrative authority if the
company is in certain industries (e.g.
pharmaceutical business); plus registration with
the registration authority;
Established by Share Offer: Possible approvals
from industry administrative authority if the
company is in certain industries (e.g.
pharmaceutical business); approval from the State
Council for share offer establishment, plus
registration with the registration authority.

However, things are not as straightforward as they seem. Two general implications can be
drawn from the differences between limited liability companies and joint stock limited
companies as summarized in table 2.1 above. First, it is more costly and complicated to
incorporate joint stock limited companies as compared to limited liability companies, as the
former requires much higher minimum capital requirements, and a lengthier and more
It is worth noting that although a joint stock limited company can be set up by share offer, such method of
establishment is virtually not available for start-ups. According to Shouci Gongkai Faxing Gupiao bing Shangshi
Guanli Banfa (俆⅑ޜᔰਁ㹼㛑⾘ᒦкᐲ㇑⨶࣎⌅) [Measures for the Administration of Initial Public Offering
and Listing of Stocks] art. 8 (promulgated by China Securities Regulatory Commission, May 17, 2006),
establishing a company by share offer is only allowed, upon the approval of the State Council, when a limited
liability company is to be converted into a joint stock limited company. Conceivably, such State Council
approval is to be reserved by those large-scale state-owned enterprises, which will be converted into companies
limited by share for further listing.
95
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complex set of approval procedures. Although the statutory stipulations shown in the table
may not appear prohibitive as such, it is worth noting that they only came into force from
2006 when the new Chinese Company Law was enacted.96 During more than a decade after
the birth of the Company Law in 1993, entrepreneurs hoping to set-up a joint stock limited
company would have needed to obtain approval from at least the provincial government and
sometimes even from the central government (which may delegate certain relevant
governmental authorities to do so).97
One month before the first enactment of China’s Company Law in 1993, China’s
Communist Party explicitly pointed out that reforming “state-owned enterprises as companies
is a beneficial exploration along the road of establishing modern enterprise system.”98 In a
country where state-owned enterprises (“SOEs”) hold the majority of its resources and
economic lifelines, it is not hard to imagine that governments would prioritize their approving
powers towards (large) SOE reforms.99 In addition to the formation procedures, the formation
costs of joint stock companies were equally, if not more, prohibitive. The minimum share
capital required to set up a joint stock companies was RMB10 million.100 Such a requirement
would still be applicable when a limited liability company was to convert itself into a joint
stock limited company.101 By comparison, the minimum capital thresholds for limited liability
companies as set forth in the older versions of the Company Law were RMB100,000 for
scientific and technology development, consulting, and service firms, RMB300,000 for
retailing firms, and RMB500,000 for wholesale and manufacturing firms.102 Although such
figures still look quite high as compared to the currently effective minimum capital
requirement for limited liability companies (i.e., RMB 30,000 as shown in table 2.1), their
cost-saving effect was still obvious if compared to the RMB10 million minimum capital
requirement for joint limited companies. Such comparative benefits of limited liability
companies are still present in the currently effective Company Law, 103 although one may
argue that they do not appear so acute given that the administrative approval burdens have
also been significantly lowered for joint stock limited companies.
The second implication is related to the first one and is more practical. Because of the
prohibitively high costs, as well as the stringent and hierarchical governmental approval
See supra note 90.
1993 Company Law, supra note 90, art. 77; 1999 Company Law, supra note 90, art. 77; 2004 Company Law,
supra note 90, art. 77.
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ཞޣҾᔪ・⽮Պѫѹᐲ൪㓿⍾փࡦ㤕ᒢ䰞仈Ⲵߣᇊ) [Decision of the Central Committee of the Communist
Party of China on Some Issues Concerning the Establishment of the Socialist Market Economy], art. 2.6
(adopted by the 3rd Plenary Session of the 14th Central Committee of China’s Communist Party, June 14, 1993),
available at http://cpc.people.com.cn/GB/64162/134902/8092314.html
99
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more information on the topic of SOE reform, see Justin Yifu Lin et al., Competition, Policy Burdens, and StateOwned Enterprise Reform, 88 AM. ECON. REV. 422 (1998).
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supra note 90, art. 78.
101
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formalities required to establish a joint stock limited company historically, it is natural for
entrepreneurs to prefer limited liability companies over joint stock limited companies to
operate their business. Empirically this is also true: according to the 2004 statistics from the
State Administration of Industry and Commerce, China’s top regulator of business firm
registrations, China had over 1.3 million limited liability companies while only 8,000 joint
stock limited companies (including 1,378 firms that were listed on China’s two stock
exchanges104), the former exceeding the latter by 160 times.105 Such drastically different rates
of using the two business forms have had a direct impact in practice. One consequence arising
from the low prevalence of joint stock limited companies among non-listed firms is the
difficulty of building up an ample set of legal experience and networks associated with this
business form, especially in those less developed regions of the country where lawyers and
governmental officials are even less familiar with this sort of business registration
applications. This contributes to the unattractiveness of joint stock limited companies to
entrepreneurs and investors, who may be deterred and resort back to limited liability
companies even if they have the money to satisfy the statutory minimum capital requirement
for joint stock limited companies. For venture capitalists, it is simply much more difficult to
locate potential start-ups that are already organized as joint stock limited companies when
limited liability companies dominate the menu of corporate business forms in China. Previous
research shows that given the highly asymmetric information between venture capitalists and
entrepreneurs and the still relatively strong role played by Guanxi 106 in Chinese business
practices, deal sourcing can be particularly difficult for venture capitalists investing in
China.107 Locating potential portfolio companies from firms that use an uncommon business
form further increases the difficulty for VC investors to find ideal business start-ups to
finance.
Although it can be expensive and even risky for business entrepreneurs to spend several
millions of Renminbi just to register a company, it is possible that after a period of
development and expansion, some entrepreneurs who originally opted for limited liability
companies may feel the need to change the corporate form of their ventures in order to attract
venture capitalists, given that the minimum share capital of joint stock limited companies has
been halved from RMB10 million to RMB5 million, and that most governmental approval
requirements have been abolished under the currently effective Company Law of China.108 In
such a scenario, the entrepreneur may consider converting the business from a limited liability
company into a joint stock limited company, so that venture capitalists will be able to use
convertible preferred stock in making the investment. Funding businesses that are already on
track is actually the preference of most venture capitalists investing in China, as they hope to
reduce potential risks about the uncertainties of the business and yield higher return upon
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Company Law?], 12 JINGJI (㓿⍾) [ECONOMIC MONTHLY] (2005), available at
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exit.109 Furthermore, since IPOs are generally considered the most lucrative channel of exit
and usually the best outcome venture capitalists aim for, forming a joint stock company
preemptively upon the entrance of VC investors rather than upon the eve of the IPO might
save both cost and time. This is also true in the practice of U.S. venture capital industry,
where VC investors may require the invested portfolio company, if still not a C-corporation,
to restructure itself into a C-corporation as a closing condition of an investment transaction.110
Therefore, we can expect that joint stock companies will gradually emerge as an important
business vehicle in China, especially given the growing importance and sophistication of
China’s onshore stock markets.
Despite the fact that joint stock companies are now easier to set-up than before, such
regulatory improvement still cannot be enjoyed by foreign investors. If foreign investors enter
the shareholding of a joint stock company, this will result in the company being turned into a
foreign-invested enterprise, which is mandatorily governed by the relevant foreign direct
investment (“FDI”) laws and regulations in China. 111 Compared to a domestic joint stock
company, a foreign-funded joint stock company needs to have at least RMB30 million
registered capital, with the shares subscribed and held by foreign shareholders being no less
than twenty-five percent thereof.112 Moreover, the establishment of such companies is subject
to the approval of the Ministry of Commerce (“MOFCOM”), the top regulator of foreign
direct investments in China, and not any of its lower-level local counterparts.113 Such legal
stipulations make it even more difficult for foreign venture capitalists to pursue the path of
investing directly in joint stock limited companies. To summarize, the absence of a sharebased equity system among non-listed firms in China makes it practically difficult for venture
capitalists to make direct use of convertible preferred shares when investing in China, 114
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although they are not precluded from doing so per se under the relevant Chinese
regulations.115
2.2

Alternatives to Compensate for Such Difficulty under Chinese Laws
2.2.1

Using Convertible Debt

Similar to the function of convertible preferred stock, convertible notes are a debt
instrument that can be converted into equity upon the occurrence of an acquisition or a
significant funding round,116 or some other event at the option of the note holders, i.e., the
investors. 117 Convertible debt and redeemable convertible preferred equity are essentially
equivalent in terms of the resulting payoff structure,118 and the main difference between the
two instruments concerns the rights available in the case of a default. 119 While preferred
shareholders do not have any particular rights in default, convertible note holders may
demand that the company pay back the note together with a reasonable interest so as to secure
at least some return, or otherwise force the firm into liquidation.120 Moreover, as debt is to be
repaid prior to either preferred or common stock in the event of a sale or liquidation,
convertible notes provide even more senior protection until converted.121
Unlike convertible preferred stock, convertible notes are a way for companies to raise
capital without having to give up ownership in their company, at least initially. From the
investors’ perspective, using convertible notes means that they do not have to immediately
come up with a valuation to a portfolio firm, which will be postponed to the next major
financing triggering conversion.122 The coupon rate on the convertible securities is typically
set at zero, which suggests that venture capitalist structure their investment in this way for
contract flexibility reasons rather than to earn a positive cash flow on their private company
investments.123 In practice, convertible notes are seldom repaid because the VC investors do

Chuangye Touzi Qiye Guanli Zanxing Banfa (ࡋъᣅ䍴Աъ㇑⨶Ჲ㹼࣎⌅) [Interim Measures for the
Administration of Start-up Investment Enterprises], art. 15 (jointly adopted by the National Development and
Reform Commission, the Ministry of Science and Technology, the Ministry of Finance, the Ministry of
Commerce, the People’s Bank of China, the State Administration of Taxation, the State Administration for
Industry and Commerce, China Banking Regulatory Commission, China Securities Regulation Commission, and
the State Administration for Foreign Exchange, and promulgated by the State Council, Nov. 11, 2005).
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not want to only get pennies on the dollar, and if the company is failing, it is unlikely that the
entrepreneurs will have the money to repay the note at all.
Given the practical difficulties of using convertible preferred stock in China as explained
in section 2.1 above, it is natural to think about using convertible notes, which are also often
employed by venture capitalists in their investment transactions. However, this alternative
may not work out as smoothly as contemplated. Loan transactions are strictly regulated under
Chinese law. Only financial institutions with a license for carrying out lending business are
allowed to extend loans. 124 Non-financial institutions, such as VC firms and portfolio
companies, are generally prohibited from extending loans to each other, 125 regardless of
whether the loan would bear interest or whether the borrower is an affiliate or a third party of
the lender.
Given that China’s financial system is still dominated by a large but underdeveloped
banking sector which is more prone to lend first to state-owned enterprises and that the
domestic stock exchanges still need to grow more effectively in allocating resources in the
economy, the most successful part of the financial system is a sector of alternative financing
channels, which rely on alternative governance mechanisms, such as trust, reputation, and
relationships. 126 In practice, it is thus not uncommon to see de facto intercompany loans
among business firms,127 which may be done through the so-called “shadow banking system”
128
or through various circumventing techniques, such as “entrusted loans.”129 Recently, even
the State Administration of Taxation of China has stepped out and benchmarked such interfirm loans among non-financial institutions by stipulating that “the interests paid for intercompany loans can be deducted for corporate income tax purposes only to the extent that they
do not exceed the amount calculated by reference to the interest rates applicable to the loans
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of the same category and period made by financial institutions,”130 indirectly admitting the
existence of such lending in practice.
Although inter-firm lending is indeed heavily used in practice, the Chinese courts have
repeatedly denied its validity. In two judicial interpretations, the Supreme People’s Court of
China explicitly deemed such contracts as null and void – the borrower needs to return the
principal and will also be fined the amount equal to the interest that would have been derived
from a similar bank loan, while any interest that has accumulated upon the loan will be
confiscated from the lender.131 Although convertible debt is more of a controlling rather than
lending mechanism between venture capitalists and portfolio companies, it is doubtful
whether VCs can successfully persuade the court on this point, especially when it is illegal to
conduct inter-firm lending in the first place. As a result of such legal uncertainty (or even
illegality), the attractiveness of convertible notes is rather limited in China. Even if venture
capitalists want to use them as an investment instrument, they should be prepared to give up
the interest return and pay penalty for the loan if the funded portfolio company does not
perform satisfactorily and they need to call the notes.
Using convertible notes is even more difficult for foreign venture capitalists, as it will be
deemed as foreign debt. The concept of foreign debt is broadly defined under the relevant
Chinese laws and regulations to include any obligation or potential obligation to make
payments to overseas parties. 132 A domestic Chinese non-financial entity must apply for
approval from the State Development and Reform Commission, 133 which lays out the
country’s comprehensive plan of economic development, including the quota and structure for
using foreign capital, in order to incur any foreign debt with a term of one year or longer.134
The domestic Chinese non-financial entity must also register the debt on a transaction-bytransaction basis with the State Administration of Foreign Exchange (“SAFE”),135 which is
the top administrator of China’s foreign capital flows, or else no bank will be able to open a
Guojia Shuiwu Zongju Guanyu Qiye Suodeshui Ruogan Wenti de Gonggao (ഭᇦ〾࣑ᙫተޣҾԱъᡰᗇ〾
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foreign exchange account to remit such capital into China. 136 Foreign debt contracts are
deemed valid only upon such registration with SAFE.137 Furthermore, parties must also obtain
approval from the SAFE if they want to convert the foreign debt into Renminbi for use in
China, and to convert Renminbi back into foreign currency to repay the debt in the future.138
Given the existence of these complicated approval and registration procedures, lending
foreign money to a domestic start-up firm is far from an easy matter. As it is not a convenient
choice for foreign venture capitalists to use convertible debt to carry out a VC transaction in
China, it is unlikely to become an effective alternative for convertible preferred stock.
2.2.2

Separability of Cash Flow and Control Rights from Equity Ownership

Given the tremendous agency conflicts embedded in entrepreneurial financing, it is not
optimal to allocate ownership proportionate to residual value, as is done in the case of
common equity. 139 Therefore, the central benefit of convertible preferred stock to venture
capitalists is that it allows the separate allocation of rights of cash flow, voting, board
representation, and liquidation, etc., so that venture capitalists can have control rights without
necessarily also having the majority equity ownership in the start-up firm.
A basic prerequisite for an arrangement similar to convertible preferred stock to function
in China is for the Chinese Company Law to separate cash flow rights, control rights, and
liquidation rights from equity ownership. By virtue of such separability, venture capitalists
will then be able to, through contractual agreements, stipulate certain preferential rights over
their equity interests in the company. This will allow venture capitalists to effectively monitor
and control entrepreneurs to ensure that their investments are secured with some priority if the
portfolio company does not perform well, even when they do not have a majority equity stake
in the portfolio company. By doing so, venture capitalists can achieve similar results as if they
had invested with convertible preferred stock,140 which is not practical for use in China.
Fortunately, according to the current Company Law of China, cash flow rights and control
rights are generally separable from equity ownership. To begin with, the profits of a company
do not have to be distributed among shareholders in proportion to the corresponding
percentages of contributed capital. Instead, parties are allowed to agree otherwise, and the
agreement will prevail over the default rules in the law.141 The mandatory requirement that
shareholders only exercise their voting rights at the shareholders’ meeting on the basis of their
respective percentages of the capital contributions142 is also lifted in the currently effective
Company Law as compared to its previous versions.143 Moreover, parties can freely agree on
the circumstances to liquidate the company, which does not have to be triggered by the
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insolvency or bankruptcy of the company.144 However, as to liquidation rights, the Company
Law does not allow preference over certain group of shareholders, meaning that the remaining
assets and proceeds must be distributed corresponding to the percentages of capital
contribution.145
For foreign venture capitalists, there is another statutory alternative offering the
separability of cash flow rights and control rights from equity ownership. The Chinese
company law system can be characterized by a so-called “legal dualism.” 146 It involves a
separate package of legal provisions applicable only to Chinese-foreign joint ventures and
wholly foreign-funded firms, while the general company law will only step in if the special
stipulations are silent. Among other things, there is a business form termed “cooperative joint
venture,” which can be used by foreign investors who intend to form a joint venture with
Chinese partners. Cooperative joint ventures confer a high degree of contractual freedom for
the two sides to negotiate and design the corporate governance structure of the joint venture in
their agreement, which will be the highest governing authority of the firm to the extent
permitted by law. 147 Negotiable items include, but are not limited to, the distribution of
earnings or products, and the sharing of risks, losses, and remaining assets in the company,148
which do not need to be the same as the capital contribution percentage.
The major potential drawback to cooperative joint ventures is that they are subject to a
more stringent governmental review process – the joint venture agreement and articles of
association, including any material change(s) thereto, must be approved by the relevant
governmental authorities before they can take effect. 149 Since the requirement of
governmental review is mandatory and substantive, officials may refuse to grant the approval
if the submitted documentation look very different from the conventional joint venture
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contracts that they are familiar with.150 As such, even when an approval is finally granted, it is
not certain that foreign venture capitalists will definitively obtain all the desired contractual
provisions they want to have in the agreement, as the officials may ask them to amend certain
parts in ways they see fit. The chart below outlines how foreign venture capitalists can make
direct investments into a Chinese portfolio company.
FIGURE 2.2.2: DIRECT PORTFOLIO INVESTMENT BY FOREIGN VENTURE CAPITALISTS
Foreign VC
Fund

SPV
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Onshore

Local Shareholders

Local Shareholders
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2.3

Prevalent Offshore Investment Structure

The possibility of separating cash flow rights and control rights from economic ownership,
which was largely made possible by the currently effective Company Law (amended in 2005
and took effect as from 2006), was not available to venture capitalists before then. Given the
impracticability of using convertible preferred stock in China as explained above, many
foreign VC funds in practice have chosen to finance their China deals via an “offshore
investment structure,” in which the capitalization actually happens outside China while the
target portfolio company inside China only serves as an operating entity. Logically, with such
offshore funding structures, venture capitalists expect to exit from their investments outside
China, either by floating on offshore stock exchanges, or by selling the business to other
foreign acquirers. Although this offshore structure is particularly relevant to the VC industry,
it is useful for other purposes as well. Many conventional foreign investors, such as
transnational companies, also heavily rely on this structure to enter industries with restrictions
on foreign direct investment according to Chinese laws.151 This section describes “offshore
investment structures”, and relevant related laws and regulations.
2.3.1

Introduction to Offshore Investment Structures

150
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cooperative JVs in a way so as to mirror the structure of the Law on Sino-foreign Cooperative Joint Ventures.
Arguably, the legal documents so written may appear clear and straightforward in the eyes of government
officials, thus may help smoothen the approval process.
151
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Offshore investment structures originate and derive from the “Chinese-Chinese-Foreign”
(“CCF”) financing structure, which was first invented and implemented in 1994 by China
Unicom, the country’s second largest telecommunication operator, to circumvent China’s
long-standing prohibition on foreign ownership, operation, and management of
telecommunication enterprises. 152 The very first company using the offshore investment
structure was reported to be Beijing Yuxing, a computer technology firm went public in Hong
Kong Stock Exchange in August 1999 via a holding company established in Bermuda.153 In
the simplest form, the structure is an offshore holding company with a Chinese subsidiary, in
which the investments are actually made into the offshore company and the subsidiary is the
operating company. For the purposes of easy and cheap formation, tax efficiency, as well as
facilitating prospective exits in offshore capital markets such as those in the U.S., Hong Kong
and/or Singapore, the holding company is usually incorporated in offshore tax havens such as
the Cayman Islands or the British Virgin Islands.154 More complex forms of this structure are
widely used in restricted industries in China, in which foreign investors are not allowed to
hold majority or controlling stakes. In such complex forms, the de facto control from the
offshore holding company over the operating entity in the People’s Republic of China
(P.R.C.) is materialized via contractual arrangements rather than via direct equity stake in the
latter. The charts below show how both the two structures operate.
FIGURE 2.3.1: OFFSHORE INVESTMENT STRUCTURES
SIMPLE FORM
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Such offshore structures are usually set up in practice as follows: at the time of seeking
foreign investment, the Chinese founders who have been operating a Chinese business firm
will set up a holding company in an offshore jurisdiction and then use it to acquire equity
interests in the local company, thus converting it into a Chinese subsidiary of the offshore
entity.155 This subsidiary will serve as the operating unit in China. As to the more complicated
structure that is used in investments into restricted industries, the offshore holding company
will provide necessary funds to its key directors or officers who are residents in China to
capitalize or acquire a Chinese business entity, which will hold the required Chinese
government-issued licenses and approvals. 156 The directors or officers will act as equity
holders of the Chinese operating entity for the benefit of the offshore holding company.157
The offshore holding company does not have any direct ownership interest in the Chinese
entity; rather, the holding company will establish a subsidiary in China,158 which will enter
into various agreements with the Chinese entity, which normally include loan agreements,
power of attorney agreements (voting agreements), exclusive service agreements, share
pledge agreements, and other operating agreements. 159 Taken together, these agreements
provide the offshore company with effective financial and operational control over the
Chinese operating entity.160
2.3.2

Important Benefits of the Offshore Structure within VC Investment
Context

Peter Feist et al., China’s Private Equity Landscape, WEIL GOTSHAL PRIVATE EQUITY ALERT (Jun. 2008),
available at http://www.weil.com/files/Publication/9fc526ef-91f0-4258-afb098e6e268fc8d/Presentation/PublicationAttachment/4884527e-a1dd-4ac1-a68a-a7cac78eb6da/PEA_June_08.pdf ,
at 1.
156
See Fred Greguras & Jianwei Zhang, 2008 Update to Investment and Operating in Restricted Industries in
China, FENWICK & WEST LLP, available at
http://www.fenwick.com/docstore/Publications/Corporate/Invest_Operating_In_China_2008.pdf, at 1.
157
Id.
158
This Chinese subsidiary may be wholly owned by the offshore holding company, or may be a joint venture
between the offshore holding company and the PRC operating company, as applicable in different situations.
159
Paul Gillis, Explaining the VIE Structures, CHINA ACCT. BLOG, available at
http://www.chinaaccountingblog.com/weblog/explaining-vie-structures.html.
160
See Fred Greguras & Jianwei Zhang, 2008 Update to Investment and Operating in Restricted Industries in
China, FENWICK & WEST LLP, available at
http://www.fenwick.com/docstore/Publications/Corporate/Invest_Operating_In_China_2008.pdf, at 1. For a
more detailed description of the more complex contractual structure, and especially the function of the contracts
entered into between the entities, see Paul Gillis, Explaining the VIE Structures, CHINA ACCT. BLOG, available at
http://www.chinaaccountingblog.com/weblog/explaining-vie-structures.html.
155
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Over the years, foreign investors, particularly global venture capitalists, have become
comfortable with the offshore structure as they understand and use it. From a technical point
of view, the advantage of this offshore investment structure is that it helps to circumvent the
unfavorable laws and regulations of China. Such an advantage results from the possibility of
choosing the ideal governing law of the transaction. Normally, if foreign VC investments are
made directly within China, thus turning a Chinese firm into a Sino-foreign joint venture, the
governing law will have to be the law of China.161 By contrast, if the transaction is structured
offshore in which the capital is actually injected into the holding company outside China, the
parties will have the liberty to mutually choose from other laws than the Chinese law. It could
be the law of a developed jurisdiction with substantial relation with the transaction, such as
where the firm aims to list on in the future or where the foreign venture capitalist comes
from. 162 It has to be noted that, thus far, China still primarily relies on imposing direct
administrative approvals and technical restrictions, such as those on foreign equity ownership,
foreign exchange transfer, and conversion approvals, to control the value and quality of
foreign inward capital flows.163 This means that under Chinese law, the relevant governmental
authority needs to review and approve investment contracts before any investments in foreign
currency can be converted into Renminbi and made into China. With the aid of the offshore
investment structure, foreign investors can conveniently enter the Chinese market without
having to try their luck with the government, which may reject the investment contracts or call
for unfavorable revisions to them.
In addition to the possibility of circumventing governmental scrutiny over foreign
investments, parties may get access to more efficient legal rules that are not entirely available
in China. As argued above, the general lack of a share-based equity system in Chinese non161
Zhonghua Renmin Gongheguo Zhongwai Hezi Jingying Qiye Fa (ѝॾӪ≁઼ޡഭѝཆਸ䍴㓿㩕Աъ⌅)
[Law on Sino-Foreign Equity Joint Ventures (P.R.C.)] art. 2 (adopted by the 2nd Session of the 5th National
People’s Congress, July 1, 1979) (amended for the first time, Apr. 4, 1990) (amended for the second time, Mar.
15, 2001); Zhonghua Renmin Gongheguo Zhongwai Hezi Jingying Qiye Fa Shishi Xize (ѝॾӪ≁઼ޡഭѝཆ
ਸ䍴㓿㩕Աъ⌅ᇎᯭ㓶ࡉ) [Implementing Measures for the Law on Sino-Foreign Cooperative Joint Ventures
(P.R.C.)] art. 55 (promulgated by the Ministry of Foreign Trade and Economic Cooperation, Sep. 4, 1995); see
also Zhonghua Renmin Gongheguo Waishang Duzi Qiye Fa Shishi Xize (ѝॾӪ≁઼ޡഭཆ୶⤜䍴Աъ⌅ᇎ
ᯭ㓶ࡉ) [Implementing Measures for the Law on Wholly Foreign-Owned Enterprises (P.R.C.)] art. 2
(promulgated by the Ministry of Foreign Trade and Economic Cooperation, Dec. 12, 1990) (amended, Apr. 12,
2001). See Zuigao Renmin Fayuan Guanyu Shenli Shewai Minshi Huo Shangshi Hetong Jiufen Anjian Falü
Shiyong Ruogan Wenti de Guiding (ᴰ儈Ӫ≁⌅䲒ޣҾᇑ⨶⎹ཆ≁һᡆ୶һਸ਼㓐㓧ṸԦ⌅ᖻ䘲⭘㤕ᒢ䰞
仈Ⲵ㿴ᇊ) [Rules of the Supreme People’s Court on the Relevant Issues Concerning the Application of Law in
Hearing Foreign-Related Contractual Dispute Cases in Civil and Commercial Matters] art. 8 (promulgated by the
Supreme Court of China, July 23, 2007), available at
http://www.court.gov.cn/qwfb/sfjs/201006/t20100628_6412.htm.
162
As an example, the series A convertible preferred shares purchase agreement between Sequoia Capital, a US
venture capital firm and China Linong International Limited, a BVI holding entity of China LandV Group, a
leading Chinese agricultural company, chose the Laws of California as the governing law. See
http://contracts.onecle.com/le-gaga/linong-spa-2007-02-14.shtml. Similarly, in a share purchase agreement
where Softbank, a Japanese venture capital firm, exited from Taobao Holding Limited, a Cayman Islands
holding company of a leading Chinese online shop website, which is also a subsidiary of the Alibaba group, by
selling its shares there to Yahoo! Inc., the parties agreed on the law of the State of New York as the governing
law. See http://contracts.corporate.findlaw.com/planning/purchase/5474.html. This kind of practice is not only
identifiable for venture capitalists in China. Venture capitalists in Taiwan have similarly stated that they use
California law to draft contracts for locally funded firms. By doing this, they can unofficially import U.S. venture
capital law to their countries. See David Ahlstrom & Garry D. Bruton, Venture Capital in Emerging Economies:
Networks and Institutional Change, 30 ENTREPRENEURSHIP THEORY AND PRAC. 299, 313 (2006).
163
See Donald Kimball & Fengjuan Xiao, Effectiveness and Effects of China’s Capital Controls, 4 CHINA &
WORLD ECON. 60, 61 (2005).
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listed firms makes it difficult for venture capitalists to use convertible preferred stock, which
is an efficient investment tool widely employed in the U.S. VC community to obtain special
economic rights such as liquidation preferences, anti-dilution adjustments and other rights in
the investment contracts, as well as to effectively monitor the invested company. The same
also holds for employee incentive plans such stock options, which are important to VC
investing in that they give entrepreneurs long-term incentives to stay and serve the company,
but are again difficult to use in China as a result of the lack of share-based equity system. By
structuring the VC investment offshore, in contrast, parties will be able to make use of such
investment instruments in the holding company outside China without being deterred by the
regulatory limitations in the Chinese law, which would no longer be mandatorily applicable.
Third, and perhaps most importantly, the offshore investment structure also provides
parties to foreign investment transactions with feasible, flexible, and usually profitable exit
options. Exit strategies are as crucial as entry strategies, as they determine profits for
investors. Typically, VC investors can exit from investments by selling their shares or equity
interests in the invested company on a public stock exchange after the portfolio company is
listed, or to a third party acquirer in a private sale. Either way, if the investors or entrepreneurs
want to seek exit abroad, using an offshore structure may be preferable to investing directly
onshore, as Chinese law imposes substantive and time-consuming approval procedures for
any Chinese company seeking foreign listing or foreign-financed merger and acquisitions
(“M&A”). Table 2.3.2 below summarizes the major laws and regulations governing overseas
stock issuance, listing, and mergers & acquisitions from 1993 when China first adopted its
company law code. It can be seen from below that direct access to overseas stock exchanges
has been largely limited to those well-scaled companies (particularly state-owned ones), and
such access is only granted after going through lengthy and complex review and approving
processes. Rather, indirect access via an offshore special purpose vehicle (“SPV”) was
comparatively easier, especially during the period between 2003 and 2005, in which the “nonobjection letter” requirement was lifted while new regulatory restrictions were still not put in
place.

- 82 -

TABLE 2.3.2: BRIEF SUMMARY OF CHINESE REGULATIONS REGARDING OVERSEAS STOCK
ISSUANCE, LISTING, AND M&A
Time

Regulation

Significance

29 December
1993

Company Law

Companies may list abroad upon
the approval of the state
securities regulation authorities.

17 June 1996

Notice from the
Securities
Commission of the
State Council on the
Prerequisites,
Procedures, and
Documentation
Needed for
Recommending
Pre-Selection
Enterprises for
Overseas Listing

Companies first need to be
recommended by provincial
governmental authorities as the
pre-selection enterprises in order
to list abroad. Only 1 – 2
enterprises may be recommended
per province.

20 June 1997

Notice from the
State Council on
Further
Strengthening the
Administration of
Overseas Stock
Issuance and
Listing

All major efforts for the purposes
of listing a domestic company on
a foreign stock exchange,
including but not limited to
acquisition, stock swap, or
appropriation, should be
approved by provincial
governmental authorities and
reviewed by the state securities
regulation authorities.

29 December
1998

Securities Law

Approval from the state
securities regulation authorities
must be obtained before a
domestic company trades or
offers shares abroad, either
directly or indirectly.165

14 July 1999

Notice from China
Securities
Regulation
Commission

A company qualifying for
overseas listing should, among
other things, have at least
RMB400 million net assets,

Remark

Repealed as
from 21
December
1999.164
Companies can
apply for
overseas listing
directly at the
CSRC without
being limited by
the
recommendation
quota.

164
See Zhongguo Zhengquan Jiandu Guanli Weiyuanhui Guanyu Feizhi Bufen Zhengquan Bumen Guizhang de
Tongzhi (ѝഭ䇱ࡨⴁⶓ㇑⨶ငઈՊޣҾᓏ→䜘࠶䇱ࡨ䜘䰘㿴ㄐⲴ䙊⸕) [Notice from China Securities
Regulation Commission on Abolishing Certain Securities Related Government Departmental Rules]
(promulgated by China Securities Regulation Commission, Dec. 21, 1999), available at
http://www.fdi.gov.cn/pub/FDI/zcfg/fzflfgml/P020060619698849539195.pdf.
165
However, the Securities Law does not spell out what activities shall constitute “indirectly trading or offering
shares abroad”, and thus would need the approval from securities regulation authorities.
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Concerning the
Relevant Issues on
Enterprises
Applying For
Overseas Listing

RMB60 million post-tax profits
for the past year, and will raise at
least US$50 million upon listing.

9 June 2000

Notice from China
Securities
Regulation
Commission
Concerning Several
Issues on Stock
Issuance and
Listing of Overseas
Companies with
Domestic Interests

A legal opinion from Chinese
legal counsel is required if a firm
seeks to issue stock or list
abroad. Such legal opinion will
be reviewed by China Securities
Regulation Commission
(“CSRC”). In order to enable the
contemplated overseas stock
issuance or listing, a “nonobjection letter” must be
obtained from the CSRC
regarding the legal opinion.

Repealed as
from 1 April
2003.166 No
“non-objection
letter” from the
CSRC is
required for
overseas stock
issuance and
listing.

24 January
2005

Notice from the
State
Administration of
Foreign Exchange
Concerning the
Relevant Issues on
Improving the
Foreign Exchange
Administration of
Foreign-Funded
M&As (Hui Fa
[2005] No. 11)
(“Notice No. 11”)

If a domestic resident sells his
domestic assets and/or stock in
exchange for overseas shares or
equity interest, he must obtain
the prior approval from the State
Administration of Foreign
Exchange (“SAFE”).

Repealed by
Notice No. 75.

8 April 2005

Notice from the
State
Administration of
Foreign Exchange
Concerning the
Relevant Issues on
Registration of
Overseas
Investments by
Domestic Individual
Residents and
Foreign Exchange
Registration of
Foreign-Funded
M&As (Hui Fa

If a domestic resident transfers
his domestic assets and/or equity
into an overseas entity and
directly or indirectly holds the
equity interests or shares of the
overseas entity, a registration
with the SAFE is required.
Similarly, any subsequent capital
increase, decrease, equity
transfer, merger, separation,
equity investment, and incurring
encumbrance with domestic
assets, should all be registered
with the SAFE.

Repealed by
Notice No. 75.

166
See Zhongguo Zhengquan Jiandu Guanli Weiyuanhui Guanyu Quxiao Di’er Pi Xingzheng Shenpi Xiangmu Ji
Gaimian Bufen Xingzheng Shenpi Xiangmu Guanli Fangshi de Tonggao (ѝഭ䇱ࡨⴁⶓ㇑⨶ငઈՊޣҾਆ⎸
ㅜҼᢩ㹼᭯ᇑᢩ亩ⴞ৺᭩ਈ䜘࠶㹼᭯ᇑᢩ亩ⴞ㇑⨶ᯩᔿⲴ䙊) [Announcement of China Securities
Regulatory Commission on Canceling the Second Group of Administrative Approval Items and on Changing the
Management Methods of Some Administrative Approval Items] (promulgated by China Securities Regulation
Commission, Apr. 1, 2003).

- 84 -

[2005] No. 29)
(“Notice No. 29”)
21 October
2005

Notice from the
State
Administration of
Foreign Exchange
Concerning
Relevant Issues
about Foreign
Exchange Control
on Domestic
Residents’
Corporate
Financing and
Round-Trip
Investment Through
Offshore Special
Purpose Vehicles
(Hui Fa [2005] No.
75) (“Notice No.
75”)

Domestic residents can set up
SPVs, and use such vehicles to
engage in equity financing
activities. Registration with the
SAFE is required prior to the
establishment or gaining control
of any offshore holding entity by
Chinese residents. Moreover,
SAFE also requires for
retrospective compliance of preexisting offshore holdings.

8 August 2006

Provisions on
Foreign-Funded
Mergers and
Acquisitions of
Domestic
Enterprises
(MOFCOM
Ordinance [2006]
No. 10)
(“Ordinance No.
10”)

Approval from the Ministry of
Commerce is needed before any
Chinese individuals or
companies can establish an
offshore SPV, use the SPV to
acquire the domestic operating
company and turn it into the
subsidiary of the SPV. The
subsidiary domestic company
will hold a special business
license valid only for one year.
Overseas listing must be
completed within one year after
the issuance of such special
business licence.
Approval by CSRC is needed as
a pre-requisite for an offshore
SPV that holds assets in China to
undertake a listing outside China.

As can be seen in table 2.3.2 above, the promulgation of the Provisions on ForeignFunded Mergers and Acquisitions of Domestic Enterprises (“Ordinance No. 10”),167 which
followed the three Notices from the State Administration of Foreign Exchange (Notices No.
11, 29, and 75 as summarized in the table above) earlier in 2005, finally and conclusively
draws the practice of using an offshore SPV to acquire and own domestic interests under
167
Waiguo Touzizhe Binggou Jingnei Qiye Guiding (ཆഭᣅ䍴㘵ᒦ䍝ຳԱъ㿴ᇊ) [Provisions on the
Merger or Acquisition of Domestic Enterprises by Foreign Investors] (jointly promulgated by the Ministry of
Commerce, State-Owned Assets Supervision and Administration Commission of State-Council, State
Administration of Taxation, State Administration of Industry and Commerce, China Securities Regulation
Commission, and State Administration of Foreign Exchange, Aug. 8, 2006) (amended on June 22, 2009).
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regulatory supervision. Consequently, governmental approval becomes a prerequisite for such
a SPV to be set up and used, e.g., for VC financing and further overseas listing. The reality is,
however, since Ordinance No. 10 came into force, there has not been even one successful
precedent that has managed to obtain approval from the Ministry of Commerce.168 Rather, an
alternative is used even more often to circumvent the requirements of Ordinance No. 10. As
mentioned above, there are two models of offshore investment structure (see figure 2.3.1).
The key difference between them is that, while the first achieves direct control by the offshore
SPV holding equity stake of the onshore operating entity, in the second model it is the
contractual agreements between the offshore SPV’s Chinese subsidiary and the real operating
entity in China that help to establish indirect control by the offshore SPV. Given the
possibility of using the first and simpler model, the more complicated contractual model was
mainly employed when investing in restricted industries before 2006.169 After Ordinance No.
10, however, its usage was incidentally pushed even further into those industries that do not
prohibit majority foreign ownership because the contractual arrangements in such a model
make it unnecessary for the offshore SPV to acquire and own equity interests in Chinese
companies, thus rendering Ordinance No. 10 no longer applicable.170 This contractual model
is often more concisely referred to as the VIE model. VIE stands for “variable interest entity,”
which is originally a term used by the United States Financial Accounting Standards Board to
refer to an entity in which the investor holds a controlling interest that is not based on the
majority of voting rights.171 This is exactly the essence of the contractual model that is widely
used by (foreign) investors in many Chinese firms (most typically in Internet firms172).
ZHANG LONG (ᕐ嗉), ZHONGGUO QIYE JINGWAI SHANGSHI JIANGUAN (ѝഭԱъຳཆкᐲⴁ㇑)
[SUPERVISION AND REGULATION OF CHINA’S OVERSEAS LISTING] ch. 3.2 (2011), available at
http://lz.book.sohu.com/chapter-20561-116330683.html; see also Su Jiang (㣿⊏), Erdu Bianshen de Youhuo –
Zhongxiao Gongsi Hongchou Jiagou Huigui Diaocha (Ҽᓖਈ䓛Ⲵ䈡ᜁüѝሿޜਨ㓒ㆩᷦᶴഎᖂ䈳ḕ) [The
temptation to restructure for the second time – an investigation into the disentanglement of the “red chip”
structure of Chinese SMEs], 21 SHIJI JINGJI BAODAO (21ц㓚㓿⍾ᣕ䚃) [21ST CENTURY BUSINESS HERALD]
Sep. 17, 2010, available at http://www.21cbh.com/HTML/2010-9-20/2OMDAwMDE5ODI2OQ_6.html; and
Greg Knowles, Cayman Islands and BVI: The benefit for China in times of regulatory change, 9 HONG KONG
LAWYER (2010), available at
http://www.maplesandcalder.com/fileadmin/uploads/maples/Documents/PDFs/CAYMAN%20AND%20BVI%2
0THE%20BENEFIT%20FOR%20CHINA%20IN%20TIMES%20OF%20REGULATORY%20CHANGE%20.p
df, pointing out that “[s]uch approval has proved difficult to obtain and is unlikely to be forthcoming for
anything other than the largest of deals.”
169
Wang Shanshan et al. (⦻ဇဇㅹ), Zhifubao Kaoyan: Haiwai Shangshi Gongsi VIE Moshi Zao Tiaozhan (᭟
Ԉᇍ㘳傼˖⎧ཆкᐲޜਨ VIE ⁑ᔿ䚝ᡈ) [The Test Facing AliPay: VIE Model of Overseas Listed
Companies Challenged], 455 CAIXIN XINSHIJI (䍒ᯠǉᯠц㓚Ǌ) [CAIXIN CENTURY] (2011), available at
http://news.qq.com/a/20110620/000543.htm.
170
To be sure, using the contractual model is not the only option to circumvent Ordinance No. 10, while arguably
is the most heavily used one. For the introduction of other possible alternatives, see LI SHOUSHUANG & SU
LONGFEI (ᵾሯৼ & 㣿嗉伎), HONGCHOU BOYI: SHIHAO WEN SHIDAI DE MINQI JINGWAI SHANGSHI (㓒ㆩঊᔸ:
ॱਧ᮷ᰦԓⲴ≁Աຳཆкᐲ) [RED-CHIP GAME: OVERSEAS LISTING OF CHINESE PRIVATE COMPANIES IN THE
TIMES OF ORDINANCE NO. 10] (2011). See also Greg Knowles, Cayman Islands and BVI: The Benefit for China
in Times of Regulatory Change, 9 HONG KONG LAWYER (2010), available at
http://www.maplesandcalder.com/fileadmin/uploads/maples/Documents/PDFs/CAYMAN%20AND%20BVI%2
0THE%20BENEFIT%20FOR%20CHINA%20IN%20TIMES%20OF%20REGULATORY%20CHANGE%20.p
df.
171
For more explanation of VIE, see Summary of Interpretation No. 46 (revised December 2003): Consolidation
of Variable Interest Entities—an interpretation of ARB No. 51(Issued 12/03), FINANCIAL ACCT. STANDARDS BD.,
available at http://www.fasb.org/st/summary/finsum46r.shtml.
172
Jing Linbo & Wang Xuefeng (㥶᷇⌒&⦻䴚ጠ), Waizi Dui Woguo Hulianwang Shichang Yingxiang de
Yanjiu (ཆ䍴ሩᡁഭӂ㚄㖁ъᐲ൪ᖡ૽Ⲵ⹄ウ) [A Research on the Influence of Foreign Capital on China’s
Internet Market], 5 CAIMAO JINGJI (䍒䍨㓿⍾) [FINANCE & TRADE ECONOMICS] 97 (2009), available at
http://www.lvzaiyi.com/wp-content/uploads/downloads/2011/06/ཆ䍴ሩᡁഭӂ㚄㖁ъᐲ൪ᖡ૽Ⲵ⹄ウ.pdf.
168
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Other than the benefits within the context of VC investments as mentioned above, using
offshore investment structures can also serve other purposes, which are not directly related to
the VC investment process. Among other things, one important motive for some Chinese
entrepreneurs to set up an offshore holding company and to use it to acquire the Chinese
interests is to reduce their tax obligations. By doing so, the original Chinese firm would be
turned into a foreign-invested enterprise (“FIE”), and under the then applicable Chinese
taxation law regime, a foreign investor was exempt from paying Chinese income tax for the
dividends received from an FIE. 173 Moreover, Chinese law used to also grant FIEs with
various tax holidays and tax deductions, depending on such factors as their lines of business
and locations, etc.174
Therefore, in order to take advantage of these FIE-exclusive tax benefits,175 some Chinese
residents made use of the offshore SPV structure to conduct so-called “round-trip
investments,” where the offshore SPV was set-up entirely for the purposes of turning the
Chinese operating entity into an FIE so that it can qualify for the relevant preferential FDI
policies, while actually no foreign investment is made into the offshore SPV.176 In order to
maximize tax saving effects, the foreign holding entity is usually established in an offshore
financial center, as corporations established there typically only have to pay domestically very
low income tax, or even no income tax at all.177 Comparatively, it is neither necessary nor
ideal to go to developed jurisdictions such as the U.S. to set up the foreign holding entity there
Zhonghua Renmin Gongheguo Waishang Touzi Qiye He Waiguo Qiye Suodeshui Fa (ѝॾӪ≁઼ޡഭཆ୶
ᣅ䍴Աъ઼ཆഭԱъᡰᗇ〾⌅) [Income Tax Law for Foreign-Funded Enterprises and Foreign Enterprises
(P.R.C.)] art. 19 (promulgated by the National People's Congress, Apr. 9, 1991). Such preferential taxation
treatment offered particularly to foreign investors in FIEs was no longer available as from 2008, when China’s
new Enterprise Income Tax Law started to take effect. Under the new Enterprise Income Tax Regime, nonresident firms are obliged to pay a reduced enterprise income tax at 10% for the dividends they gained from FIEs.
See Zhonghua Renmin Gongheguo Qiye Suodeshui Fa (ѝॾӪ≁઼ޡഭԱъᡰᗇ〾⌅) [Enterprise Income
Tax Law (P.R.C.)] arts. 3, 4, 19 (adopted at the 5th Session of the 10th National People’s Congress, Mar. 16,
2007); see also art. 91 of Zhonghua Renmin Gongheguo Qiye Suodeshui Fa Shishi Tiaoli (ѝॾӪ≁઼ޡഭԱъ
ᡰᗇ〾⌅ᇎᯭᶑֻ) [Regulation on the Implementation Rules of Enterprise Income Tax Law (P.R.C.)] (adopted
by the State Council at the 197th executive meeting, Nov. 28, 2007). In case the foreign investor is an individual,
see Caizhengbu, Guojia Shuiwu Zongju Guanyu Geren Suodeshui Ruogan Zhengce Wenti de Tongzhi (䍒᭯䜘ˈ
ഭᇦ〾࣑ᙫᒁޣҾњӪᡰᗇ〾㤕ᒢ᭯ㆆ䰞仈Ⲵ䙊⸕) [Circular from the Ministry of Finance and State
Administration of Taxation on Some Policy Issues Concerning Individual Income Tax] art. 2 (promulgated by
the Ministry of Finance and State Administration of Taxation, May 13, 1994).
174
Income Tax Law for Foreign-Funded Enterprises and Foreign Enterprise (P.R.C.), supra note 173, arts. 6-9.
Again, as a result of the consolidating the two separate tax regimes applicable respectively to domestic-funded
companies and FIEs into a universal one in the new Chinese Enterprise Income Tax Law as from 2008, such FIE
exclusive tax advantages are now largely diminished.
175
As indicated by a practitioner in the business of helping Chinese firms registering their offshore holding
entities, the offshore SPV structure can be used for multiple purposes, such as investing, trading, or simply tax
evasion, depending the clients’ particular business needs. See Nan Yan (ই❡), Kaiman Huangyan: Zhongguo
Qiye Li’an Mishi (ᔰᴬ䈾䀰:ѝഭԱъየ〈ਢ) [Lies in the Cayman Islands: A Secret History of Chinese
Companies Moving Offshore], 30 ZHONGGUO JINGJI ZHOUKAN (ѝഭ㓿⍾ઘ࠺) [CHINA ECONOMIC WEEKLY]
(2011), available at http://www.ceweekly.cn/html/Article/201108018821967638312.html.
176
See Stefan Kaiser et al, Foreign Direct Investment in China: An Examination of the Literature, in GREATER
CHINA: POLITICAL ECONOMY, INWARD INVESTMENT, AND BUSINESS CULTURE 55 (Chris Rowley & Mark Lewis
eds., 1996). See also JAMES LAURENCESON & JOSEPH C. H. CHAI, FINANCIAL REFORM AND ECONOMIC
DEVELOPMENT IN CHINA 99 (2003).
177
Craig M. Boise, Regulating Tax Competition in Offshore Financial Centers, in OFFSHORE FINANCIAL
CENTERS AND REGULATORY COMPETITION, 1 (Andrew P. Morriss, ed. 2010), available at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1266329.
173
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for the same purpose. Given that such practice has resulted in the loss of tax revenues,178 the
new Chinese Enterprise Income Tax Law imposes more strict scrutiny over the offshore SPV
structure and round-trip investments, which are generally included into the Chinese taxation
regime and are subject to the relevant taxes.179 Consequently, it is now not only more difficult
to set up the offshore investment structure as a result of the series of regulations after 2005,
particularly the Ordinance No. 10, but also more expensive to maintain it, as a result of the
now consolidated taxation regime which largely removed the competitive tax advantages that
used to be exclusively applicable to foreign-invested firms.
HOW ARE TRANSACTIONS DONE IN PRACTICE?

III.

After discussing the various alternatives of making VC investments in China, including
using offshore investment structures, I turn to real life cases to see how transactions are done
in practice, and try to answer the questions of how often the offshore investment structure has
been used, and what implications can be made. In order to answer these questions, I looked at
the corporate ownership and control structures of venture capital-financed Chinese firms with
a particular focus on the location of the entities actually receiving the venture capital funding.
Because of the difficulty of getting complete and accurate information about the corporate
ownership and control structures of non-listed firms, I only focused on publicly listed firms in
this paper. The paragraphs below elaborate this data exercise.
3.1

Data Description and Overview

Data collection started with a full list of 467 private equity and venture capital investment
transactions in Mainland China (excluding Hong Kong and Taiwan) from 1990 to 2005 (until
May 31, 2005) as covered in the VentureXpert database. I excluded buyout and turnaround
transactions, private investment in public equity (“PIPE”) transactions, bridge loan
transactions, and fund of funds transactions, but included early-stage (seed, start-up, early, and
expansion stages) as well as late-stage investments. The resulting sample consists of a total of
419 transactions of different investment rounds by 211 venture capital firms and 290
disclosed funds (both Chinese and foreign) into 304 disclosed Chinese firms (including their
offshore holding companies).180 Within these 304 Chinese firms and by the cut-off date of the
original dataset (May 31, 2005), there are 29 companies that either had already gone public, or
were under registration procedures with certain stock exchanges waiting to go public. These
29 firms then constitute the final sample that I will start to discuss from infra section 3.2.
In order to provide a general overview of VC investment transactions in China, the
following figures and tables first present the descriptive statistics of the 419 VC transactions
before the paper further continues with the final sample of 29 public firms. As can be seen
from figure 3.1.1 below, VC investments were made in China throughout the 1990s, but the
outburst of transactions was only witnessed around the turn of the century. The data
demonstrate two peaks in the number of deals, one lasting from 1999 to 2001 and the other
from 2003 to the first half of 2005. The first peak is directly explained by the dotcom bubble
178

Jin Renqing (䠁Ӫᒶ), Guanyu Zhonghua Renmin Gongheguo Qiye Suodeshui Fa (Cao’an) de Shuoming (ޣ

ҾǉѝॾӪ≁઼ޡഭԱъᡰᗇ〾⌅˄㥹Ṹ˅ǊⲴ䈤᰾) [Explanation on the Enterprise Income Tax Law of

the People's Republic of China (Draft)] (speech delivered at the 5th Session of the 10th National People’s
Congress), Mar. 8, 2007, available at http://news.xinhuanet.com/fortune/2007-03/08/content_5819131.htm.
179
Enterprise Income Tax Law (P.R.C.), supra note 173, arts. 2, 3, 45; Regulation on the Implementation Rules
of Income Tax Law (P.R.C.), supra note 173, art. 4.
180
These numbers only cover the funds and firms that have disclosed themselves. There are also a number of
other undisclosed investors and Chinese investee firms, but they are not included here.
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period when everybody wanted to list on NASDAQ and take a share of the soaring market.
Taken together with table 2.3.2 above, one can see that the second peak corresponds with the
regulatory changes that took place during that period. Because there was largely no regulatory
obstacle impeding the usage of offshore investment structure after the 2003 repeal of the
“non-objection letter” and before the promulgation of the series of SAFE notices in 2005,
relocating (i.e., using an offshore SPV to acquire and hold) the Chinese VC-invested firm
outside of the country was technically easier to accomplish then than at any other time.
FIGURE 3.1.1: NUMBER OF CHINA’S VC TRANSACTIONS BY YEARS
120
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As to the origin of investors, it is obvious from figure 3.1.2 that most of them are foreign
venture capitalists. Being the unquestionable leader in the global venture capital industry, the
U.S. also excelled in the Chinese market in the sense that 129 out of the total of 290 VC
funds, and 92 out of the total of 211 VC firms came from the U.S. Comparatively, there were
only 39 VC funds and 30 VC firms that were domestic Chinese ones. Other major foreign
investors came from jurisdictions geographically near Mainland China, such as Hong Kong
and Singapore.
FIGURE 3.1.2: ORIGIN OF VC INVESTORS
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3.2

Usage of Offshore Investment Structures in VC Investment Practice
3.2.1

Is It Used or Not?

It is obvious that in order to use the offshore investment structure, regardless of the simple
form or the more complicated VIE form, a new company (the offshore holding company)
must be established in a foreign jurisdiction in the first place, unless the Chinese firm has
already had a foreign presence existing to serve that purpose. After that, the offshore holding
company will then either acquire an equity stake or indirect contractual control of the
operating company in China. Technically, this process can be viewed as the entrepreneurial
firm being relocated to a foreign jurisdiction. Following the paper of Cumming, Fleming, and
Schwienbacher, corporate relocation is deemed to have happened when the invested
entrepreneurial firm was initially based in the Asia Pacific region (in this paper, China) as of
the time of the first round of VC investment, but later relocated to another foreign
jurisdiction.181
In this paper, I examine the usage of the offshore investment structure by Chinese firms
once they were invested in by VC investors, i.e., whether the Chinese entrepreneurial firms
had been relocated to a foreign jurisdiction upon receiving VC financing or not. To elaborate,
I consider an invested firm as already having a foreign presence at the time of the first round
investment, if the foreign presence was established at least one year prior to the date of the
financing. To be on the safe side, it is wise to allow for such one-year gap in this respect, as
the offshore investment structure itself needs some time to be established for relocation. This
means that it would be more reasonable to consider a foreign SPV established several weeks
or a few months before the date of first round VC financing as corporate relocation, instead of
an already exited foreign presence.
Except for those companies that successfully got listed, whose corporate holding
structures are disclosed and thus available to the public, it is not easy to locate the equivalent
for non-listed firms. Doing so often requires plenty of assuming and guessing, and the
information so found is not always reliable. As such, out of the 304 disclosed Chinese firms, I
only focus on those that finally managed to achieve IPOs or at least submitted their
registration documents to the securities regulatory authority in certain jurisdictions within the
time window covered by the VentureXperts database (i.e., until May 31, 2005). Furthermore,
I only focus on the first round of VC transactions in these firms, not the later rounds, nor the
buyout and turnaround transactions, PIPE transactions, bridge loan transactions, and fund of
funds transactions (I already excluded them out of the scope of this paper in Section 3.1), even
if they happened as the first round of investments. Taken these factors all into consideration,
the final sample consists of 29 firms, as shown in table 3.2.1.
In table 3.2.1, the dates of IPO and investment rounds are given by the VentureXpert
database, which were double-checked and corrected (where necessary)182 by comparing with
the information as recorded in the companies’ registration documents as well as in their
official websites. Moreover, the VentureXpert database also provides information on the
identity and location of VC investors, so one is directly able to tell whether a transaction was
See Douglas Cumming et al., Corporate Relocation in Venture Capital Finance, 3 ENTREPRENEURSHIP
THEORY AND PRAC. 1121, 1130 (2009).
182
For example, according to the VentureXpert database, the date of first round of VC investments into Focus
Media (China) Holdings Co., Ltd. was January 1, 2003. However, the official website of Focus Media records
June 2003 for the same fact. As such, I take the June 2003 as the correct date and thus use it in my sample.
176
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totally funded by foreign venture capitalists or not. Other items, such as the founding time of
the original company, listing entity, and entity receiving VC investments, were handcollected. I looked at the firms’ publicly disclosed documents as filed with the relevant stock
exchanges, as well as their company websites and anecdotal reports to find out the needed
information.
It can be easily seen from table 3.2.1 that VC invested Chinese firms tend to list abroad.
Among all the 29 firms, there is only one domestically-listed firm, namely, Guangdong Kelon
Electrical Holdings Co. Ltd., which was listed on the Shenzhen Stock Exchange. But even this
single case was actually part of a dual-listing strategy – the company’s IPO was first done in
Hong Kong in 1996, and the Shenzhen listing was three years later than that. According to
table 3.2.1, the U.S. was obviously the most popular listing destination among VC financed
Chinese firms – 17 among all the 29 firms chose to trade their shares on stock exchanges
located there, mostly on the NASDAQ. Overall, Chinese firms did not seem to have a
diversified choice pattern in terms of choosing listing venues, and they are only found to list
in Hong Kong and Singapore other than the U.S.
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15-Oct-2004

16-Nov-2004

6-May-2005

10-Dec-2004

China Finance Online (DBA:
CF99)

China Netcom Corporation,
Ltd.

China Techfaith Wireless
Communication Technology
Limited

China Wireless Technologies
Ltd

Beijing Watch Data System
Company, Ltd.

13-Aug-2004

NASDAQ

N/Ab

AsiaInfo Holdings, Inc.

Central Semiconductor
Manufacturing Corp (CSMC
Technologies)

NASDAQ

3-Mar-2000

51Job, Inc. (AKA: 51Net.com)

HKSE

NASDAQ

HKEX,
NYSE

NASDAQ

HKEX

NASDAQ

29-Sep-2004

Company Name

Listing
Venue

Company
IPO Date

15-Aug-2003

27-Apr-2004

19-Feb-2001

1-May-2000

1-Jan-1998

19-Jun-2000

1-Dec-1997

7-Jun-2000

Round
Date

1

1

1

1

1

1

1

1

Round
Number

Shenzhen

Beijing

Beijing

Hong Kong

Hong Kong

Beijing

Dallas

Shanghai

Original
Company
Location

29-Apr-1993

Jul-2002

Aug-1999

Nov-1998

15-Sep-1997

Nov-1994

17-Jun-1993

Mar-1997

Original
Company
Founding
Time

Cayman
Islands

Cayman
Islands

Hong Kong

Hong Kong

Cayman
Islands

Cayman
Islands

Delaware

Cayman
Islands

Listing
Entity
Location

Y

Y

Y

Y

Y

Y

Y

Y

All
Foreign
VC?

A

R

A

A

A

N

A

R

Relocation
or Already
Foreign
Existencea

TABLE 3.2.1: USAGE OF OFFSHORE INVESTMENT STRUCTURE IN VC-FINANCED CHINESE FIRMS
(LISTED PRIOR TO MAY 31, 2005)

Listing Entity

TechFaith BVI

Listing Entity

Listing Entity

Original
Company

Original
Company

Original
Company

Listing Entity

Entity
where VC
Investment
was made

11-Jun-2002

8-Jul-2003

22-Oct-1999

Nov-1998

15-Sep-1997

Nov-1994

17-Jun-1993

24-Mar-2000

Founding
Time of the
Entity
Receiving VC
Financing
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1-Jun-2002

5-Jun-2003

4-Feb-2005

Hongguo International
Holdings Limited

Hurray! Solutions Ltd.

Focus Media (China) Holdings
Co., Ltd.

Harbin Songjiang Brewery Co.

13-Jul-2005

eLong, Inc.

23-Jul-1996

28-Oct-2004

Eagle Brand Ceramics, Inc.
(AKA: Eagle Brand
International)

Guangdong Kelon Electrical
Holdings Co. Ltd.

8-Feb-1999

Ctrip.com International, Ltd.

17-Dec-2004

9-Dec-2003

Company Name

Fuji Forunite (AKA: FUJI Food
and Catering Services)

Company
IPO Date

NASDAQ

Singapore

HKSE

HKSE
(1996),
SZSE
(1999)

HKSE

NASDAQ

NASDAQ

Singapore

NASDAQ

Listing
Venue

16-Jun-2003

1-Jan-1996

1-Oct-2001

1-Dec-1993

16-Jan-2004

June-2003

29-Aug-2003

16-Sep-1997

Mar-2000

Round
Date

1

Beijing

Nanjing

Harbin

2c

1

Foshan

Suzhou

Shanghai

Beijing

Foshan

Shanghai

Original
Company
Location

1

1

1

1

1

1

Round
Number

1-Sep-1999

27-Dec-1995

1900

1984

Jul-1999

Sep-1997

Aug-1999

1974

Jun-1999

Original
Company
Founding
Time

Cayman
Islands

Bermuda

Cayman
Islands

Foshan

Cayman
Islands

Cayman
Islands

Cayman
Islands

Bermuda

Cayman
Islands

Listing
Entity
Location

Y

Y

Y

Y

Y

Y

Y

Y

Y

All
Foreign
VC?

A

Not Known

R

N

A

R

A

A

R

Relocation
or Already
Foreign
Existencea

Listing Entity

Not Known

Listing Entity

Original
Company

Sky Achieve
(BVI)

Focus Media
BVI

eLong BVI

EBIL (BVI)

Listing Entity

Entity
where VC
Investment
was made

23-Apr-2002

Not Known

23-Feb-2001

1984

2-Jan-2003

11-Apr-2003

4-Apr-2001

28-Apr-1995

3-Mar-2000

Founding
Time of the
Entity
Receiving VC
Financing
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30-Jun-2000

24-Jun-2004

31-Oct-2003

12-Mar-2004

13-May-2004

NetEase.com, Inc. (DBA:
163.com)

Ping An Insurance Company
of China, Ltd.

Ports Design

Semiconductor Manufacturing
International Corp. (AKA:
SMIC)

Shanda Interactive
Entertainment (AKA: Shanda
Networking)

4-Mar-2004

Linktone Ltd.

NASDAQ

NYSE

1-Mar-2003

Sep-2001

12-Oct-1997

29-Jun-1994

HKEXd

HKEX

1-Dec-1999

1-Oct-1999

1-Sep-2002

Apr-1998

2-Jan-2001

Round
Date

NASDAQ

NASDAQ

NASDAQ

9-Jul-2004

HKEX

KongZhong Corporation (FKA:
Communication Over The Air
Inc)

IIN Networks International, Ltd

HKEX

26-Nov-2001

Company Name

Listing
Venue

Kingdee International Software 9-Feb-2001
Group Company Limited

Company
IPO Date

1

1

1

1

1

1

1

Shanghai

Cayman
Islands

Xiamen

Shenzhen

Guangzhou

Cayman
Islands

Beijing

Shenzhen

Hunan

2c

1

Original
Company
Location

Round
Number

1-Dec-1999

3-Apr-2000

1993

21-Mar-1988

24-Jun-1997

10-Nov-1999

18-Mar-2002

1993

10-Apr-1997

Original
Company
Founding
Time

Cayman
Islands

Cayman
Islands

Bermuda

Shenzhen

Cayman
Islands

Cayman
Islands

Cayman
Islands

Cayman
Islands

Cayman
Islands

Listing
Entity
Location

Y

Y

Y

Y

Y

Y

Y

N

Y

All
Foreign
VC?

R

A

R

N

R

A

R

N

Not Known

Relocation
or Already
Foreign
Existencea

Shanda BVI

Listing Entity

A BVI holding
company

Listing Entity

Listing Entity

Original
Company

Listing Entity

Original
Company

Not Known

Entity
where VC
Investment
was made

Jul-2002

3-Apr-2000

29-Apr-1997

16-Jan-1997

6-Jul-1999

10-Nov-1999

6-May-2002

1993

Not Known

Founding
Time of the
Entity
Receiving VC
Financing
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12-Jul-2000

16-Jun-2004

Sohu.com

Tencent Technology Limited

HKEX

NASDAQ

NASDAQ

Listing
Venue

1-Mar-2000

1-Apr-1998

Aug-1997

Round
Date

1

1

1

Round
Number

Shenzhen

Delaware

Hong Kong

Original
Company
Location

11-Nov-1998

Aug-1996

Mar-1993

Original
Company
Founding
Time

Cayman
Islands

Delaware

Cayman
Islands

Listing
Entity
Location

Y

Y

Y

All
Foreign
VC?

R

A

A

Relocation
or Already
Foreign
Existencea

Tecent BVI

Original
Company

Original
Company

Entity
where VC
Investment
was made

23-Nov-1999

Aug-1996

Mar-1993

Founding
Time of the
Entity
Receiving VC
Financing

a. “R” stands for relocation, “A” stands for already has foreign presence, and “N” means neither has happened.
b. Beijing Watch Data System Company, Ltd. filed its registration statement to the Securities Exchange Commission (the “SEC”) on December 22, 2004, but never got to
sell their shares to the public. Their registration at the SEC terminated as of June 30, 2006.
c. Two second round transactions are included here because the first round investments into these two companies were actually buyout/acquisition transactions, according to
the VenutreXpert database. As such, I disregarded them and looked at their second rounds where VC investors were first involved.
d. Ping An Insurance Company of China, Ltd. was also listed in Shanghai Stock Exchange, but because that happened in 2007, it falls out of the time window of the
VentureXpert database, and thus is not included in this table.

13-Apr-2000

Sina Corporation (FKA:
Sina.com)

Company Name

Company
IPO Date

The use of the VIE structure is also common among the firms in the sample. As
shown in table 3.2.1B below, 16 out of the 29 firms are found to have used the VIE
structure. This directly results from the fact that most of the Chinese firms that
received VC financing and achieved listing engaged in the so-called “value-added
telecommunications business”. Under the Chinese law, telecommunication businesses
are divided into two broad categories, namely, infrastructure telecommunications and
value-added telecommunications businesses.183 Value-added telecommunications are
widely defined as those that utilize public network infrastructure facilities to provide
telecommunications and information services.184 More specifically, such businesses
include electronic mail service, voicemail boxes, online database storing and
searching, electronic data interchange, online data processing and trading processing,
value-added fax, Internet connection service, Internet information service, and audiovisual telephone meeting service.185
As such, it can be generalized that basically any so-called “dotcom” firm, or any
mobile phone service provider, will be considered as doing one or more of the various
telecommunication businesses, and thus will need a license from China’s Ministry of
Industry and Information Technology (the “MIIT”) for that purpose. 186 The
telecommunications business in general (both the infrastructure and value-added
categories) restricts foreign investors from taking majority ownership, and thus the
MIIT license will not be given to a firm where foreign investors hold more than 50%
of the equity stake therein.187 This means that foreign venture capitalists, which were
the main force of investors in China’s entrepreneurial financing business back then,
were not able to retain direct control in Chinese firms doing Internet service or
content providing business. In contrast, using the contractual control model offered by
the VIE structure turned out to be a good choice for them as it helped to circumvent
the direct equity holding limit.
Moreover, given that all the Chinese interests will be indirectly controlled by the
holding entity located abroad, the VIE structure also enables the offshore holding
entity to consolidate the financials of the Chinese operating companies (variable
interest entities) into the group’s overall financial statements.188 By the same token,
VIE structure is also often used in firms doing life insurance,189 advertising,190 travel
183
Zhonghua Renmin Gongheguo Dianxin Tiaoli (ѝॾӪ≁઼ޡഭ⭥ؑᶑֻ) [Regulation on
Telecommunications (P.R.C.)] art. 8 (promulgated at the 31st regular meeting of the State Council, Sep.
20, 2000).
184
Id.
185
See id. at Appendix.
186
Regulation on Telecommunications (P.R.C.), supra note 183, art. 9.
187
Waishang Touzi Dianxin Qiye Guanli Guiding (ཆ୶ᣅ䍴⭥ؑԱъ㇑⨶㿴ᇊ) [Provisions on the
Administration of Foreign-funded Telecommunications Enterprises] art. 4 (promulgated by the State
Council on Dec. 11, 2001) (amended on Sep. 10, 2008). To be more precise, the maximum equity
holding limit for foreign investors in infrastructure telecommunications business (except wireless
paging business) is 49%, and for foreign investors in value-added telecommunications business is 50%.
188
David Roberts & Thomas Hall, VIE Structures in China: What You Need to Know, TOPICS IN
CHINESE LAW: AN O’MELVENY & MYERS LLP RESEARCH REPORT 2 (2011), available at http://iisdb.stanford.edu/evnts/6963/TICL_-_VIE_Structures_in_China.pdf.
189
Foreign investors are prohibited from holding more than 50% equity stake in a life insurance firm;
and such restriction still remains in the latest version of Catalogue for the Guidance of Foreign
Investment Industries. See Waishang touzi chanye zhidao mulu (ཆ୶ᣅ䍴ӗъᤷሬⴞᖅ) [Catalogue
for the Guidance of Foreign Investment Industries] (jointly promulgated by the State Development and
Reform Commission and the Ministry of Commerce, Dec. 24, 2011).
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and ticketing agency businesses, 191 as these businesses also fall with the scope of
“restricted industries” according to the relevant Chinese laws and regulations. 192
Examples of such firms in my sample include Ping An Insurance Company of China,
Ctrip.com International, Ltd., 51job, Inc., eLong, Inc., and Focus Media (China)
Holdings, Co., Ltd. Because the contractual control concept embodied in the VIE
model was first tested successfully in the listing of Sina.com in NASDAQ in 2000,193
the VIE model is also often referred to as the “Sina model”.194
Table 3.2.1B: USAGE OF VIE STRUCTURE IN VC-FINANCED CHINESE FIRMS

Company Name

Company Business Description as Recorded in
VentureXpert Database

VIE
Structure
Used?

51Job, Inc. (AKA: 51Net.com)

Provides integrated human resource services in
China.

Y

AsiaInfo Holdings, Inc.

Provides internet-related information technology and
software services.

Y

Beijing Watch Data System Company, Ltd.

Develops software for smartcard use.

Y

Central Semiconductor Manufacturing Corp
(CSMC Technologies)

Manufactures semiconductor wafers.

N

China Finance Online (DBA: CF99)

Provides financial and listed company data and
information in China.

Y

China Netcom Corporation, Ltd.

Provides services in the broadband
telecommunications industry.

N

China Techfaith Wireless Communication
Technology Limited

Develops wireless communication terminal products. Y

China Wireless Technologies Ltd

Provides wireless telecommunications solutions.

N

190
Foreign investors were prohibited from holding more than 49% in an advertising firm in China. See
Catalogue for the Guidance of Foreign Investment Industries, id., at Appendix.
191
The restrictions on foreign-invested travel agencies are not on the percentage of foreign equity
holding. Rather, Chinese law prohibits foreign-invested travel agencies from setting up branches in
China; and they are only permitted doing domestic travelling business and not overseas travelling
business. See Luxingshe Guanli Tiaoli (㹼⽮㇑⨶ᶑֻ) [Regulation on the Management of Travel
Agencies] art. 32 (promulgated by the State Council, Oct. 15, 1996) (repealed by Regulation on Travel
Agencies on May 1, 2009).
192
Zhidao Waishang Touzi Fangxiang Guiding (ᤷሬཆ୶ᣅ䍴ᯩੁ㿴ᇊ) [Provisions on Guiding the
Orientation of Foreign Investment] arts. 3-4 (promulgated by the State Council, Feb. 11, 2002). It is
stipulated therein that the government shall use the Catalogue for the Guidance of Foreign Investment
Industries, supra note 189, to review, approve and police foreign-invested projects, which are divided
into four broad categories, i.e., encouraged, permitted, restricted and prohibited.
193
For a recount of how Sina.com came up with the contractual control idea and tested the waters on its
implementation with the relevant regulatory authorities in China, see Hulianwang Jingwai Shangshi
Jingdian Anli: Xinlang Boli ICP Yewu Zai Mei Shangshi Licheng (ӂ㚄㖁ຳཆкᐲ㓿ިṸֻ˖ᯠ⎚
 ICP ъ࣑൘㖾кᐲশ〻) [Classic Cases for Overseas Listing of Internet Companies: How
Sina.com Has Listed in the US After Stripping Off its ICP Business], CAIFU ZHISHU (䍒ᇼᤷᮠ)
[WEALTH INDEX], Oct. 25, 2005, available at
http://www.liangongsi.com/News/Internet_outside_the_classic_case_Sina_ICP_United_States_listed/.
194
Who Owns What? The Perils of Investing When the Law is Unclear, THE ECONOMIST, July 7, 2011,
available at http://www.economist.com/node/18928526.

- 98 -

Company Name

Company Business Description as Recorded in
VentureXpert Database

VIE
Structure
Used?

Ctrip.com International, Ltd.

Provides travel information, reservations and other
services.

Y

Eagle Brand Ceramics, Inc. (AKA: Eagle Brand
International)

Manufactures and distributes ceramic tiles and
sanitary-wares in China.

N

eLong, Inc.

Provides online travel services.

Y

Focus Media (China) Holdings Co., Ltd.

Operates an out-of-home advertising network in
China.

Y

Fuji Forunite (AKA: FUJI Food and Catering
Services)

Operates as a food and catering service provider.

N

Guangdong Kelon Electrical Holdings Co. Ltd.

Manufactures refrigeration products.

N

Harbin Songjiang Brewery Co.

Operates a microbrewery in the North-Eastern China N
market.

Hongguo International Holdings Limited

Designs, manufactures and sells ladies fashion
footwear.

N

Hurray! Solutions Ltd.

Provides wireless value-added services to mobile
phone users in China.

Y

IIN Networks International, Ltd

Provides system integration and software
development services.

N

Kingdee International Software Group Company
Limited

Develops enterprise application software.

N

KongZhong Corporation (FKA: Communication
Over The Air Inc)

Provides second generation, or 2.5G, wireless
interactive entertainment.

Y

Linktone Ltd.

Provides wireless communication services.

Y

NetEase.com, Inc. (DBA: 163.com)

Provides online services for community building and
electronic commerce.

Y

Ping An Insurance Company of China, Ltd.

Provides life, automotive, property, and cargo
related insurance services.

N

Ports Design

Provides fashion and luxury goods.

N

Semiconductor Manufacturing International Corp.
(AKA: SMIC)

Operates a holding company that establishes
semiconductor facilities.

N

Shanda Interactive Entertainment (AKA: Shanda
Networking)

Operates as an online gaming company.

Y

Sina Corporation (FKA: Sina.com)

Provides a Chinese-language portal and search
engine.

Y

Sohu.com

Provides Internet communications, media and
commerce for China.

Y

Tencent Technology Limited

Provides instant messaging service.

Y

Two firms in the table 3.2.1B above, namely China Netcom Corporation and Ping
An Insurance Company of China, Ltd., are not found to have used the VIE model
- 99 -

when accepting foreign venture capital investments, although the lines of business
they engage in are also restricted ones, and they were both listed outside Mainland
China. The major reason that they didn’t employ the VIE model is that the foreign VC
investors only acquired minority stakes in these two firms when investing in them.195
Both deals were identified in the VentureXpert database as later stage transactions,
where foreign investors were brought in to further expand these already sizable
firms,196 and to better prepare them for forthcoming IPOs in overseas stock markets.
Arguably, this made it not as necessary for foreign VCs to acquire the majority
ownership as they normally do when financing small start-ups. More importantly,
given the critical status of the two companies in their respective markets,197 as well as
the fact that the state and local governments held significant equity stakes in them,198
it was unlikely that the two firms would let foreign VC investors acquire their
As for China Netcom, the February 2001 investment transaction in the amount of US$325 million
resulted in five foreign VC investors, including the News Corporation and Goldman Sachs & Co.
(invested through GS Capital Partners III, L.P.), acquiring 12% in the then China Netcom. See Xinwen
Jituan Rugu Zhongguo Wangtong, Jinjun Zhongguo Dianxin Shichang (ᯠ䰫䳶ഒޕ㛑ѝഭ㖁䙊ˈ䘋
ߋѝഭ⭥ؑᐲ൪) [News Corporation Acquiring Shares in China Netcom: Marching into Chinese
Telecommunications Industry], CHINABYTE, available at
http://news.chinabyte.com/436/1218936.shtml; As for Ping An Insurance, the June 1994 transaction in
the amount of US$ 240.3 million resulted in Goldman Sachs (invested through GS Capital Partners,
L.P., and GS Capital Partners (Asia)) and Morgan Stanley (invested through Morgan Stanley
Leveraged Equity Fund II) acquiring 13.7% stakes in the firm. See 1994 Nian Mogen He Gaosheng
Cangu Pingan Baoxian (1994 ᒤ᪙ṩ઼儈ⴋ৲㛑ѝഭᒣᆹ؍䲙) [Morgan Stanley and Goldman
Sachs Acquire Shares in Ping An Insurance], SINA.COM, available at
http://finance.sina.com.cn/money/insurance/bxtb/20090922/15306780033.shtml; CHENG ZHIYUN (〻ᘇ
Ӂ) GAOSHENG DE ZHONGGUO SHENGYI: GUOJI TOUHANG ZAI ZHONGGUO DE 20 NIAN (儈ⴋⲴѝഭ⭏
: ഭ䱵ᣅ㹼൘ѝഭⲴ 20 ᒤ) [GOLDMAN SACHS’S CHINA BUSINESS: AN INTERNATIONAL
INVESTMENT BANKING FIRM’S 20 YEARS IN CHINA] Ch. 1 (2011).
196
As for China Netcom, the money raised by this transaction in 2001, together with the loans from
major Chinese banks, was used to build up its optical fiber network in China. See Kao Hongzun (✔㲩
匏), Kaoshi Lishi Disanji: Zhengyi Wangtong – Zijin Xionghou de Tiaozhanzhe, Fuzhai Leilei de
Zhengyizhe (✔∿শਢㅜ 3 䳶˖ҹ䇞㖁䙊-䍴䠁䳴Ⲵᡈ㘵ˈ䍏٪㍟㍟Ⲵҹ䇞㘵) [Kao’s History
Part 3: Controversial Netcom – Deep-Pocketed Challenger, Deeply-Indebted Controversy], Jan. 24,
2011, available at http://bbs.c114.net/viewthread.php?tid=486907. As for Ping An Insurance, it
basically focused on non-life insurance business before 1994, and the capital raised from the
transaction was used to expand its life insurance business in China, see Cheng Zhiyun (〻ᘇப), id.
197
China Netcom was one of the top six telecommunications operators in China in 1999, see Liu Qi (ࡈ
ཷ), Tietong Tuoli Tiedaobu, Liuda Yunyinshang Jingzheng Geju Yi Xingcheng (䫱䙊㝡䫱䚃䜘 ޝབྷ
䘀㩕୶ㄎҹṬተᐢᖒᡀ) [Tietong Spun Off from Ministry of Railways: Competition of Top Six
Operators Takes Shape], JINHUA SHIBAO (Ӝॾᰦᣕ) [JINGHUA TIMES], Dec. 13, 2003, available at
http://telecom.chinabyte.com/450/1749950.shtml. And Ping An Insurance was already doing very well
in 1994 by having an annual premium revenue of RMB280 million, see
http://about.pingan.com/fazhanlicheng/1994.shtml.
198
China Netcom was completely state-owned as of its incorporation, because all of its shareholders at
that time were state-owned or state-controlled entities. See Kao Hongzun (✔㲩匏), Kaoshi Lishi
Disanji: Zhengyi Wangtong – Zijin Xionghou de Tiaozhanzhe, Fuzhai Leilei de Zhengyizhe (✔∿শਢ
ㅜ 3 䳶˖ҹ䇞㖁䙊-䍴䠁䳴Ⲵᡈ㘵ˈ䍏٪㍟㍟Ⲵҹ䇞㘵) [Kao’s History Part 3: Controversial
Netcom – Deep-Pocketed Challenger, Deeply-Indebted Controversy], Jan. 24, 2011, available at
http://bbs.c114.net/viewthread.php?tid=486907. Ping An Insurance was the same: it had only two
shareholders as of incorporation, both representing the state. However, the state ownership was more
and more diluted as a result of rounds of equity restructurings over the years. See Sheng Dalin (ⴋབྷ᷇),
“Zhongguo Ping An” Ying Qudiao “Zhongguo” Erzi (“ѝഭᒣᆹ”ᓄ৫ᦹ “ѝഭ”Ҽᆇ) [“China Ping
An” Should Only Be “Ping An”], DONGFANG JINBAO (ьᯩӺᣕ) [ORIENTAL WEEKLY], June 24, 2009,
available at http://www.jinbw.com.cn/jinbw/xwzx/jbsb/20090624278.htm.
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majority equity stakes, as doing so might seriously disturb the state’s interests in
them. Therefore, because the low foreign ownership would not trigger the foreign
investment restrictions applicable in their respective industries, the VIE model was
not used to establish indirect controlling rights in these two firms when foreign
venture capitalists invested in them.
3.2.2

Where were Venture Capital Investments Actually Made?

Section 3.2.1 above briefly examined the usage of the VIE model as well as its
direct correlation with industry policies on foreign investment in China. This section
continues to offer a closer look at the usage of the offshore investment structure in
general, regardless of either the simple form and the VIE form. Normally, information
about which entity the VC investments were made into can be found in the
introduction of the company and/or the overview of its history of development in the
registration documents submitted to the local securities regulatory authorities. Among
all the 29 firms in table 3.2.1, only 4 firms received their first round of VC investment
within China, while for 23 other firms, VC investments were provided to certain
offshore entities. The offshore entities could be the original company if the firm was
incorporated out of China when it first started, or the entity that was finally listed in
one of the overseas stock markets, or some other offshore holding entity. In most
cases, such other holding entity was either reincorporated as the listing entity later in
the restructuring prior to listing, or it became a middle-level holding entity between
the original Chinese firm and the new listing entity, which was incorporated in the
restructuring prior to listing.
As mentioned in the beginning of supra Section III, using the offshore investment
structure to make VC investments can be also viewed from the point of corporate
relocation, because establishing an offshore holding entity and using such an entity to
acquire or control the onshore interests means that a Chinese firm is technically
relocated abroad. As to the question of whether a corporate relocation has happened, I
looked at the time of the establishment of the entity into which the VC investments
were made. If the entity receiving VC investments was set up within one year prior to
the date of the first round of financing or after it, then I consider this situation as
relocation. Comparatively, if the entity receiving VC investments was set-up more
than one year prior to the first round of financing, I consider the company as already
having foreign existence.
Among the 29 firms in table 3.2.1, 10 firms have been relocated to a foreign
jurisdiction, 13 firms have already had a foreign presence prior to the first round of
financing, 4 firms did not have any relocation, and for the remaining 2 firms, it is
difficult to tell as no information can be found about which entity received the first
round financing. Similar to Cumming, Fleming, and Schwienbacher, the relocations in
my sample are also partial, meaning that none of the invested firms fully relocated to
a foreign country. 199 There are some cases in which the invested firms opened
subsidiaries, branches, and/or liaison offices overseas as their business grew bigger,200
Douglas Cumming et al., Corporate Relocation in Venture Capital Finance, 3 ENTREPRENEURSHIP
THEORY AND PRAC. 1121, 1134 (2009).
200
For example, Beijing Watch Data System Company, Ltd. has subsidiaries in 12 countries and
regions (including China), and it even moved its international headquarters to Singapore, but their
primary place of business and production facilities remained in China. See
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but their primary place of business and production facilities have always remained
within China.
A more interesting point is where the offshore entities into which investments
were actually made are located. Figure 3.2.2 below shows a distribution of the
jurisdictions of the entities receiving VC investments. Except the four cases where the
investments were directly made into onshore entities within China, almost all the
other entities receiving VC financings were located in offshore tax haven jurisdictions,
such as the Cayman Islands, the British Virgin Islands, and Hong Kong. There were
only two cases in which the VC investments were identified as happening in the U.S.
This was not because the two firms were relocated after venture capitalists’
investments from China to the U.S., but because the two firms were first incorporated
as US companies from the very beginning.201
FIGURE 3.2.2: LOCATION OF ENTITIES ACTUALLY RECEIVING VC INVESTMENTS
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Is There Really an Issue of Corporate Relocation?

Based on the findings in Section 3.2.2 above, one can see that the corporate
relocations described in this paper are of a very different nature than the corporate
http://www.watchdata.com/us.jsp. Similarly, Focus Media had its Asia headquarters in Singapore, but
all of its branches that really do the business are scattered around the major cities within China. See
http://www.focusmedia.cn/en/aboutus/contactus.htm. Sina.com, a leading Chinese web portal, has its
US, Hong Kong and Taiwan versions, which are separately run through local offices in these places.
See http://www.sina.com.hk/service/about/about.html.
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As for Asiainfo Holdings, the registration documents filed with the SEC introduces the company as
“[w]e started our business in Texas through a predecessor company in 1993 and are now incorporated
in Delaware. In 1995, we moved our base of operations from Dallas, Texas to Beijing, China to
capitalize on emerging opportunities in the rapidly developing Internet market in China.” As for
Sohu.com, its registration documents introduces the company as “[w]e were incorporated in Delaware
in August 1996 as Internet Technologies China Incorporated … In September 1999, we re-named our
company Sohu.com Inc. Substantially all of our operations are conducted through Sohu ITC
Information Technology (Beijing) Co., Ltd., or Beijing Sohu, our wholly owned PRC subsidiary.”
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relocations discussed in the paper by Cumming, Fleming, and Schwienbacher. First,
besides those firms that already had foreign presence, all of the destination firms in
my sample into which the original firms were relocated were set up within one year
prior to the date of the first round of VC investments, rather than thereafter.
Technically, it is still correct to regard these cases as relocations instead of already
existing foreign presences. Because it takes time to restructure the interests located in
the origin country to the destination before the whole relocation can be completed, it
makes sense to have the destination firm ready a bit earlier. In other words, it is a
necessary preparation step for relocation. Second, and more importantly, the
destination firms of such relocations are all located in offshore tax haven jurisdictions,
instead of in the U.S. Similarly, as to those cases where the Chinese firms already had
foreign presences, such foreign presences are also primarily located in offshore tax
haven jurisdictions, except for only two firms that were first established in the U.S.
after the founders graduated from their studies in U.S. universities.202 The empirical
examination of corporate relocations in VC-financed Asian firms as conducted in the
paper of Cumming, Fleming, and Schwienbacher has one very important
precondition: the destination of corporate relocation was the U.S. Based on that, the
authors then argued that the relocations were motivated by economic conditions as
well as an improvement in the laws of the country in which the entrepreneurial firm is
based. Third, in all of the cases where relocation happened and firms already had
foreign presences, the investing VC funds were all foreign.
Taken together, although more firms tend to already have foreign presences or be
relocated abroad in Chinese VC financing transactions, the characteristics of such
corporate relocations do not fully support the conclusions in the paper of Cumming,
Fleming, and Schwienbacher. Rather, the fact that the foreign destination firms are
ready before rather than after venture capital investments are provided, and that the
destination firms are located in offshore tax havens rather than the U.S., show that
such relocations and already existing foreign existences are just the reflection of the
wide usage of the offshore investment structure to make VC investments in China.
Although these relocating practices indeed resulted in providing VC investors
with the access to better legal protection by virtue of technically enabling them to
conclude U.S.-style VC contracts with entrepreneurs and to enjoy flexibility in terms
of choosing applicable laws governing the contracts, they can be at best partially
explained by the “legality” argument, if at all. The legality explanation is weak,
because venture capitalists could have simply done better to that end if they had
relocated the Chinese firms directly to the U.S., rather than to these offshore financial
center jurisdictions.203 Thus, the access to better legality must not be the top concern
of venture capitalists when they chose to relocate the Chinese firms to, or default to,
their already-existing foreign presences at some third offshore island jurisdictions.

The founders of Asiainfo were graduates from UCLA and Texas Tech University, see
http://sec.gov/Archives/edgar/data/1100969/0000950109-99-004557.txt; and the founder of Sohu.com
was a graduate from the MIT, see http://corp.sohu.com/20060507/n243126051.shtml.
203
Fred Greguras et al., 2008 Update to Doing Business in China via the Cayman Islands, FENWICK &
WEST LLP, available at
http://www.fenwick.com/docstore/Publications/Corporate/2008_Update_Business_China.pdf, at 2,
pointing out that “… [n]either [Bermuda or Cayman Islands]’s laws, however, protect shareholders to
the same extent as U.S. laws”.
202
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The only plausible legality-related concern of venture capitalists when doing so, if
any, might be that the legal systems of many major offshore financial centers, such as
Hong Kong, Singapore, Bermuda, BVI and Cayman Islands, were established based
on common law principles and resulted from their historical status as ex-British
colonies.204 Given that most of the VC investors investing in China were from the
U.S., it could be that they chose these offshore financial centers as relocation
destinations in order to access the common law there, which they are more familiar
and comfortable with. But this argument still does not solve the same fundamental
question: why not then directly move to the U.S.?
A competing, if not more convincing, explanation has to do with the past
experience of venture capital investors. The fact that these firms were exclusively
financed by foreign venture capital funds further supports this explanation. I took
great lengths in supra Section II to explain the practical difficulties involved in using
convertible securities (preferred stock and convertible notes) directly in China.
Moreover, the restrictive foreign investment regulations in certain VC-favored
industries, as well as the general foreign investment review and approval process and
foreign exchange control policies, further exacerbate such difficulties. As of the cutoff date of the VentureXpert database, foreign venture capitalists were still the major
investors in China’s entrepreneurial financing market, and the largest and most active
group of them was from the U.S. Their past experience with doing business was to do
it in the “American way.”
The findings of Professors Kaplan, Martel, and Stromberg seem to offer support
for such an argument.205 According to them, U.S.-style VC contracts can virtually be
replicated across a wide range of legal regimes with enough effort or legal fees, and
larger, more experienced VCs, VCs with more exposure to the U.S. are significantly
more likely to implement U.S.-style contractual terms. 206 VC investors can still
manage to implement the U.S.-type of contract that they are more familiar with, even
when they make investments outside the U.S. These strong results for VC experience
in their findings contrast with the modest results for legal, tax, and accounting
institutions. 207 As such, compared with the conclusion in Cumming, Fleming, and
Schwienbacher, which argues that venture capitalists relocate their portfolio firms to
the U.S. in order to gain access to the better legal protection and benefit from the
stronger economic conditions there, the conclusion of Kaplan, Martel and Stromberg
seems more reasonable and capable of explaining the corporate relocations of VCfinanced Chinese firms. Relocating potential Chinese portfolio firms to some third
offshore island jurisdiction looks more like a sophisticated contracting technique,
which was employed to circumvent the differences between local legal regimes, and
to enable investors to more conveniently use the U.S.-type of VC contracts and
convertible preferred stock that they are familiar with.

G. Scott Dowling, Fatal Broadside: The Demise of Caribbean Offshore Financial Confidentiality
Post USA PATRIOT Act, 17 TRANSNAT’L LAW. 259 (2004), available at
http://www.porterscott.com/docs/Caribbean.pdf. See also Marc Montgomery, A Portrait of Success:
The Rise of the Cayman Islands as an Offshore Financial Center, 12 RMC 33, 67 (2001).
205
Steven N. Kaplan et al., How do Legal Differences and Experience Affect Financial Contracts?, 16
J. FIN. INTERMEDIATION 273 (2007).
206
Id. at 275.
207
Id. at 293.
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The key difference between the “experience explanation” and the “legality
explanation” is that simply trying to replicate U.S.-style VC contracts does not
necessarily mandate the firms to be relocated to the U.S. (which has the really better
laws). Instead, it would be enough if the legal regime of the relocation destinations
allow the use of the instruments needed in the U.S.-style VC contracts, such as
convertible preferred stock (note), and employee stock options and so on,208 even if
the laws there are not comparable to those in the U.S. in terms of protecting
investors.209 Thus, it is more experience that dictates venture capitalists to do what
was most convenient for them, and not really the better law that attracted them to set
up these offshore structures and relocate the Chinese firms abroad.
Of course, it cannot be denied that relocating Chinese entrepreneurial firms to
offshore financial centers also incurs benefits other than technically facilitating VC
investments. To generalize, an offshore financial center or tax haven normally would
have the following characteristics: “low or zero taxation, moderate or light financial
regulation, and financial secrecy and anonymity.”210 In addition, offshore financial
centers are also attractive due to their usually accessible rules regarding the formation
and operation of corporate vehicles. 211 Each of these characteristics can be quite
relevant for business parties, including both venture capitalists and entrepreneurs. To
illustrate this point, compared to the firms that were relocated aboard upon the first
round of VC, more firms in table 3.2.1 actually already had foreign presences before
that. It could have been any of a set of intertwined reasons that drove the
entrepreneurs to engage in these relocations before any venture capitalist had
emerged. It could be that they were interested in gaining access to one or more of the
benefits just mentioned above. Alternatively, and as already discussed in supra
Section 2.3.2 above, it could be that the entrepreneurs felt it was important to take
advantage of the preferential taxation treatments to FIEs as well as foreign investors
thereof, so that they set up holding companies in offshore tax havens to turn their
firms into FIEs. Additionally, it could also be that Chinese entrepreneurs intentionally
set up the structure and relocated their firms abroad in order to enhance their
accessibility towards foreign investors (including venture capitalists), knowing that
having a foreign parent company holding their Chinese interests would help to
facilitate potential foreign investments from outside China.
The more important message here, however, is not to pinpoint the reason that
drove pre-VC relocations. Rather, the key finding is that regardless of the possible
Fred Greguras et al., 2008 Update to Doing Business in China via the Cayman Islands, FENWICK &
WEST LLP, available at
http://www.fenwick.com/docstore/Publications/Corporate/2008_Update_Business_China.pdf, at 2,
pointing out that “[a] key consideration [in choosing a jurisdiction of incorporating the holding
company] for investors is that a conventional security such as preferred stock be available for financing.
For employees, stock options and other equity incentives need to look and feel the same as those of a
U.S. corporation”.
209
Id. at 2, pointing out that “… [n]either [Bermuda or Cayman Islands]’s laws, however, protect
shareholders to the same extent as U.S. laws”.
210
Offshore Financial Centers: IMF Background Paper, IMF, June 23, 2000, available at
http://www.imf.org/external/np/mae/oshore/2000/eng/back.htm. See also Andrew P. Morriss, Changing
the Rules of the Game: Offshore Financial Centers, Regulatory Competition & Financial Crises, 15
NEXUS: CHAPMAN’S J. L. & PUBLIC POLICY 15, 20-26 (2009-2010).
211
Joseph McCahery & Erik Vermeulen, Mandatory Disclosure of Blockholders and Related
Transactions: Stringent Versus Flexible Rules, (24 Sep. 2011) (unpublished manuscript), available at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1937476.
208

- 105 -

reasons, the VC investors in the sample in the end all defaulted to the already
established foreign presences and made use of them to invest in Chinese
entrepreneurial firms. In other words, although not necessarily set-up as a result of
receiving VC investments, such offshore holding structures that were created by
relocating the Chinese firms abroad, still pragmatically facilitated foreign VC
investors. They were willing to make use of the offshore holding structures, because it
would be easier for them to do so compared with doing the transactions directly
within China, or relocating the offshore holding firm further to developed
jurisdictions, such as the U.S. In this regard, it further underlines that using offshore
investment structures and relocating Chinese entrepreneurial firms to some third
offshore financial centers is of a pragmatic nature and occurs due to reasons of
convenience, rather than being motivated by access to better legality in developed
jurisdictions.
According to Cumming, Fleming, and Schwienbacher, in addition to legality
related motivations, VC-backed companies located in countries with weaker
economic conditions and lower populations are also more likely to relocate to
countries with stronger economic conditions and greater populations in order to be
closer to potential customers at the time of exit and improve the expected rate of
return of the investment. 212 Economic conditions are irrelevant as a motive for
relocating from China, which is not only the world’s largest market, but also has a
vast economy that has been growing with significant rates over past two decades. On
the contrary, the very first reason that foreign investors go to China is exactly to gain
access to the numerous Chinese customers in the big market, and get their share of the
growing economy there. Therefore, the fact that most entrepreneurial Chinese firms
were indeed relocated out of China based on the findings from the sample in this
paper means that the conclusion of Cumming, Fleming, and Schwienbacher is again
not supported here.
The sample in this paper only focused on those firms that managed to list (or at
least were in the registration process in order to offer shares to the public) prior to
May 2005, and found that offshore investment structures were widely used among
these firms, with many of them being technically relocated abroad as a result of using
such structures. One may argue that limiting the scope of this research only to listed
firms can be biased, in a sense that offshore investment structures might be
particularly heavily employed by overseas-listed firms than by non-listed firms.
Although this may make sense, it is still reasonable to conclude that for those VCfinanced firms that were not yet listed, such offshore investment structures were also
widely used, at least when a firm was exclusively financed by foreign venture
capitalists. The is because, from the very first round of investments into portfolio
firms, venture capitalists already think of possible exits, and the way of structuring
their investments must also serve that purpose.
It is already widely recognized wisdom that the most ideal exit for VC-backed
firms is to achieve an IPO, because it not only tends to generate good returns for both
venture capitalists and entrepreneurs in a stock-market-centered capital market, but it
also enables entrepreneurs to regain their control over their company, which gives
Douglas Cumming et al., Corporate Relocation in Venture Capital Finance, 3 ENTREPRENEURSHIP
THEORY AND PRAC. 1121, 1126, 1149 (2009).
212
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them an important incentive to devote their efforts towards the firm’s success. 213
Arguably, one of the important reasons for the remarkable success of U.S. innovation
and the VC industry is that the U.S. has a highly active stock market.214 Although the
attractiveness of the U.S. stock market may be somehow discounted nowadays given
the impact of the financial crisis in the past few years, as well as due to fierce
competition from other stock markets around the world, it was generally considered as
a much better exit option for good Chinese firms compared to China’s own stock
exchanges. This is because, although having been growing very fast, the Chinese
stock market was often seen as illiquid, inefficient, and unreliable, bearing little
correlation to China’s underlying economic growth,215 and was not really very open to
small and medium enterprises (“SMEs”) as opposed to large-scaled, especially stateowned firms. Therefore, it was in line with the interests of both Chinese entrepreneurs
and foreign venture capitalists to aim at exiting via IPOs in overseas stock markets,
most ideally in the U.S. Because offshore investment structures can also function to
facilitate overseas listings, it is reasonable to think that such structures should be
widely employed upon first investing in Chinese firms, regardless of whether the
invested firm can achieve the desired IPO in the end.
3.3

Discussion of the Findings, Caveats, and Future Research

The data discussed in this article ends May 31, 2005. Future research could
examine whether the transactions after the first half of 2005 would also show a
similarly high rate of relocations towards foreign jurisdictions, particularly with
respect to those using an offshore investment structure to access tax havens. Such
research could be highly interesting in that it will empirically answer the question of
whether corporate relocations among VC investments in China are a sustainable
phenomenon driven by deep-rooted economic and legal inefficiencies as suggested by
Cumming, Fleming, and Schwienbacher, or are more a “fad” largely resulting from
the tendency among VC investors to replicate their past experiences of using U.S.style contracts, as suggested by Kaplan, Martel, and Stromberg.
Several new trends emerging after 2005 may contribute to answering this
question. From an economic point of view, the attractiveness of the Chinese domestic
stock markets towards VC-financed firms has improved considerably relative to
before. This is particularly true after the launch of ChiNext,216 the Chinese equivalent
of NASDAQ, which was particularly designed for VC-backed SMEs and has already
provided high valuation and high premiums for the firms that were first listed there.217
From a legal point of view, and as I already show in supra Section 2.3.2, with the
enactment of a number of regulations from the second half of 2005 requiring offshore
213
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investment structures to be approved and registered with the relevant Chinese
governmental authorities, relocating a Chinese firm out to a foreign country is not as
easy as it was before.218 Moreover, the Chinese government has also started to carry
out a series of regulatory attempts aiming at promoting onshore VC investments, as
well as providing impetuses for foreign venture capitalists to consider creating their
Chinese investment funds in China’s own currency.219
Put together, faced with the recent developments in China’s own onshore capital
market and legal framework, as well as the strengthened regulatory scrutiny over the
practice of setting up a special purpose vehicle to acquire Chinese interests, one may
expect that offshore listings might become less attractive among Chinese firms both
substantively and technically, rendering them more willing to remain in China and
seek exits on the China’s own A stock market. The legality explanation would predict
a lower rate of corporate relocations, resulting from the improvement of the local
legal and institutional environment, while the experience explanation would not
predict a significant reduction of relocations, as VC funds will still continue to do so
(maybe at the cost of even higher legal fees and more complicated techniques) for the
purpose of conveniently implementing U.S.-style contracts.
IV.

CONCLUSION

Following the economic theory of venture capital financing, a financial contract is
economically efficient for VC investments if it can help to reduce agency costs arising
from information and incentive problems. The VC investment contracts widely used
in the U.S. venture capital industry, which is the most successful in the world, largely
achieve these purposes. At the core of these U.S. venture capital investment contracts
is the use of convertible preferred stock, which allows venture capitalists to obtain
special economic rights such as liquidation preferences, anti-dilution adjustments, and
other rights that are fundamental to the financial mandates of VC firms, and also
ensures that they can effectively monitor entrepreneurs in portfolio companies.
However, due to the lack of a share-based equity system in China’s business practice,
foreign venture capitalists are actually deterred from directly using convertible
preferred stock when investing in China.
Based on the analysis of the relevant Chinese laws and regulations governing the
corporate governance structure of VC-invested firms, as well as the discussion over
the feasibility of employing a set of different alternatives to make direct and indirect
VC investments in Chinese portfolio firms, this article studies a hand-collected
sample consisting of the twenty-nine VC-backed Chinese portfolio firms that have
been financed and listed from 1990 to 2005 to empirically show how the investments
were actually done in practice. It is found that the financing of most of these firms
actually happened outside China in certain offshore entities, which reflects the wide
use of offshore investment structures to make VC investments in China. Although
using such structures can be viewed as relocating the financed Chinese firms abroad
See supra note 168 and the accompanying text.
Most importantly, such regulatory attempts include, among other things, the promulgation of the
Interim Measures for the Administration of Start-up Investment Enterprises, supra note 115; and
Zhonghua Renmin Gongheguo Hehuo Qiye Fa (ѝॾӪ≁઼ޡഭਸՉԱъ⌅) [Partnership Enterprise
Law (P.R.C.)] (promulgated by the Nat’l People’s Cong., Feb. 23, 1997) (amended Aug. 27, 2006)
(technically allowing Chinese PE/VC funds to be also set up as limited partnerships).
218
219
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from a technical point of view, doing so is different from strategic corporate
relocations motivated by the need to access more efficient legality and economic
conditions. For the ten of twenty-nine firms that were relocated as of the first round of
VC financing, the destinations of such relocations were not the U.S., but were
offshore tax havens such as the Cayman Islands or the British Virgin Islands.
Similarly, for the thirteen firms that already had foreign presences, their presences
were also mainly located in these offshore financial center jurisdictions.
Based on an analysis of the possible motivations of the Chinese firms and their
VC investors to relocate to foreign countries, this article argues that compared to the
influence of legality and economic conditions, the experience of venture capital funds
seems to be a better explanation for the corporate relocation phenomenon in China’s
VC financings, which actually reflects more of a contracting technique to circumvent
unfavorable Chinese laws and conveniently implement U.S.-style contracts. In this
sense, and within the particular setting of China, real strategic corporate relocation in
venture capital finance is not really yet an issue.
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CHAPTER IV
OTC STOCK MARKET IN CHINA – THE NEW VENTURE CAPITAL EXIT?

Abstract
Venture capital is certainly important to a country in that it finances entrepreneurship and
innovation. In recent years, secondary markets for private shares have emerged as an
important node in the VC cycle by both facilitating interim liquidity for non-listed firms and
providing external investors with the access to good pre-IPO shares. Ready and able to play
an active role on both the exit and entry sides, are VCs more engaged in reducing or
increasing their ownership in these markets? Based on a sample consisting of a total of 102
firms that have been quoted on China’s New Third Board from 2006 to 2011 year end, this
paper finds that VCs were much more likely to increase than decrease their ownership – there
have been 128 times of increases in contrast to 45 times of decreases. In particular, VCs
actively took the opportunities of subscribing new shares issued in capital increases to
increase their ownership. Out of the total 85 VCs that invested in the 102 firms, 33 were
already there as of first quotation, 39 VCs subscribed new shares in capital increases, 33 VCs
bought shares from existing shareholders, while only 11 exited. For the purposes of
enhancing the attractiveness of the New Third Board as an exit venue, this paper argues that
the government should reduce its intervention in selecting firms into the market. Although this
is still not realized in the National Equities Exchange and Quotations, this successor of the
New Third Board nevertheless manages to considerably broaden the pool of potential eligible
firms and investors, and also make available various additional mechanisms such as market
making and call auctions to boost share transfers. It is thus generally reasonable to predict
that in the short run, the NEEQ will outperform the New Third Board in term of its depth and
level of liquidity. However, as to whether it can realize its intrinsic competitive advantage
relative to public stock exchanges, and grow into an indispensible platform to offer non-listed
SMEs with the much needed interim liquidity in the long run, it still greatly depends on how
much the relevant regulatory authorities are going to release their control – not only of the
brand new NEEQ, but also of China’s stock market as a whole.

INTRODUCTION
Venture capital (“VC”) industry is typically understood as running along a cycle, and exit
is doubtlessly a key composition of it. For both the entrepreneur and the venture capitalist, the
ambition of achieving a successful initial public offering (“IPO”) is a very effective
motivation driving them to work hard for the firm. Conventional wisdom has long considered
IPO to be the most ideal exit route for VC-backed companies, in that it not only brings about
lucrative returns to investors, but also allows entrepreneurs to regain control from the hands of
venture capitalists, which is not possible with other types of exits. With the money harvested
from the IPO, venture capitalists are able to give back the capital they raised from their
investors, and reward them with good profits on top of it. By doing so, venture capitalists
manage to establish good reputation within the investors community, which makes it easier
for them to raise new funds and make new investments again. In this sense, a successful IPO
ends an old VC cycle and starts a new one.
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Despite its ideality, IPO is not the only mechanism for venture capitalists to exit a
portfolio company. Alternatively, they can also achieve that end by selling their shares to
other acquirers, either strategic or financial. In a less ideal scenario, venture capitalists may
also exit by selling their shares back to the entrepreneurs, or even by liquidating the company
and writing the investment down or off.1 As a matter of fact, those firms that finally manage
to the IPO stage are only a small portion of all the VC-backed companies – more of them
actually end up being acquired. This was true even during the dotcom bubble period, when
IPO market was at its peak;2 thus not to mention the past few years, when the European and
UK IPO market was generally muted thanks to the mixed aftermath of weak economic growth
and market volatility,3 while the US has observed prolonged drought in small firms IPOs.4 It
must be noted that, despite its frequent occurrence, exit by acquisition alone is not able
support the VC cycle.5 Among other things, a partial acquisition exit does not return control
back to entrepreneurs, since the stakes originally held by venture capitalists will be taken over
by the third party acquirer. Moreover, the pricing of shares in a non-listed firm can often be a
tricky issue: the sellers may suffer from depressed price offers given that there are usually
only a few potential buyers, instead of a ready market available after an IPO to determine the
value of the company.6
Given the gloomy prospects of getting an IPO and the inherent drawbacks of acquisition
exits, it is argued that the VC cycle is faced with a “liquidity gap”, making it more difficult to
align the interests of various investors in start-up firms.7 Against such background, secondary
markets for the sale of individual ownership interests in private start-ups, the most renounced
examples among which are SecondMarket and SharesPost, have emerged in recent years as a
new platform to fill the restrictive funding gap. 8 Firms such as Facebook 9 and Twitter 10

* An earlier version of this chapter was presented at the 6th Annual Conference for the Academy of Innovation
and Entrepreneurship held in the University of Oxford on August 29 and 30, 2013. For helpful comments I am
grateful to Xiaolan Fu, Joseph McCahery, Hiram Samel, Yao Tang, Erik Vermeulen, Zhijian Xu, and all
participants of the “Entrepreneurship Finance and Training” session at the AIE 2013 Conference.
1
See JOSEPH A. MCCAHERY & ERIK P. M. VERMEULEN, CORPORATE GOVERNANCE OF NON-LISTED COMPANIES
164 (2008); see also Douglas J. Cumming & Jeffrey G. MacIntosh, A Cross-Country Comparison of Full and
Partial Venture Capital Exits, 27 J. BANKING & FIN. 511 (2003), at 513-515 (explaining different types of full
and partial VC exits).
2
Venture-Backed Liquidity Events by Year/Quarter, 2000-2005, THOMSON REUTERS & NATIONAL VENTURE
CAPITAL ASSOCIATION, available at:
http://nvca.org/index.php?option=com_docman&task=cat_view&gid=58&Itemid=317&limitstart=20.
3
Steven Johnson, Investors want action to halt IPO drought, FINANCIAL TIMES, Jan. 20, 2013, available at:
http://www.ft.com/intl/cms/s/0/5bcf3956-60bf-11e2-b85b-00144feab49a.html#axzz2Ih1l47ks (pointing out that
“[m]any attributed the IPO drought to elevated market volatility and a backdrop of weak economic growth”).
4
Jay R. Ritter, Re-energizing the IPO Market, in RESTRUCTURING TO SPEED ECONOMIC RECOVERY
(Martin Bailey & Richard Herring eds., 2013), available at:
http://bear.warrington.ufl.edu/ritter/Reenergizing%20the%20IPO%20Market.pdf, at 3.
5
Darian M. Ibrahim, The New Exit in Venture Capital, 65 VANDERBILT LAW REVIEW 1, 1 (2012).
6
See infra Section 1.1.2.
7
See Jose Miguel Mendoza & Erik P.M. Vermeulen, Towards a New Financial Market Segment for High tech
Companies in Europe, in EUROPEAN FINANCIAL MARKET IN TRANSITION, 383-420 (Hanne S. Birkmose et al. eds.
2011), available at: http://ssrn.com/abstract=1829835, at 3.
8
Daborah L. Cohen, Going public, in baby steps, using secondary markets, REUTERS.COM, Nov. 29, 2011,
http://www.reuters.com/article/2011/11/29/us-cohen-secondarymarkets-idUSTRE7AS1NV20111129.
9
See Dan Primack, Facebook shares pop on secondary markets, CNNMONEY, Feb. 3, 2012,
http://finance.fortune.cnn.com/2012/02/03/facebook-shares-pop-on-secondary-markets/; see also Brian Womack,
Facebook Valued at $102.8 Billion in Final Auction on SharesPost, BLOOMBERG, Mar. 31, 2012,
http://www.bloomberg.com/news/2012-03-30/facebook-valued-at-102-8-billion-in-final-sharespost-auction.html.
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managed to gain sky-high valuations on these markets and turned into billion-dollar business
already before their IPOs. Such high-profiled stories have generated intensive media coverage
as well as research interests. Among other things, these secondary markets for private shares
are hailed for cracking open the access to tomorrow’s growing business, and also for serving
as a new venue for existing shareholders in non-listed firms to sell their shares and thus satisfy
their imminent liquidity needs before a “real” exit event. 11 As such, these markets can
effectively solve the investor lock-in problem,12 and serve to bridge the pre-IPO liquidity gap
in the venture capital cycle.13
Growing into an important venture capital market globally, China has also developed its
own official secondary market as part of the governmental initiatives to explore the various
alternatives of using capital market to support high-tech and high-growth firms.14 Created in
the beginning of 2006 in Beijing Zhongguancun Science Park,15 the Zhongguancun Agency
Share Transfer Pilot Program, more commonly referred to as China’s “New Third Board”,16 is
essentially an over-the-counter (“OTC”) market among licensed securities companies acting
as agents for their clients to transact shares of quoted firms.17 Although the New Third Board
is not entirely comparable with such secondary markets for private shares as SecondMarket
and SharesPost in the US,18 it arguably plays a similar role in China’s VC cycle by providing
a platform for share transfers and private placements of non-listed high & new technology
enterprises19 located in the areas covered by the pilot program. As such, existing shareholders
including venture capitalists can sell their shares in quoted companies and thus achieve
liquidity without having to wait for the ultimate IPO; while potential investors can buy at
relatively low prices into the pre-IPO shares of good quality firms that they couldn’t easily
access otherwise.
To be sure, given that the emergence of secondary markets for private shares is still a very
new phenomenon, the research efforts so far are still in their infancy, leaving important
Abram Brown, Reading Twitter’s Tea Leaves: At $11 Billion Valuation, IPO Prep May Start In Late 2013,
FORBES, Jan. 3, 2013, http://www.forbes.com/sites/abrambrown/2013/01/03/reading-twitters-tea-leaves-ipoprep-may-start-this-year-offering-in-2014/.
11
Tamio Geron, Secondary Chances: Is There Any Life Left In Pre-IPO Shares?, FORBES, Oct. 22, 2012,
http://www.forbes.com/sites/tomiogeron/2012/10/03/secondary-chances-is-there-any-life-left-in-pre-ipo-shares/.
12
Ibrahim, supra note 5, at 6-8.
13
Mendoza & Vermeulen, supra note 7, at 3 & 37.
14
See Guanyu zhongguancun daiban gufen zhuanrang shidian de shuoming [Explanation to Zhongguancun
Agency Share Transfer Pilot Program], ADMINISTRATIVE COMMITTEE OF ZHONGGUANCUN SCIENCE PARK,
http://www.zgc.gov.cn/zcfg10/zcjd_jd/56987.htm.
15
Id.
16
Explained in more details in Section 2.2, infra.
17
See supra note 14.
18
Further discussed in Section 2.2, infra.
19
The “high & new technology enterprise” is a qualification jointly recognized and granted by the Ministry of
Science and Technology, Ministry of Finance, and State Administration of Taxation (including their relevant
local counterparts), to those firms that satisfy a set of prescribed conditions. See Gaoxin jishu qiye rending guanli
banfa [Administrative Measures for Determination of High and New Tech Enterprises] (jointly promulgated by
the Ministry of Science and Technology, Ministry of Finance, and State Administration of Taxation, Apr. 14,
2008), LAWINFOCHINA, available at: www.lawinfochina.com, arts. 5-8. All firms quoted on the New Third
Board must already be recognized as “high & new technology enterprises”. See Zhongguancun keji yuanqu
feishangshi gufen youxian gongsi shenqing gufen baojia zhuanrang shidian zige queren banfa [Measures for
Recognition of the Pilot Firm Qualification for Non-Listed Joint Stock Companies Located in Zhongguancun
Science Park and Applying for Quotation on the Share Agency Transfer System] (promulgated by
Administrative Committee of Zhongguancun Science Park, July 6, 2009), available at:
http://bjzr.gfzr.com.cn/fina/2009-07-06/54313800.PDF?bjzr.gfzr.com.cn, art. 2.
10
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questions unanswered. Among other things, while it is admitted that these markets contribute
to pre-IPO liquidity of private firms by facilitating both easier exits and entries,20 it remains
unclear on which side they play the bigger role. In particular, people may be concerned that in
exchange for increased pre-IPO liquidity, these markets might have also generated pre-IPO
bubbles in that the valuations in astronomical numbers observed there are not always matched
by the reality of quoted firms, thus are not sustainable after IPO. 21 While it has indeed
something to do with the lack of transparency in these secondary markets in a sense that
investors are in short of the information needed to correctly value the shares they transact,22 it
can also be attributed to the rigorous purchases of private shares from eager investors with the
hope of reaping handsome returns after the rumored IPO soon afterwards. In this sense, it is
these secondary markets that have facilitated such long pent-up demands for and contributed
to the unsustainable pricing of pre-IPO shares.23 It would be especially worthwhile to take a
closer look at behavior of venture capitalists24 on such secondary markets for private shares.
Ready and able to play an active role on both the exit and entry sides, are VCs more engaged
into selling or buying in these markets? How does the prolonged IPO drought for small-andmedium-sized enterprises (“SMEs”) affect their behaviors? The answers to these questions
help to better understand and evaluate the contemporaneous but also competing roles of
secondary markets for private shares in the venture capital cycle – do VCs use them more to
reduce exiting shares and even exit portfolio firms, or more to start or even increase holding
shares of quoted firms?
It is however not easy to answer these questions, since the lack of disclosure on secondary
markets for private shares makes it difficult to access many of the important empirics about
the behaviors of the relevant parties. In this sense, it is reassuring to see that SecondMarket is
already making efforts to increase the knowledge over the transactions happened there by
Mendoza & Vermeulen, supra note 7, at 14 (pointing out that “[t]hese online marketplaces seek to profit by
helping investors to cash out of their illiquid positions in VC-backed firms that could be years away from a trade
sale or an IPO. Venues of this nature also command significant attention from potential investors, as they offer
the supply side of the venture capital market the chance to buy into firms in high demand, such as Facebook,
Groupon and Twitter.”)
21
Tamio Geron, Secondary Chances: Is There Any Life Left In Pre-IPO Shares?, FORBES, Oct. 22, 2012,
http://www.forbes.com/sites/tomiogeron/2012/10/03/secondary-chances-is-there-any-life-left-in-pre-ipo-shares/
(pointing out that “[w]ith the shares [of Facebook] down 45% from its IPO, scores of secondary-market investors
lost their shirts buying in at the top” ). See also Mendoza & Vermeulen, supra note 7, at 23 (submitting that “the
privately owned stock may very well be overvalued at the time of a ‘traditional’ exit through an IPO or a trade
sale. This could arguably have a negative impact on retail investors, who may inadvertently buy into an
overvalued company at the time of its IPO.”).
22
Mendoza & Vermeulen, supra note 7, at 22 (submitting that “concerns have been raised about the lack of
sufficient information regarding the companies whose stock is negotiated through these venues. As private firms
have no obligation to make public disclosures under US law, many doubt the accuracy of the valuations used to
determine the price of transactions in SecondMarket and SharesPost.”).
23
Id. (submitting that there is already talk about a new tech bubble in the venture capital industry, fueled by the
trading of shares of high-growth internet firms in the booming private secondary markets).
24
Note that, the term “VC” used in this paper is intended to have a broad connotation and cover funds that invest
in one or more of the rounds in both early and later stages of a firm’s business life cycle. By virtue of such
definition, I do not further differentiate the funds that specialize in investing one or more of these rounds / stages,
such as private equity funds and secondary funds, which are all included and referred to as VC funds. For a
definition of VC investment rounds, see Paul A. Gompers, Optimal Investment, Monitoring, and the Staging of
Venture Capital, 50 J. OF FIN. 1461, 1472 (1995) (classifying rounds as early stage if the investment is seed,
start-up, or early stage. An investment is classified as late stage if it is expansion, second, third, or bridge
financing); see also Paul Gompers & Josh Lerner, The Venture Capital Revolution, 15 THE JOURNAL OF
ECONOMIC PERSPECTIVES 145, 157 (2001) (pointing out that in practice, there actually has been a movement for
many venture capital organization to finance later-stage companies that can accept larger blocks of financing).
20
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compiling and publishing private company reports on a quarterly basis.25 Among other things,
these reports offer snapshots of the composition of buyers and sellers in completed
transactions, which show that as of 2011 year end, the largest seller and buyer groups by
dollar value were ex-employees and asset managers, accounting for 79.3% of the sales and
31.3% of the purchases, respectively.26 VC funds, private equity (“PE”) funds, and secondary
funds altogether purchased USD61.4 million shares (15.1% among all institutional investors),
while existing investors only sold USD20.6 million shares (3.7% among all the sellers).27 As
such, although in theory secondary markets open up a new exit alternative for existing
investors (including venture capitalists) to sell their shares and gain pre-IPO liquidity, in
practice they actually tend not to sell shares and already exit at this stage, despite the obvious
difficulty of achieving an IPO these years.
Such work is still to be done for China,28 and in this sense, this paper fills the gap by
collecting and analyzing the data of exits and entries by venture capitalists on the New Third
Board. Although China has been leading the global IPO market in recent years in terms of
both the numbers and value of deals29 and thus generally does not suffer the so-called IPO
drought like the US and Europe, going public is still particularly difficult for SMEs. The time
window from incorporation to listing can often be over ten years,30 provided that firms first
survive the notoriously strict IPO examination and approval process. As such, the existence of
the New Third Board is supposedly significant, because it enables firms to access to pre-IPO
liquidity while does not put forward stringent listing requirements. Thanks to the periodical
and interim reports that companies quoted the New Third Board are required to publish,31 it is
possible to track the changes of ownership of venture capitalists that fall into the ten biggest
shareholders of a company. Starting from the launching of the New Third Board in 2006, this
paper collects data on the changes of VC ownership in the 102 firms that have been quoted
there until the 2011 year end, and presents the very first empirical research over the exact
investing / divesting behavior of venture capitalists on China’s own OTC market. In general,
the data show that VCs were much more likely to increase than decrease their ownership –
there have been 128 times increases in contrast to 45 times of decreases. In particular, VCs
actively took the opportunities of subscribing new shares issued in capital increases to
increase their ownership (54 out of the 128 times). Out of the total 85 VCs that invested in the
102 firms, 33 were already with the firms as of first quotation, 39 VCs subscribed new shares
in capital increases, 33 VCs bought shares from existing shareholders, while only 11 exited.
Based on such findings, the New Third Board can hardly be deemed as an effective venue for
venture capitalists to exit invested firms, but rather a venue that attracted new investors by
offering them with easier access to good pre-IPO shares. As such, to the end of an enhanced
role of the New Third Board in facilitating exit in China’s VC cycle, a key task facing the
policy makers is that the market should be reformed in such a way to increase its scale and
more essentially, its liquidity. More firms, particularly younger firms, should be allowed to
quote their shares on the market, so that the exit opportunities are made available to existing
The SecondMarket private company reports can be found at:
https://www.secondmarket.com/education/reports/private-company.
26
SecondMarket’s 2011 Year End Private Company Report, SECONDMARKET, available at:
https://www.secondmarket.com/education/reports/secondmarkets-2011-year-end-private-company-report.
27
Id.
28
To be sure, the New Third Board is not the only secondary market for private shares in China. See Section 2.2
infra for further explanation on this issue.
29
Ernst & Young, Greater China maintains its five-year leadership of global IPOs – China, GLOBAL IPO
TRENDS 2011, http://www.ey.com/GL/en/Services/Strategic-Growth-Markets/Global-IPO-trends-2011---China.
30
Further discussed in Section 3.3, infra.
31
Further discussed in Section 3.1, infra.
25
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shareholders at an earlier stage, making them more willing to exit instead of waiting for the
final IPO.
As of February 8, 2013, the New Third Board is, as predicted and rumored, 32 indeed
developed into a nationwide OTC market and renamed into the National Equities Exchange
and Quotations (“NEEQ”).33 The NEEQ has brought about a number of significant changes
that were much needed by the New Third Board. Among other things, it has expanded the
pool of potential firms that are eligible for quotation, prescribed a set of qualifications to
allow not only institutions but also external individual investors to invest in quoted firms, and
also imported market makers to further enhance liquidity between the two sides. Moreover,
firms quoted on the NEEQ are officially allowed to have more than 200 shareholders, and are
also exempted from IPO examination and approval process that are normally needed when
non-listed firms go public.34 As a result, although the NEEQ still enforces (if not strengthens)
high level of governmental supervision and intervention in terms of selecting firms into the
market, these newly available regulatory changes can already greatly contribute to enhance
liquidity in the market, at least for the near future.
This paper is structured as follows. Section I describes and summarizes the relevant
theories about venture capital exits. Section II provides an introduction of China’s New Third
Board, and compares it with the other relevant OTC markets and secondary markets for
private shares. Section III discusses and analyzes the data on the changes of VC ownership in
firms quoted on the New Third Board. Section IV suggests a number of policy
recommendations to the end of increased liquidity on the New Third Board, and also
examines the new NEEQ regulations relative to these policy recommendations. Section V
concludes.
I.

THE IMPORTANCE OF EXIT IN THE VENTURE CAPITAL CYCLE

In the setting of venture capital investments, exit is no doubt a key factor. Faced with the
economic problems in entrepreneurial financing process, venture capitalists use financial
contracts to make their investments. Typically, these contracts consist of a series of important
mechanisms that are tailored to solve the informational asymmetry and moral hazard
problems,35 and provide incentives for each party to contribute resources so as to maximize
their joint wealth.36 Among other things, venture capitalists usually use staged financing,37
convertible preferred stock,38 and vesting of employee stock options.39 All of them provide
See notes 147 & 189, infra.
See Yewu guize ji peitao wenjian goule quanguo gufen zhuanrang xitong zhidu kuangjia [Business Rules and
the Relevant Supplementary Regulations Build up the Regulatory Framework for the NEEQ], National Equities
Exchange and Quotations, Feb. 22, 2013, http://www.neeq.com.cn/xwdt/xwdt/201302/t20130222_410520.htm
(pointing out that these new business rules and supplementary regulations were promulgated and took effect as
of Feb. 8, 2013).
34
Further discussed in Section 4.2, infra.
35
JANET KIHOLM SMITH & RICHARD L. SMITH, ENTREPRENEURIAL FINANCE 371 (2004).
36
Joseph A. McCahery & Erik P.M. Vermeulen, Venture capital beyond the financial crisis: how corporate
venturing boosts new entrepreneurial clusters (and assists governments in their innovation efforts), 5 CAPITAL
MARKETS LAW JOURNAL 1, 5 (2010).
37
Paul A. Gompers, Optimal Investment, Monitoring, and the Staging of Venture Capital, 50 J. OF FIN. 1461
(1995); see also William L. Megginson, Toward a global model of venture capital?, 16 JOURNAL OF APPLIED
CORPORATE FINANCE 89, 102 (2004).
38
Steven N. Kaplan & Per Stromberg, Financial Contracting Theory Meets the Real World: An Empirical
Analysis of Venture Capital Contracts, 70 REVIEW OF ECONOMIC STUDIES 281, 284 (2003).
32
33
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essential incentives for entrepreneurs to work hard for the purpose of increasing firm value.
On top of all these, it is argued that exit is the most important motivation for both sides of the
game: because venture capitalists and entrepreneurs want eventually to convert their illiquid
holdings into cash or cash equivalents,40 they both need to work towards an exit event. Given
the importance of exit, the method and timing for achieving that end must also be carefully
tailored. In a conventional sense, the success of venture capital depends on the ability of
venture capitalists to exit their investments by taking the start-ups they fund public or selling
them to a large company.41
To be sure, venture capital is not the only source of financial capital to start-up firms – and
in many cases not even the major source. Venture capitalists tend to avoid investing in pure
seed stage firms, but tend to focus on those firms that already present limited track record and
are with great growth potential.42 Given the extreme uncertainty about the potential outcomes
of entrepreneurial firms,43 and that venture capitalists actually act as a financial intermediary
and invest other people’s money, 44 they must be very careful when dealing with the
significant adverse selection problems that they confront in providing external finance to startups, so as to build up their track record and reputation to attract capital and raise new funds.
This being said, venture capitalists are long considered as highly effective group of financing
providers to entrepreneurial firms. The ability of VC-backed companies to outperform their
non-venture counterparts – during good times and bad – flows from venture capital’s focus on
highly innovative, emerging growth companies. 45 One important reason for the historical
success of institutional VC investments is that venture capitalists tend to invest in industries
where they have certain competitive advantage, and can add value by monitoring and actively
involving in the management of portfolio companies.46
1.1

Importance of Exit to Venture Capitalists

Venture capital funds are usually organized as limited partnerships.47 Limited partners are
those persons contributing substantially all of the partnership’s capital, such as institutional
investors and wealthy individuals.48 Compared to limited partners, the general partner only
Id., at 292. See also Steven N. Kaplan & Per Stromberg, Characteristics, Contracts, and Actions: Evidence
from Venture Capitalist Analyses, 59 J. OF FIN. 2173, 2174 (2004).
40
William A. Sahlman, The structure and governance of venture-capital organizations, 27 JOURNAL OF
FINANCIAL ECONOMICS 473, 509 (1990).
41
Ibrahim, supra note 5, at 1.
42
Allen N. Berger & Gregory F. Udell, The economics of small business finance: The roles of private equity and
debt markets in the financial growth cycle, 22 JOURNAL OF BANKING & FINANCE 613, at 623 & 625 (1998). See
also Janie Ballou et al., The Kauffman Firm Survey: Results from the Baseline and Follow-Up Surveys, 14
(2008). According to the survey results from Kauffman Foundation, only 10% of the firms use external equity
sources for the first year of their operation, and among those firms that indeed receive external equity financing,
only 0.6% of the capital comes from venture capitalists.
43
JANET KIHOLM SMITH & RICHARD L. SMITH, ENTREPRENEURIAL FINANCE 369 (2004); see also PAUL GOMPERS
& JOSH LERNER, THE VENTURE CAPITAL CYCLE 127-128 (1999).
44
Berger & Udell, supra note 42, at 632. See also Ronald J. Gilson, Engineering a Venture Capital Market:
Lessons from the American. Experience, 55 STAN. L. REV. 1067, 1088 (2003) (submitting that venture capital
transaction pattern is that investors invest through financial intermediary in order to secure the benefits of GP’s
skills and experience).
45
Venture Impact: The Economic Importance of Venture Backed Companies to the U.S. Economy, NVCA, 4
(2011).
46
Megginson, supra note 37, at 100; see also Berger & Udell, supra note 42, at 633-634.
47
See McCahery & Vermeulen, supra note 36, at 6.
48
Joshua Lerner, Venture capitalists and the decision to go public, 35 JOURNAL OF FINANCIAL ECONOMICS 293,
295 (1994).
39
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contributes a nominal portion of the total assets/committed capital of the partnership,
normally only around 1%,49 but is entitled to potential compensation that can be much greater
than its original contribution if the fund runs well. Such compensation is often referred to as
the “2-20” mechanism, consisting of a fixed management fee, usually 2% of the total
assets/committed capital of the fund, and a performance-based right to share 20% of the
fund’s net profits. 50 Particularly, the compensation scheme in venture capital partnership
agreements contains one important feature: waterfall structure. 51 By definition, such an
arrangement sets out how distribution from a fund will be split and in which priority they will
be paid out, i.e., what amount must be distributed to limited partners before the fund managers
receive carried interest.52
Since investments by VC funds are generally highly illiquid53 and since they focus on
buying shares in unlisted firms from where they hope to harvest after 3 to 7 years,54 there is a
need to agree on a limited fund term at the expiration of which the general partner is obliged
to return to limited partners the capital together with distributed profits. Such term is typically
ten to thirteen years.55 On the one hand, higher valuation of a corporation needs time to build,
thus venture capitalists have the incentive to wait longer in portfolio firms for the purposes of
maximizing the exit value to the extent possible. Moreover, taking companies public when
equity values are high helps to minimize the dilution of venture capitalists’ ownership stake.56
On the other, venture capitalists must also exit in time and return capital to limited partners
before the expiry of the fund’s term, so as to build up the reputation as reliable fund managers.
Since the time of an exit event is closely dependent on the nature of the exit, the decision
about exiting a portfolio firm is thus important in two dimensions: namely, the type of exit

49
Sahlman, supra note 40, at 490; DAVID TOLL, PRIVATE EQUITY PARTNERSHIP TERMS AND CONDITIONS 31 (2d ed.
2001); and Simon Friedman, Partnership Capital Accounts and Their Discontents, 2 N.Y.U. J.L. & BUS. 791,

798 (2006).
50
See Victor Fleischer, Two and Twenty: Taxing Partnership Profits in Private Equity Funds, 83 N.Y.U. L. REV.
1 (2008).
51
Private equity funds are also identified to have a common feature of “preferred return”, which is the minimum
rate of return that a fund must achieve before general partners can get the 20% carried interest. See MCCAHERY
& VERMEULEN, supra note 1, at 188. However, such feature is missing in venture capital funds. See Victor
Fleischer, The Missing Preferred Return, 31 J. CORP. L. 77 (2005) (explaining how does preferred return work
and why it is missing in venture capital funds).
52
PIERRE-YVES MATHONET & THOMAS MEYER, CURVE EXPOSURE: MANAGING A PORTFOLIO OF VENTURE CAPITAL
AND PRIVATE EQUITY FUNDS 137(2005).
53
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ECON. 3, 7 (2004).
54
HEINZ DUTHEL, GLOBAL VENTURE CAPITAL INVESTOR GUIDE I: 2008-2009 SPECIAL EDITION OVER 2000
VENTURE CAPITAL INVESTORS 20 (2008). See also Douglas Cumming & Uwe Walz, Private equity returns and
disclosure around the world, 41 J. INT’L BUS. STUD. 727, 728 (2010).
55
Paul Gompers & Josh Lerner, An Analysis of Compensation in the U.S. Venture Capital Partnership, 51 J.
FIN. ECON. 3, 6 (1999). A recent report from the Kauffman Foundation submits, however, that the life of a
venture capital limited fund is usually longer than ten years. In the volatile economy and exit markets of the past
decade (and for the foreseeable future), VC fund life extensions have become the new normal. Funds regularly
require at least twelve years, and often more, to completely exit or liquidate all investments and complete the life
of the fund. See Diane Mulcahy et al., “WE HAVE MET THE ENEMY… AND HE IS US” Lessons from twenty
Years of the Kauffman Foundation’s Investments in Venture Capital Funds and The Triumph of Hope over
Experience, KAUFFMAN FOUNDATION, 21 (2012).
56
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route and the actual timing of the exit.57 The following paragraphs discuss the major exit
alternatives.
1.1.1

IPO as An Exit Channel

The ideality of initial public offering to venture capital industry is best illustrated by
Professors Black and Gilson. 58 On the one hand, an IPO tends to maximize firm value
compared to a sale of the firm.59 This is plausible, because when a start-up is listed on a stock
exchange, it can be more accurately valued in a public market where numerous investors trade
its shares. Comparatively, when the firm is sold to a third-party acquirer, its valuation is
subject to what a few potential buyers offer to pay. This means that there can be a ceiling on
the returns that the selling investors can expect.60 Essentially, by accepting venture capital
investments, the entrepreneur and the venture capitalist enter into twofold of contracts. In the
explicit one, the venture capitalist makes financial investments to the entrepreneur in
exchange for equity and control rights in the portfolio firm. The company receives capital,
plus non-financial contributions including information, monitoring, and enhanced credibility
with third parties.61 In addition, the entrepreneur and the venture capitalist also enter into an
implicit incentive contract over the control of the portfolio firm. This implicit incentive
contract is dependent upon the availability of an IPO, which is better than other forms of
exits, 62 in that it enables the entrepreneur to regain control by the virtue of automatic
conversion at the time of its occurrence. This is because, the convertible preferred shares of
the exiting venture capitalist will be converted into common shares, thus the restrictive rights
attached thereto and those negative covenants in the investment agreements will be terminated
upon the IPO.63 In contrast, if the venture capitalist sells its shares to a third-party acquirer
and hence exits the firm, the control rights it used to own is transferred to the acquirer, and
thus not returned to entrepreneurs. 64 In effect, the prospect of an IPO exit gives the
entrepreneur something of a call option on control, contingent on the firm’s success.65
It is worth noting that, however, although IPO is always referred to as an “exit”, it is
actually not exactly so in that venture capitalists rarely sell their shares at the time of
offering.66 A VC investor will typically retain its shares at the date of the public offering,
selling shares into the market in the months or years following the IPO. Alternatively,
following the IPO, a VC may dispose of its investment by making a dividend of investee firm
shares to the fund’s owners.67 Typically, due to contractual arrangements and/or securities
regulation provisions, company insiders are not allowed to sell their shares until the expiration

Pierre Giot & Armin Schwienbacher, IPOs, trade sales and liquidations: Modeling venture capital exits using
survival analysis, 31 JOURNAL OF BANKING AND FINANCE 679, 680 (2007).
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61
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62
Cumming and MacIntosh distinguish five primary exit channels that are employed by venture capitalists,
namely, IPO, acquisition (selling the entire portfolio firm), secondary sale (selling only the VC’s shares in the
portfolio firm), buyback, and write-off; on top of these, McCahery & Vermeulen adds also the reorganization of
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of the lock-up period, mostly for 180 days.68 Absent such selling restrictions, insiders with
urgent liquidity needs may unleash large portions of pre-IPO shares into the market upon or
shortly after an IPO, which may depress share price of the company, and also send out
negative signal to investors. As such, an IPO normally only provides postponed liquidity to
the original shareholders of a listing firm. In addition, because newly public firms and smaller
firms are hard to attract the attention of analysts, they typically lack coverage compared with
large blue-chip companies, resulting in limited trading volume.69 This means that practically,
it tends to be difficult for the shareholders of SMEs to quickly achieve the level of liquidity
they hope for, even after the expiration of the lock-up period.
The benefits of IPO certainly also come along with a number of important disadvantages.
Among other things, undertaking an IPO means that a firm will become public, and thus must
bear the high expenses associated with going public and maintaining the public firm status,
comply with the thorough mandatory disclosure requirements, and live up to the stringent
corporate governance standards and great accountability required for its board of directors.70
Compliance is recognized to be more costly and time consuming for public companies after
the enactment of the Sarbanes-Oxley Act in 2002, which even forced some smaller businesses
to go private.71 In the same vein, it is also submitted that although there is no disagreement
that the IPO market has never managed to repeat its glory during the technology bubble
around 2000, the drop of the number of IPOs is particularly pronounced for small firms,72
such as VC-backed companies. At such difficult times as after the 2008 financial crisis, many
investors, bankers, and entrepreneurs believe that the industry has fundamentally changed and
that IPOs have dried up.73
1.1.2

Acquisition as An Exit Channel

In contrast to IPO, acquisition is actually the major form of exit for most VC-backed firms.
Empirically, the number and deal volume of M&As have always exceeded those of IPOs,74
even during the dotcom bubble around 2000s when the IPO market was at its peak.75 Relative
to IPOs, acquisitions do not involve such “noisy” issues as road shows, media coverage,
requirement for public disclosure (unless the acquirer is a public corporation), thus is arguably
easier, cheaper, and faster to consummate. In a lot of cases, potential acquirers are big,
established firms, which acquire smaller start-ups for important strategic reasons, such as to
Initial Public Offerings: Lockup Agreements, SECURITIES EXCHANGE COMMISSION,
http://www.sec.gov/answers/lockup.htm.
69
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70
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supra note 60, at 196.
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enter new markets, to reduce their research and development expenses, or to take real options
on technologies and business models.76 Arguably, such acquirers are more able to understand
the subtlety and novelty of the latest development in the industry and hence the strategic value
of start-up firms, thus are more likely to pay higher purchase prices.77 In addition, while there
are generally no provisions from either the government or the exchanges that require listing
companies to be profitable, or even to have any revenue at all,78 IPOs are considerably more
costly for smaller offerings (measured by gross offering proceeds) and smaller firms
(measured by revenue) than for the bigger ones.79 Also, it is doubtful that the investors will be
very supportive of companies that have high valuations and low revenues,80 even if these
companies do manage to pay the heavy costs and float in the market in the first place. As such,
potential firms aiming for IPO must carefully assess the heavy expenditure that is going to be
incurred by going public, and there is good reason not to force an IPO too soon but rather let
the business operations reach viable level in order to ensure the IPO can pay off both
financially and strategically in the long term. In contrast, because acquisitions can happen as
long as there are potential acquirers interested in buying the business, they can possibly
provide earlier exit opportunities, especially if venture capitalists have large networks of
contacts that facilitate the task of finding potential buyers in trade sales exits.81 Moreover,
from the perspectives of the entrepreneur, getting acquired by a corporation with key strategic
overlap can imply better post-acquisition development for the firm so as to realize the
contemplated strategic needs.82
However, acquisition alone is not enough to sustain the VC cycle. 83 First of all,
acquisitions also do not happen easily – the potential buyer must be ready to purchase a
relatively large block of shares enough for it to exert control in the firm. This is because when
76
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there is no ready market to dispose the shares of a closed firm and exit, control is essential to
protect the acquirer’s interests when target managers underperform or engage in self-dealing.
In this sense, big potential buyers of course are not everywhere, while small buyers are
generally shunned from taking part in the game. Secondly, not in all cases will the acquirer
exert good efforts in running the entrepreneurial firm after buying it. Rather, it could be that a
big firm acquires a smaller start-up firm just to let it dry up – so that it won’t grow into a
future threat, or being bought by a competitor of the big firm.84 As to the issue of exit returns,
because pricing shares of a non-listed firm is tricky, the selling shareholders of a VC-backed
firm often have to accept what the limited number of potential acquirers are willing to pay.
Against such background, it is natural to expect that in many cases, selling shareholders
cannot maximize their returns from an acquisition exit, if the existing acquirers undervalue the
company while they cannot find others that are willing to pay more. Moreover, the argument
of acquisition providing quicker liquidity is not always honored in practice: the purchase price
of an M&A deal is usually rather conditioned upon “earn-outs”, resulting in less acquisition
price if the firm fails to meet agreed millstones;85 or paid in installments, resulting in the full
amount being paid only after the elapse of a period of time, even a few years.86 In this respect,
acquisitions do not greatly excel IPOs, and venture capitalists often also have to face the
reality of partially delayed liquidity until the whole purchase consideration is paid by the
buyer. As to the issue of regaining control after exit, acquisitions generally fail to provide the
same incentives to entrepreneurs as IPOs. If the firm is fully sold in an acquisition, the
entrepreneur surely loses control by selling his/her shares to the acquirer. If an acquisition is
partial, i.e., only venture capitalists sell their shares to an third-party acquirer, the control
rights will not go back to the entrepreneur either, as the third party acquirer will replace
venture capitalists to become the new controlling party in the firm.87
1.2

Secondary Markets as A New Exit Channel

As already stated above, both venture capitalists and entrepreneurs eventually want to
convert their illiquid holdings into cash or cash equivalents, but they can disagree on the
timing or the method. 88 Since a start-up firm is usually first financed by entrepreneurs
bootstrapping themselves (and their family & friends) then later by angel investors, these
investors tend to have acquired the shares at lower prices than venture capitalists, who enter
the picture later. Therefore, different investors will naturally have different expectations about
exit strategies.89 An exit, which is already profitable and ideal for founders and angels, may
still be too small in the eyes of venture capitalists, who would rather wait a few more years for
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a bigger exit event.90 As such, venture capitalists must carefully time their exit and harvest at
the right point. If the entrepreneurial firm performs well and presents strong growth, they have
strong incentives to prefer a (comparatively) later exit, which implies bigger firm value and
share value. This said, they must also exit in time to return capital to their investors before the
expiration of the VC fund term. Sometimes, such liquidity needs from VC supply side may be
so urgent that venture capitalists will be forced to cash out their investment in an
entrepreneurial firm “prematurely”, e.g., pushing the firm to an IPO when the firm is not big
enough yet,91 or selling the firm / their shares to whatever acquirer that happens to appear at
that time, thus leaving the firm and/or the founders behind to bear the potential risks arising
from the premature exit.92
The availability of a secondary market for private shares, where a group of potential
buyers and sellers can obtain information and compete for trading stocks, may help to solve
the exit problems mentioned above.93 On the one hand, because there will be an entire pool of
potential buyers and the shares will only be sold to the buyer(s) bidding the highest price for
them, sellers are less likely to suffer from the buyers’ undervaluation. On the other, knowing
that they can already exit with good returns by selling their shares in a secondary market,
venture capitalists also tend to refrain from trying their luck by forcing a premature IPO or
sale94 at the cost of their reputation, but can instead satisfy their liquidity needs by selling
shares in the secondary market. In addition to exit, a secondary market can also facilitate entry
of potential investors into private firms. When an original shareholder sells its shares on the
secondary market, there must be one or more investors absorbing them. They could be the
other shareholders from the same firm wishing to broaden their ownership, while they could
also be new investors willing to buy in shares of the firms quoted on the secondary market. In
this sense, a secondary market offers the external investors with a platform where they could
easily acquire the shares of a private firm, which tend to be only limited to industry insiders
previously.95
Another type of secondary market, i.e., the one among venture capital limited partners,96
may also indirectly enhance liquidity in the VC cycle. Oftentimes, the pressure on venture
Id., at 16 (submitting that “[a]lthough IPOs and trade sales - even with their recently extended time horizons often provide a suitable exit for late stage investors, players who entered at a previous phase may prefer to have
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some cases, the firm’s founders. Also, early stage venture capital funds and strategic corporate investors may
desire to pursue an early exit from a portfolio firm in order to comply with their own strategic or financial
targets.”).
91
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capitalists to exit comes from their limited partners, who have urgent need for liquidity
themselves. As mentioned above, the bulk of limited partners that invest in VC funds are
institutional investors, who may have to recoup their investments in VC funds from time to
time in order to rebalance their portfolios.97 Because many limited partners often invest in
more than one asset class, and they have the needs to adjust or restructure from time to time
the capital allocation among different asset classes. 98 For example, when an institutional
limited partner considers that its asset allocation structure is too “risky” and wanted to
maintain a more conservative portfolio for the next year, it may choose to sell its limited
partnership interests in VC funds and thus release capital to invest more in infrastructure
funds.99 Sometimes limited partners may also want to sell their partnership interests in order
to allocate follow-on capital for existing investments, so that the future call obligations are
shifted from cash-strapped sellers to fund market buyers. 100 Absent a liquid market for
partnership interests, limited partners are frequently restricted from selling their assets, thus
the primary remedy left for them is to initiate legal action by a violation of the covenants in
limited partnership agreement.101 In this sense, a market for fund interests can greatly alleviate
the liquidity or strategic needs of limited partners by allowing them to easily locate and sell
their interests to potential buyers, thus they will naturally impose less pressure on general
partners (venture capitalists) to exit from portfolio companies to return capital to them.
II.

CHINA’S MULTI-TIER STOCK MARKET
2.1

Difficulties for China’s Entrepreneurial Firms to Achieve IPOs

While secondary markets for private shares are, as argued above, generally important in
the VC cycle given the difficulty for SMEs to achieve IPOs in recent years and the inability of
acquisitions to sustain the whole cycle alone, the need for them is arguably more acute in
China. It is worth noting that, despite VC and PE investors in China have been heavily relying
on IPO exits rather than acquisitions (figure 2.1.A), the total number of IPOs each year has
only constituted a tiny part of all VC and PE investments (figure 2.1.B). In particular, the
access to the public stocks market is highly restricted especially in the view of Chinese
entrepreneurial firms, due to the fact that China adopts an “examination and approval” system
for IPOs of new shares. Within such a system, China Securities Regulatory Commission (the
“CSRC”), the Chinese equivalent for the Securities Exchange Commission (“SEC”), reviews
and approves the IPO applications from firms that wish to list on one of the stock exchanges
in China. While it is already sufficient for a firm, provided that it satisfies the listing
requirements of the relevant stock exchange, to register with the SEC in order to sell stocks to
the public in the US,102 things are very different in China. Rather than the mere requirement
limited partnership interests, the sale of direct investments in one or more private companies, fund terminations
or extensions and other forms of fund or company restructuring”).
97
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99
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100
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101
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for registration, the CSRC exerts a substantive review over and finally decides about a listing
applicant’s eligibility to conduct an IPO. Generally, such review will look into five aspects of
an applying firm, namely, legal status as an issuer, 103 independence (including personnel,
financial, organizational, and business independence), 104 operating business in compliance
with law, 105 finance and accounting, 106 and the purpose and potential use of the funds
raised.107 Figure 2.1.C briefly illustrates the major steps involved in conducting an IPO in
China.

registered with the SEC or must qualify for an exemption from the registration requirements. … The SEC’s
Division of Corporation Finance may examine a company’s registration statement to determine whether it
complies with our disclosure requirements. But the SEC does not evaluate the merits of offerings, nor do we
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FIGURE 2.1.A: VC/PE EXIT CHANNELS, 2004 – 2012 Q1
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FIGURE 2.1.B: VC/PE INVESTMENTS VS. VC/PE-BACKED IPOS

Source: Zero2IPO.109

Zero2IPO Group, China PE/VC Market Review 2012, ZERO2IPO RESEARCH, Jan. 22, 2013,
http://research.pedaily.cn/dowloadfiles/20133613413765.pdf, at 41.
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Summarized primarily according to the Securities Law of China,110 the IPO Examination and Approval
Process of the Department of ChiNext Offering Supervision of the CSRC, 111 and the IPO Examination
and Approval Process of the Department of Offering Supervision of the CSRC.112

Although it might have been well meant that having a governmental authority conducting
substantive review of IPO applications is good for controlling the quality of potential listed
firms, it is doubtful to what extent such good intention can be realized in practice. To be sure,
the IPO pipeline in China is a very busy one. To give an example, as of Sep. 13, 2012, there
were altogether 754 firms that had submitted their applications to the CSRC and were waiting
either for IPO examination or for the final approval. Among these 754 firms, 133 were aiming
for listing on Shanghai Stock Exchange, 322 for Shenzhen Stock Exchange, and 299 for the
ChiNext.113 Most of these firms, i.e., 123 out of the 133 for Shanghai Stock Exchange, 281
out of the 322 for Shenzhen Stock Exchange, and 234 out of the 299 for the ChiNext, were in
the waiting lists because they were queuing to be examined or re-examined by the Issuance
Examination Committee.114 In the mean time, the whole Issuance Examination Committee,
110
Zhonghua renmin gongheguo zhengquan fa [Securities Law (P.R.C.)] (adopted at the 6th Meeting of the
Standing Committee of the 9th National People's Congress, Dec. 29, 1998) (amended Oct. 27, 2005, and took
effect as from Jan. 1, 2006), LAWINFOCHINA, available at: www.lawinfochina.com.
111
Zhongguo zhengjianhui chuangyeban faxing jianguan bu shouci gongkai faxing gupiao shenhe gongzuo
liucheng [IPO Examination and Approval Process of the Department of ChiNext Offering Supervision at the
CSRC] (promulgated by the CSRC), available at:
http://www.csrc.gov.cn/pub/zjhpublic/cyb/201202/t20120201_205252.htm (appendix 1).
112
Zhongguo zhengjianhui faxing jianguan bu shouci gongkai faxing gupiao shenhe gongzuo liucheng [IPO
Examination and Approval Process of the Department of Offering Supervision at the CSRC] (promulgated by
the CSRC), available at: http://www.csrc.gov.cn/pub/zjhpublic/G00306202/201209/t20120914_214849.htm
(appendix 1).
113
This is against the background of a 45-day period during which no meeting of the Issuance Examination
Committee of the CSRC was held. According to figure 2.1 above, such Issuance Examination Committee
meeting is the most essential step towards the final approval of an IPO application. See Ao Xiaobo, IPO shenhe
kongchuangqi jin liangyue Jiang chuang lishi xingao [No IPO Examination Meetings for Nearly Two Months,
Which Might Create A Historical Record], JINGHUA SHIBAO [JINGHUA TIMES], Sep. 17, 2012, available at:
http://news.xinhuanet.com/finance/2012-09/17/c_123722593.htm. The list of the 455 firms applying to list on
the (Main Boards and SME Board of) Shanghai and Shenzen Stock Exchanges can be found at: Department of
Public Offering Supervision, Faxing Jianguan bu shouci gongkai faxing gupiao shenbao qiye jiben xinxi
qingkuang biao (jiezhi 2012 nian 9 yue 13 ri) [List of Basic Information of Firms Applying for Initial Public
Offering (as of Sep. 13, 2012)], available at:
http://www.csrc.gov.cn/pub/zjhpublic/G00306202/201209/t20120914_214849.htm; and the list of the 299 firms
applying to list on the ChiNext can be found at: Department of ChiNext Public Offering Supervision,
Chuangyeban Faxing Jianguan bu shouci gongkai faxing gupiao shenbao qiye jiben xinxi qingkuang biao (jiezhi
2012 nian 9 yue 13 ri) [List of Basic Information of Firms Applying for Initial Public Offering on the ChiNext
(as of Sep. 13, 2012 )], , available at: http://chinext.cs.com.cn/zjhgg/201209/P020120921673436959978.xls.
The “blank period” where no meeting of the Issuance Examination Committee of the CSRC took place finally
lasted for 58 days and was concluded on September 28, 2012, when a meeting of the ChiNext Issuance
Examination Committee was held. See Mao Jianyu, Shige 58 tian IPO benzhouwu chong kaizha [After 58 Days,
Issuance Examination Committee Meetings Restarted This Friday], ZHONGGUO ZHENGQUAN BAO [CHINA
SECURITIES JOURNAL], Sep. 25, 2012, http://www.cs.com.cn/xwzx/zq/201209/t20120925_3598179.html.
114
See the List of Basic Information of Firms Applying for Initial Public Offering (as of Sep. 13, 2012) and List
of Basic Information of Firms Applying for Initial Public Offering on the ChiNext (as of Sep. 13, 2012), id.
Some of these firms were still in their initial review stage; some of them had already made pre-disclosures; while
some of them were working on implementing the relevant changes demanded in earlier rounds of review. In
other words, they were all waiting to be (re-)examined by the Issuance Examination Committee. The rest of the
firms in the lists were either already approved by the Issuance Examination Committee and simply waiting for
the final official approval from the CSRC, or they had suspended their IPO applications in mid of the process.
Note that, while in general the CSRC will issue the final official approval of a firm’s IPO application if the
Issuance Examination Committee has voted in favor of it, this is not always the case. If the firm has undergone
material change after the Issuance Examination Committee meeting or the CSRC later finds that the Issuance
Examination Committee was hampered from reaching an informed and fair decision, the CSRC may still reject
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which effectively determines the destiny of IPO applicants,115 only consists of 60 members,
within which 25 are for the Main Board and 35 for the ChiNext.116 The Issuance Examination
Committee performs its duty by having meetings, where seven committee members will
deliberate and decide whether to give permit to an IPO applicant.117 Without delving into
those issues that the IPO examination and approval regime has been often challenged for,
such as the concerns about potential corruption and related party transactions by and among
sponsors, issuers, and officials in the process, 118 one direct implication from the figures
quoted above is that there is an obvious gap between the supply of and demand for IPOs.
Such gap arguably creates a bottle neck on the IPO route of many Chinese firms. It is
reasonable to suspect that, under such an examination and approval regime, big firms, stateowned firms, or firms with political connections, tend to be prioritized; while smaller, not
politically connected firms can do nothing but simply wait for their turn in the long queuing
list.119 Actually, there is already evidence showing that under China’s IPO examination and

the IPO application in the end. See arts. 32 & 42 of Zhongguo zhengquan jiandu guanli weiyuanhui faxing
shenhe weiyuanhui banfa [Measures for the Issuance Examination Committee of China Securities Regulatory
Commission] (promulgated by the CSRC, May 9, 2006) (amended and re-promulgated by the CSRC, May 13,
2009), LAWINFOCHINA, available at: www.lawinfochina.com.
115
Arts. 48 & 50 of Measures for the Administration of Initial Public Offering and Listing of Stocks, supra note
103; and arts. 34 & 35 of Shouci gongkai faxing gupiao bing zai chuangyeban shangshi guanli zanxing banfa
[Tentative Measures for the Administration of Initial Public Offering and Listing of Stocks on the ChiNext],
LAWINFOCHINA, available at: www.lawinfochina.com. Although according to these provisions, the CSRC shall
have the final say over whether to approve an IPO application or not, in practice, the CSRC will generally
approve an IPO application as long as the Issuance Examination Committee is positive about it. As such,
whether an IPO application can survive the Issuance Examination Committee is the key determinant of the
application’s success. See Shi Jin & Zeng Bin, Fashen zhidu de kunjing yu fansi [The Difficulties of the Issuance
Examination and Approval Regime and Some Reflections], 239 ZHENGQUAN SHICHANG DAOBAO [SECURITIES
MARKET HERALD] 4, http://www.szse.cn/main/files/2012/06/15/466804813614.pdf, at 2.
116
Art. 6 of Measures for the Issuance Examination Committee of China Securities Regulatory Commission,
supra note 114.
117
Id., art. 29.
118
For example, a phenomenon that used to plague the Chinese stock market is the so-called “PE corruption”,
referring to the practice that the parties related to a potential issuer, such as its sponsor, financial consultant, or
underwriter, through making use of their informational advantage or power arising from tutoring and sponsoring
the issuer to IPO, invest or acquire, usually indirectly via so-called “private equity” firms or funds in the issuer’s
pre-IPO shares, then sell these shares in or after the IPO for huge profits. For a discussion on PE corruption
generally, see PE fubai: quanmin PE re beihou de yinyou [PE Corruption: A Hidden Trouble Behind the
National PE Fad], CHINA FINANCE ONLINE, http://finance.jrj.com.cn/focus/pefubai/index.shtml. Seeing such
malpractices, the CSRC recently made new regulatory efforts by requiring that if a securities company is
mandated as the tutoring institution, financial adviser, sponsor or lead underwriter of a potential issuer, the direct
investment subsidiary, direct investment funds, industrial funds, and fund management institutions of such
securities company should not invest in the issuer from the day of the securities company accepting the mandate
or commencing any substantial work. See art. 3.9 of Zhengquan gongsi zhijie touzi yewu jianguan zhiyin
[Guidelines on Supervision and Administration of Direct Investment Business of Securities Companies]
(promulgated by the CSRC, July 8, 2011), available at:
http://www.csrc.gov.cn/pub/newsite/jgb/gzdt/201107/t20110708_197309.htm.
119
There is no statutory requirement that the meetings of Issuance Examination Committee must be held in such
a way that firms which applied earlier are also reviewed earlier. Moreover, because there can often be various
problems with firms’ applications in practice, which may require correction, consultation, and/or submission of
supplementary materials, the examination process for these firms can take longer, thus meaning that there is no
guarantee that every firm can be examined and approved with the same speed. See Zhao Xiaohui & Tao Junjie,
Xinhuashe jizhe zoujin zhengjianhui xiangjie xingu faxing wuda jiaodian [Journalists from Xinhua News
Agency Visit the CSRC: Revealing the Five Focal Issues about New Shares Issuance], XINHUA, Dec. 25, 2011,
available at: http://www.gov.cn/jrzg/2011-12/25/content_2028723.htm.
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approval regime, firms with political connections are more likely to obtain the IPO approval
than firms without.120
For the period from 2009 to the mid 2012, the IPO application approval success rate in
China was 68.49%.121 According to anecdotal sources, the major reasons leading to rejection
of IPO applications were: (a) financial and accounting statements reflected abnormal profits,
and there was considerable uncertainty with respect to the firm’s future profitability; (b) the
firm’s independence was questionable due to, e.g., incomplete assets and/or lack of
independence in doing business; (c) the feasibility of the project on which the funds raised
from IPO were going to be used was questionable; (d) the firm’s internal control mechanisms
were weak; (e) other problems, such as those with respect to auditing, corporate governance,
and disclosure, as well as unclear equity ownership, and material change of the directors,
supervisors, and/or senior management, etc.122 To summarize, given that the basic compliance
check is already done at the initial review level, the Issuance Examination Committee
primarily focuses on reviewing and deciding on those issues related to the uncertainty and
potential risk of IPO applicants.123 In other words, the IPO examination and approval regime
in China is of a substantive nature, which encompasses not only the factual judgment of an
issuer’s qualification and compliance, but also the quality judgment about the potential value
of the issuer’s shares.124 Essentially, the IPO examination and approval process is about using
the government power to guarantee the quality of potential issuers.125 The key issue here is
whether it is really desirable to have a governmental organ and not the market itself to control
the quality of firms and decide which can be listed and which not. Apparently, the Issuance
Examination Committee is not always right – there have been cases where firms were
approved to issue shares to the public, while their IPOs were later identified to have involved
serious frauds.126 These cases are often used as examples to illustrate the incompetence of the
IPO examination and approval regime, and support the proposition that China should give up
this regime and adopt the IPO registration regime. 127 Without delving into these more
profound debates, my point here is that the less-than-70% success rate of IPO applications
again reinforces the bottle neck effect of the IPO examination and approval regime, which can
limit the openness of China’s stock market to potential issuers as a result of the government
exercising administrative power to control the number and frequency of firms that are able to
enter there.

120
Qigui Liu et al., The value of political connections when accessing the IPO market (Nov. 2011) (unpublished
manuscript), available at: http://asianfa2012.mcu.edu.tw/fullpaper/10448.pdf.
121
Zhang Xinran, 162 ge IPO beifou neimu: caiwu wenti cheng touhao shashou [Reasons Behind the 162
Rejected IPO Applications: Accounting Problems Being the No. 1 Killer], LICAI ZHOUBAO [MONEY WEEK], July
12, 2012, http://www.lczb.net/web/comment.aspx?id=618&title=205.
122
Id.
123
Id.
124
Shi & Zeng, supra note 115116, at 5.
125
Id., at 6.
126
Id., at 7-8.
127
For an overview of the relevant discussions over this issue, see IPO bushen, daodi xingbuxing? [Abolishing
IPO Examination: Yes or No?], XINHUANET.COM, available at:
http://www.xinhuanet.com/fortune/20120216jrht/. According to the survey on this webpage, more than 75% of
the netizens who voted for the survey were in favor of abolishing the IPO examination and approval regime. It is
worth noting that, even the former CSRC president, Mr. Guo Shuqing, has publicly questioned the necessity of
having the IPO examination and approval regime. See Gao Guohui & Zheng Hanwei, Guo Shuqing toushi wenlu:
xingu IPO zhucezhi haiyou duoyuan? [Guo Shuqing Testing the Water: How Far Are We from the New Share
Offering Registration Regime?], NANFANG RIBAO [NANFANG DAILY], Feb. 14, 2012, available at:
http://epaper.nfdaily.cn/html/2012-02/14/content_7056170.htm.
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In addition to the bottle neck effect as discussed above, the IPO examination and approval
regime also creates inconveniences for potential issuers. One typical example is the
requirement that an issuer must have “clear equity structure”. 128 Here the CSRC tends to
conduct a “substance over form” review. An example is the handling of pre-IPO employee
shares. According to the Chinese Company Law, there should not be more than 200
shareholders in a non-listed joint stock company.129 In practice, however, many firms, when
being restructured from limited liability companies into joint stock companies, introduced
quite a number of employees as shareholders. In order to circumvent the 200-sharheolder
statutory requirement, the common practice was to use a labor union or a trust to hold the
shares on behalf of the employees.130 Such practice, however, is not recognized by the CSRC
when it reviews the IPO applications of such firms. If a firm has labor union(s) among its
shareholders, it must have already cleared up such holding structure(s) and reduced the equity
ownership down to the name of each of the employees before applying to the CSRC for an
IPO; otherwise the IPO application will not be accepted.131 In the same vein, in case of multilayer ownership structures and special purpose vehicles that are set up solely for holding
shares, the total number of shareholders will be calculated as if such structure or vehicles do
not exist.132 Although not necessarily creating an obstacle for potential IPO applications given
the possibility of correction and clearing up,133 such requirement of “clear equity structure”
will still prolong the IPO timeline, and the correction and clearing up may also pose tricky
problems to issuers.
The “clear equity structure” requirement can also have crucial implications on venture
capital and private equity investors. As collective investment vehicles, PE and VC funds
always have more than one person in them, and can be organized as companies, limited

Art. 13 of Measures for the Administration of Initial Public Offering and Listing of Stocks, supra note 103,
and art. 17 of Tentative Measures for the Administration of Initial Public Offering and Listing of Stocks on the
ChiNext, supra note 115.
129
Art. 79 of Zhonghua renmin gongheguo gongsi fa [Company Law (P.R.C.)] (adopted at the 5th Session of
the Standing Committee of the 8th National People’s Congress, Dec. 29, 1993) (amended for the 1st time, Dec.
25, 1999) (amended for the 2nd time, Aug. 28, 2004) (amended for the 3rd time, Oct. 27, 2005, and took effect
as from Jan. 1, 2006), LAWINFOCHINA, available at: www.lawinfochina.com (stipulating that the establishment
of a joint stock company requires at least two, but not more than 200, people acting as initiators). Accordingly,
any offering that will result in the company having more than 200 shareholders in aggregate will be treated and
regulated as a public offering. See art. 10 of Securities Law (P.R.C.), supra note 110. Exemptions to such 200shareholder requirement are only allowed as from January 1, 2013, when the Measures for the Supervision and
Administration of Non-listed Public Companies took effect. See Feishangshi gongzhong gongsi jiandu guanli
banfa [Measures for the Supervision and Administration of Non-Listed Public Companies] (promulgated by the
CSRC, Sep. 28, 2012) (effective as of Jan. 1, 2013), LAWINFOCHINA, available at: www.lawinfochina.com. It is
worth noting that, however, firms generally must go through CSRC approvals if they want to exceed this 200shareholder limit. For a more detailed discussion of conditions required to have more than 200 shareholders in a
non-listed firm, see notes 330323-331, infra.
130
SHANGHAI STOCK EXCHANGE, QIYE GAIZHI SHANGSHI SHIWU [ENTERPRISE RESTRUCTURING AND LISTING
PRACTICE] 86-87 (2011).
131
See Guanyu zhigong chiguhui he gonghui chigu youguan wenti de falv yijian [Legal Opinion on the Several
Issues Relating to Employee Ownership Committee or Labor Union Ownership] (promulgated by the CSRC,
Nov. 5, 2002), available at: http://www.szse.cn/main/files/2013/01/14/319364559569.pdf.
132
Muqian zhigong chigu wenti (tebie shi daozhi gudong renshu chaoguo 200 ren de qingxing) shifou you qieshi
kexing de jiejue fang’an? [Currently, is there a feasible solution for the employee ownership issue (especially
when it leads to more than 200 shareholders)?], SHENZHEN STOCK EXCHANGE, Nov., 25, 2009,
http://www.szse.cn/main/nssqyfwzq/wtjd_news/gfgs/39741084.shtml.
133
SHANGHAI STOCK EXCHANGE, QIYE GAIZHI SHANGSHI SHIWU [ENTERPRISE RESTRUCTURING AND LISTING
PRACTICE] 87 (2011).
128
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partnerships, or trusts 134 . Given the “substance over form” review of the “clear equity
structure” issue, however, it is difficult for VC and PE funds organized as trusts to pursue IPO
exits, because their trust structure may violate the maximum pre-IPO 200-shareholder
requirement and raise concerns about transparency. 135 After all, one cannot rule out the
possibility that the CSRC may ask the PE or VC shareholders in a potential issuer to disclose
the identities of the investors in their funds in order to “clarify the equity structure”, which is
nevertheless not desirable for the PE or VC funds considering the confidentiality needs of the
investors therein. In the same vein, funds organized as limited partnerships have also had hard
times with the CSRC, which was once concerned about the difficulty of pinpointing the exact
number of investors behind a partnership, as well as about the possible beneficial ownership
structures embedded in such business form.136 As such, limited partnerships were not allowed
to open securities accounts to hold shares of a public firm until late 2009, when the relevant
regulation was amended.137
The fact that the validity of the valuation adjustment mechanisms (“VAM”) in VC/PE
investment agreements is highly questionable (if not altogether invalid) in the eyes of the
CSRC138 also troubles PE and VC investors in China. In practice, VAM provisions are often
used to adjust a company’s valuation on the occurrence or non-occurrence of some event, for
example the achievement of certain prescribed revenue target. Because the adjustment of
valuation can be done through changing the total number of shares that the investors will
eventually acquire,139 it can result in the future uncertainty in the company’s equity ownership
134
See Xintuo gongsi siren guquan touzi xintuo yewu caozuo zhiyin [Guidelines for Trust Companies to Operate
the Trust Private Equity Investment Business] (promulgated by the China Banking Regulatory Commission,
June 25, 2008), LAWINFOCHINA, available at: http://www.lawinfochina.com.
135
See IPO shouzu, xintuo PE gai chuan majia [IPO Exit Blocked: Trust-Based PEs in Disguise], ZHONGWANG
ZIXUN [CNWNEWS.COM], June 30, 2012, available at: http://finance.cnwnews.com/ipo/2012/0630/8790.html.
136
See Tang Zhenlong, IPO tuichu zhilu shouzu, youxian hehuozhi PE zuoyou weinan [IPO Exit Route Blocked:
LP-Based PEs in Dilemma], SHANGHAI ZHENGQUAN BAO [SHANGHAI SECURITIES NEWS], Oct. 10, 2008,
available at: http://www.cnstock.com/paper_new/html/2008-10/10/content_65618152.htm.
137
See Zhengquan dengji jiesuan guanli banfa [Measures for Administration of Securities Registration and
Clearing] (promulgated by the CSRC, Apr. 7, 2006) (amended Nov. 20, 2009), art. 19, available at:
http://www.csrc.gov.cn/pub/zjhpublic/G00306201/200911/t20091127_173555.htm.
138
See Zheng Fei & Wang Ziwu, Duidu xieyi qianru dixia [“VAM” Agreements Go Underground], 30 CAIXIN
XINSHIJI ZHOUKAN [CAIXIN CENTURY WEEKLY] (2011), available at: http://magazine.caixin.com/2011-0730/100285583.html and http://finance.sina.com.cn/roll/20110731/234410235700.shtml (pointing out that VAM
agreements, regardless to be triggered by the time of potential IPO or by future firm performance target(s), are
generally considered invalid by the CSRC. In addition, other investment arrangements often used by PE/VC
investors, such as special veto right for certain directors, and liquidation preferences, are also treated as invalid
and thus must be cleared up before IPO). It is worth noting that, the final judicial ruling on a lawsuit about the
validity of VAM clause in a PE investment contract, issued in early 2013 by China’s Supreme Court, partially
accepts the validity of the clause, reversing the previous rulings from the court of first instance and court of
appeal. For a description of the case, see Jun He Law Offices, Valuation Adjustment Mechanism (“VAM”) Not
Valid, LEGAL UPDATES ON PRIVATE EQUITY & VENTURE CAPITAL, Apr. 17, 2012, available at:
http://www.junhe.com/uploadpic/news/201272162141681.pdf; and for the latest update on the Supreme court’s
ruling, see Dai Jianmin, Haifu touzi an qishi: naxie duidu xieyi shi youxiao de? [Lessons from Haifu Investment
Case: Which VAM Clauses are Valid?], FORBESCHINA.COM, Feb. 16, 2013,
http://www.forbeschina.com/review/201302/0023459_all.shtml. It thus remains to be seen whether the CSRC
will change its attitude and loosen scrutiny over this issue given the latest ruling from the Supreme Court.
139
For example, suppose that a private equity fund wants to invest RMB10 million into a portfolio firm which it
values at RMB10 per share, and thus acquire 1 million shares. Such valuation is however conditioned upon the
company successfully reaching certain annual revenue target; otherwise, the valuation will be adjusted to RMB9
per share. If the company indeed fails to achieve such revenue target, the PE investor will trigger the VAM
clause and acquire 1.11 million shares. For more examples of how VAM clauses work, see Zheng Fei & Wang
Ziwu, id., where the firms were either required to redeem shares from investors, or to transfer additional shares
to investors, in case the value adjustment events were triggered.
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structure depending on the trigger or non-trigger of the VAM clause. Given the CSRC’s
requirement for “clear equity structure” in a potential issuer, such uncertainty can be
problematic or even obstructive in the IPO examination process. For the purposes of
mitigating the potential risk of IPO application rejection, many firms choose to terminate or
remove the VAM clauses from their company documents prior to the meeting of the Issuance
Examination Committee; while more choose to agree on VAM clauses under the table and
conceal them from the CSRC, or do their best to ensure that the valuation adjustment events
never happen so that the VAM clause will automatically lapse. 140 Apparently, the
questionable validity of VAM clauses, plus the “clear equity structure” requirement in the
IPO examination process, create a dilemma for VC and PE investors – they would risk
possible rejection of the IPO application of the firm they funded if they go with the VAM
agreement to the CSRC; while they would also risk potential non-enforceability of such
agreement if they hide or settle them under the table. Again, the problems arising from the
VAM provisions illustrate the argument that IPO exit is not always practically ideal for
VC/PE investors.
2.2

Possible Liquidity Alternatives Other than IPO – OTC Markets

China’s stock market is often conveniently divided into three tiers, namely, the Main
Board (including the SME Board),141 the Second Board (i.e., ChiNext), and the Third Board.
Applying for listing on either the Main Board or the Second Board would trigger the offering
examination and approval procedure as discussed above. Table 2.2.A below summarizes the
key listing requirements of the Main Board and the Second Board. Compared to Main Board
firms, most companies listed on the ChiNext are still in their growth and development stage,
thus are smaller, less stable and bear higher risks.142 In addition to these two formal stock
exchanges, China also has a tier of OTC stock markets, and the term “Third Board” actually
only refers to part of this tier, namely, the Agency Share Transfer System. Alongside the
Third Board, there are also more than 200 property rights exchanges scattered all over
China,143 in which various property rights, including equity rights, can be traded.144 Figure 2.2
below illustrates the scheme of China’s multi-tier stock market.

140
Xu Yanruo, Shouli “duidu xieyi” wuxiao an shangsu zhi zuigaofa: IPO tuichao PE touzi xian ganga [The
Very First “Valuation Adjustment Mechanism” Invalidation Case Appealed to the Supreme Court: PE Investors
in Dilemma Against the Sluggish IPO Market], 21 SHIJI JINGJI BAODAO [21ST CENTURY BUSINESS HERALD], Aug.
1, 2012, available at: http://www.21cbh.com/HTML/2012-8-1/1NMzA3XzQ4ODU1Nw.html.
141
In terms of the key listing requirements, the Main Board and the SME Board are actually identical. According
to art. 2.1 of Shenzhen zhengquan jiaoyisuo sheli zhongxiao qiye bankuai shishi fang’an [Implementation Plan
for Establishing Small-and-Medium Enterprise Board in Shenzhen Stock Exchange] (promulgated by Shenzhen
Stock Exchange, Apr. 25, 2004), available at http://www.szse.cn/main/sme/sczy/ywgz/5828.shtml (stipulating
that the SME Board shall be governed by the same set of laws and regulations as the Main Board, and the firms
listed on the SME Board shall comply with the same listing and disclosure requirements as those listed on the
Main Board).
142
Chuangyeban shihe naxie touzizhe canyu? [ChiNext is suitable for which kinds of investors?], SHENZHEN
STOCK EXCHANGE, Apr. 24, 2009, available at: http://www.szse.cn/main/investor/tzsc/cybxt/39739641.shtml.
143
Among all of the property exchanges, four are central-level exchanges, namely, China Beijing Equity
Exchange (Beijing), Shanghai United Assets and Equity Exchange (Shanghai), Tianjin Property Rights
Exchange (Tianjin), and Chongqing United Assets and Equity Exchange (Chongqing); 65 are provincial-level
exchanges; and the rest are prefecture-level exchanges. See Takeshi Jingu, Property Rights Exchanges in China,
1 NOMURA JOURNAL OF CAPITAL MARKET (2009), available at:
www.nicmr.com/nicmr/english/report/repo/2009/2009spr06.pdf, at 3-4.
144
See Hong Jinping & Luo Yi, Xinsanban + Chanquan jiaoyi shichang, quanshang kaipi jingzheng xin lanhai
[New Third Board + Property Rights Exchanges: The New Blue Ocean for Securities Firms’ Business], CMS
SECURITIES RESEARCH REPORT, Sep. 6, 2012, at 22.
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FIGURE 2.2: SCHEMATIC DIAGRAM OF CHINA’S MULTI-TIER STOCK MARKET
Main Board
(Shanghai) (Shenzhen)
SME Board
(Shenzhen)
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Board
(Shenzhen)
Source:

New Third Board
(Beijing)

Various Local Equity Exchanges
(Beijing) (Shanghai) (Tianjin)
(Chongqing)145

Adapted from Nomura Institute of Capital Markets Research (2009).146

TABLE 2.2.A: KEY IPO AND LISTING REQUIREMENTS OF CHINA’S STOCK EXCHANGES*
Main Board and SME Board
Legal Status
Minimum
Operation
Period

Financial
Requirements

ChiNext

The issuer is s a duly incorporated joint stock company.
Continuous operation for at least three years.

The issuer should have been profitable for
each of the last three consecutive financial
years, with accumulated net profits no less
than RMB30 million; AND

The issuer should have been profitable for the
last two consecutive years, with accumulated
net profits no less than RMB10 million and in
steady growth; OR

For the last three financial years, the
accumulated net cash flows (generated from
business operations) should be no less than
RMB50 million, OR, the accumulated
revenues should be no less than RMB300
million.

The issuer should have been profitable for the
last year, provided that the net profits should
be no less than RMB5 million, revenues no
less than RMB50 million, and the revenues of
each of the last two years should have grown
for at least 30% annually.

As of the end of the last financial period, the
proportion of the issuer’s intangible assets in

As of the end of the last financial period, the
issuer’s net assets should be no less than

145
There are surely many equity exchanges located all over other places in China, but here I only mention the
four equity exchange units that are created correspondingly within the four central-level property exchanges (see
supra note 143). Namely, these four equity exchanges are: China Financial Assets Exchange (Beijing), Shanghai
Equity Exchange (Shanghai), Tianjin Equity Exchange (Tianjin), and Chongqing Share Transfer Center
(Chongqing). See also Hong Jinping & Luo Yi, Xinsanban + Chanquan jiaoyi shichang, quanshang kaipi
jingzheng xin lanhai [New Third Board + Property Rights Exchanges: The New Blue Ocean for Securities Firms’
Business], CMS SECURITIES RESEARCH REPORT, Sep. 6, 2012, at 22.
146
Takeshi Jingu, Current State of and Challenges Facing China’s OTC (Third Board) Market, 1 NOMURA
JOURNAL OF CAPITAL MARKETS (2009), at 2, available at:
http://www.nicmr.com/nicmr/english/report/repo/2009/2009aut04.pdf.
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its net assets should not be higher than 20%.

RMB20 million.

There should not be uncovered loss as of the end of the last financial period.

Share Capital
Requirements

Approval
Requirements

The total pre-IPO stock capital should be no
less than RMB30 million.

Public shares should be at least 25% of the total number of shares in the company (10% for
companies with more than RMB400 million stock capital).
An IPO application must be reviewed and approved by the CSRC.
The issuer should have complete business
system, and the competence to independently
run market-oriented business.

Business
Operations

The total post-IPO stock capital should be no
less than RMB30 million.

There should be no circumstance or
contingency that will have material adverse
effect on the issuer’s continuous profitability.

The issuer should have only one principal
business, operated in compliance with the
relevant laws, regulations and policies, as
well as the issuer’s articles of association.
The issuer should be able to maintain
continuous profitability.

The company may not have any major irregularity over the last three years and there is no
false record in its financial statements.

Corporate
Governance

*

For the last three years, there has been no
material change of the company’s principal
business, directors and senior management;
nor any change of the de facto controlling
person.

For the last two years, there has been no
material change of the company’s principal
business, directors and senior management;
nor any change of the de facto controlling
person.

The issuer should have sound corporate
governance framework, have established and
improved such institutions as the
shareholders’ assembly, board of directors,
board of supervisors, independent directors,
secretary of board of directors, etc., and the
relevant institutions and personnel are able to
perform their duties in compliance with law.

The issuer should have sound corporate
governance framework, have established and
improved such institutions as the
shareholders’ assembly, board of directors,
board of supervisors, independent directors,
secretary of board of directors, and audit
committee, etc., and the relevant institutions
and personnel are able to perform their duties
in compliance with law.

The internal control system of the issuer
should be robust and effectively implemented
and should be able to reasonably ensure the
reliability of its financial reports, the
legitimacy of its production and operations,
and the efficiency and effect of its operations.

The internal control system of the issuer shall
be robust and effectively implemented and
shall be able to reasonably ensure the
reliability of its financial reports, the
legitimacy of its production and operations,
and the efficiency and effect of its operations.
A certified public accountant should have
issued an assurance report on its internal
control expressing an unqualified opinion.

Summarized based on the on the Measures on the Administration of Initial Public Offerings and
Listings of Shares, the Interim Measures on the Administration of Initial Public Offerings and Listings
of Shares on the ChiNext, and the Securities Law of China.

At the core of the OTC market tier is the New Third Board, which, according to the
government’s agenda, was designed to become China’s nationwide OTC market in the
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future. 147 Relative to the Original Third Board, which was set up in 2001 primarily as a
platform to contain shares from those companies that were delisted from the Main Board, as
well as those companies that used to list on certain historical-but-no-longer-existing OTC
markets,148 the “New Third Board” started in January 2006 when an agency share transfer
pilot program was launched in Zhongguancun Science Park in Beijing to facilitate the share
transfer and fundraising of non-listed joint stock companies.149 Originally only open to the
companies located in Zhongguancun Science Park, the New Third Board was expanded on
September 2012 to also cover companies from Shanghai ZJ InnoPark, Wuhan East Lake
High-Tech Development Zone, and Tianjin Binhai High-Tech Industrial Development
Area.150 While the offering and listing of shares on the first two tiers of stock exchanges are
supervised and regulated by the CSRC, the New Third Board is governed by the Securities
Association of China (the “SAC”), in a sense that the SAC lays out the rules, business
guidance, and model contracts that are applicable to the New Third Board and the transactions
there.151 It is worth noting that, although the SAC is a self-regulatory organization, it operates
under the centralized supervision and administration of the government (particularly the
CSRC) and aims to function as a bridge between the government and the securities
industry.152 By virtue of its articles of association, it is mandatory for all Chinese securities
companies, which must be approved by the CSRC to incorporate, 153 to join the SAC and
become its members.154 Despite that the SAC cannot directly impose administrative and legal
sanctions on its own given its self-regulatory nature, such mandatory membership
requirement, plus its close relationship with the government, still enables the entity to cast
effective vocational and reputational sanctions. For example, to the extent of overseeing the
New Third Board, the SAC sets the threshold for entering the chief agency brokerage
147
Guanyu jinyibu zuohao zhongxiao qiye jinrong fuwu gongzuo de ruogan yijian [Several Opinions on Further
Doing a Good Job in the Financial Services for Small and Medium Enterprises] (jointly promulgated by People's
Bank of China, China Banking Regulatory Commission, China Securities Regulatory Commission and China
Insurance Regulatory Commission, June 21, 2010), LAWINFOCHINA, available at: www.lawinfochina.com, art.
3.9 (advancing that “the securities-companies-agented share quotation and transfer system should be actively
promoted, and the current pilot program should be expanded to other qualified national-level high-tech parks …
so as to improve the financing environment for science and technology SMEs.”). See also Zhongguancun keji
yuanqu feishangshi gufen youxian gongsi jinru daiban xitong jinxing gufen zhuanrang shidian gongzuo zhinan
[Guidelines for the Pilot Program of Transferring Shares of Non-Listed Firms in Zhongguancun Science Park on
the Agency Share Transfer System] (jointly promulgated by the Securities Association of China, Administrative
Committee of Zhongguancun Science Park, and Shenzhen Stock Exchange, Feb. 2006), available at:
www.zgcfg.com/UpFile/zhinan.doc, item 1 (submitting that the Zhongguancun agency share transfer pilot
program is an active attempt to explore and improve a uniformly-regulated share transfer system in China).
148
For a brief description of the history of the Original Third Board, see Takeshi Jingu, Current State of and
Challenges Facing China’s OTC (Third Board) Market, 1 NOMURA JOURNAL OF CAPITAL MARKET (2009),
available at: http://www.nicmr.com/nicmr/english/report/repo/2009/2009aut04.pdf, at 2-3.
149
See Guanyu zhongguancun daiban gufen zhuanrang shidian de shuoming [Explanation to Zhongguancun
Agency Share Transfer Pilot Program], ADMINISTRATIVE COMMITTEE OF ZHONGGUANCUN SCIENCE PARK,
available at: http://www.zgc.gov.cn/zcfg10/zcjd_jd/56987.htm.
150
Ma Jingyu & Sun Lin, “Xinsanban” kuorong jin qidong: si yuan ba qi jiti guapai [New Third Board
Expansion Kicks Off Today: Eight Firms from Four Parks Got Quoted], CNSTOCK.COM, Sep. 7, 2012,
http://news.cnstock.com/cmjx/201209/2250797.htm.
151
For these rules, business guidance and model contracts, see Yewu guize [Rules for Conducting Business],
SECURITIES ASSOCIATION OF CHINA, http://www.sac.net.cn/dbxt/ywgz/.
152
Introduction to SAC, SECURITIES ASSOCIATION OF CHINA,
http://www.sac.net.cn/en/About_US/Introduction_to_SAC/.
153
See Securities Law (P.R.C.), supra note 110, art. 122.
154
Articles of Association of the Securities Association of China (adopted by the Securities Association of China
on June 24, 2011, approved by the Ministry of Civil Affairs and took effect on Oct. 24, 2011), available at:
http://www.sac.net.cn/en/About_US/Articles_of_the_Association/, art. 12. The SAC also grants non-mandatory
membership to securities operation or service institutions, see art. 13.
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business by issuing chief agency broker licenses to qualified securities companies. 155 If a
securities company is found to have irregularity or malpractice that is in breach of the New
Third Board Measures, the SAC can circulate a notice of criticism among the members, or
cease reviewing the documentation of the firms it sponsors for quotation. 156 If such
irregularity or malpractice also involves breach of any law or regulation, the SAC can advice
the CSRC or other governmental authorities to take measures and impose sanctions
accordingly. 157 As a result of the ability to effectively regulate the activities of securities
companies, the SAC’s power can indirectly reach the quoted firms, which should also comply
with the rules of the New Third Board made by the SAC. An example is that if a quoted firm
fails to fulfill the disclosure requirements of the New Third Board, its chief agency broker
should order it to correct the breach, keep its shares locked in, and report to the SAC.158 The
SAC can then report such situation to the relevant governmental authorities for possible
sanctions.159
As to the other type of Chinese OTC markets, i.e., property rights exchanges, Tianjin
Equity Exchange is a highly successful example among them. Established in 2008,160 Tianjin
Equity Exchange has attracted, in four years’ time, more than 200 companies from 22
provinces and municipalities across China to quote there, and achieved a total market value of
more than RMB20 billion. 161 It is reasonable to argue that, Tianjin Equity Exchange has
served as an effective financing channel supplementary to the New Third Board, especially
for the SMEs in the traditional lines of business and the SMEs located out of the four
designated science parks, which could face difficulties entering the New Third Board given its
limited accessibility. Table 2.2.B below briefly outlines the key requirements for a company
to quote on the New Third Board and Tianjin Equity Exchange.

155
Zhengquan gongsi daibai gufen zhuanrang xitong zhongguancun keji yuanqu feishangshi gufen youxian
gongsi gufen baojia zhuanrang shidian banfa (zanxing) [(Tentative) Measures for the Shares Quotation and
Transfer Pilot Program of the Securities-Companies-Agented Share Transfer System for Non-Listed Joint Stock
Companies in Zhongguancun Science Park] (promulgated by the Securities Association of China) (effective as
of July 6, 2009), available at: http://bjzr.gfzr.com.cn/fina/2009-06-12/53484030.PDF (hereinafter the “New
Third Board Measures”), arts. 53 & 54.
156
Id., art. 75.
157
Id., art. 77.
158
Gufen jinru zhengquan gongsi daiban gufen zhuanrang xitong baojia zhuanrang de zhongguancun keji
yuanqu feishangshi gufen youxian gongsi xinxi pilu guize [Information Disclosure Guidelines for Joint Stock
Companies Located in Zhongguancun Science Park and Quoted on the Share Agency Transfer System]
(promulgated by the Securities Association of China) (effective as of July 6, 2009), available at:
http://www.sac.net.cn/dbxt/ywgz/200906/t20090623_30931.html (hereinafter the “Disclosure Guidelines”), arts.
23 & 24.
159
Id., art. 23.
160
Introduction, TIANJIN EQUITY EXCHANGE, http://en.tjsoc.com/en/default.aspx.
161
Tianjiaosuo chengli si zhounian guaipai qiye tupo 200 jia [Tianjin Equity Exchange Celebrates Its Fourth
Anniversary: More than 200 Firms Have Quoted There], TIANJIN EQUITY EXCHANGE, Sep. 25, 2012,
http://www.tjsoc.com/web/homepage.aspx?name=bsyw.
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Requirements
for Eligible

Location of
Eligible
Investors

Types of
Companies

Location of
Eligible
Companies

Companies
located in the
region

Companies from
all over the
country

Companies located in the
region

Regional Market**

Investors from all
over the country

In general, investors should have abundant investment experience, and should be relatively capable of identifying and
bearing risks.

Natural person investors
from the region, and
institutional investors
from all over the country

Companies in mining
business

Companies from all
over the country

National Market***

Mining Board

In general, investors should be able
to identify and bear risks.

Investors from all
over the country

Companies that are in high-tech and high-growth
industries ( “Two High’s”); in particular,
companies in the industries of new materials, new
energy resources, new energy saving and
environmental protection technologies, new
agriculture, new service industry, and companies
with new business models (“Six New’s”)

Companies from all
over the country

National Market

High-Tech and Innovation Board

Investors from all
over the country

Natural person
investors from the
region, and
institutional
investors from all
over the country

Companies in the traditional lines of
business

Regional
Market**

National Market

Traditional Business Board

Investors from all over the country

High & new technology enterprises

Companies located in Beijing
Zhongguancun Science Park,
Shanghai ZJ InnoPark, Wuhan East
Lake High-Tech Development
Zone, OR Tianjin Binhai HighTech Industrial Development Area

New Third Board

Tianjin Equity Exchange

TABLE 2.2.B: KEY QUOTATION REQUIREMENTS OF THE NEW THIRD BOARD AND TIANJIN EQUITY EXCHANGE*
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Financial
Requirements

Minimum
Operation
Period

Legal Status

Investors

The company should have positive net
profits for each of the past two
consecutive financial years.

No explicit requirements.

The chief agency brokers
sponsoring a firm’s quotation shall
conduct a due diligence to check
the firm’s accounting and financial
aspects, including internal control,

The company has been operating
continuously for at least two years.

The company has been in existence
for at least two years.

The company should
have positive net
profits for each of the
past two consecutive
financial years.

The company has
been operating
continuously for at
least two years.

The company is a duly incorporated joint stock company.

The company has been
profitable for the past
two consecutive years,
and its net profits should
have increased at least
30%; OR

The company has been
operating continuously
for at least one year.

The company should
have positive net
profits for each of the
past two consecutive
financial years.

The company has
been operating
continuously for at
least two years.

x Who have been the original shareholders of a quoted company already before its quotation; OR
x Whose personal financial assets have the value of no less than RMB100,000.
x Must have passed a test regarding investment knowledge and risk identification ability.

Natural person investors:

x Legal person investors, which should have at least RMB1 million paid-up capital;
x Partnerships and other kinds of economic organizations, which should have at least RMB1 million self-owned
capital.

Institutional investors:

The company is a duly
incorporated joint stock company.

x Who have been the original
shareholders of a quoted
company already before its
quotation;
x Who have acquired the shares
through the company’s private
placement or stock
compensation plan; OR
x Who have acquired the shares
through inheritance or judicial
ruling.

Natural person investors can
ONLY trade the shares of their
own company. They include those
people:

Institutional investors, such as legal
persons, trusts, and partnerships,
etc.;

- 140 As of the last
financial period,
the company’s net
assets should be no
less than RMB20
million, and there
is no uncovered
loss.

Net profits from
the last financial
year should be no
less than RMB5
million and
business revenues
from the last
financial year
should be no less
than RMB50
million.

Accumulative net
profits for the last
two financial years
should be no less
than RMB10
million; OR

As of the last
financial period,
the company’s net
assets should be
no less than
RMB5 million,
and there is no
uncovered loss.

Accumulative net
profits for the last
two financial
years should be
no less than
RMB5 million.

As of the last financial
period, the company’s
net assets should be no
less than RMB5 million.

For the next two years,
business revenues and
net profits should keep
increasing at a rate of at
least 30% annually.

Business revenues
should have
increased for at least
20% for the last
financial year.

Gross profit margin of
the principal products for
the last year should be no
less than 40%, and
accumulative business
revenues for the last two
years should be no less
than RMB10 million and
keep increasing.

Net profits from the
last financial year
should be no less
than RMB3 million
and business
revenues from the
last financial year
should be no less
than RMB20 million.

As of the last
financial period, the
company’s net assets
should be no less
than RMB10 million.

Net profits for the last
year should be no less
than RMB1 million and
return on net assets
should be at least 15%;
OR

Accumulative net
profits for the last
two financial years
should be no less
than RMB5 million;
OR

As of the last financial
period, the company’s
net assets should be
no less than RMB20
million, and there is
no uncovered loss.

Net profits from last
financial year should
be no less than RMB5
million and business
revenues from the last
financial year should
be no less than
RMB50 million.

Accumulative net
profits for the last two
financial years should
be no less than
RMB10 million; OR

162
Zhuban quanshang jinzhi diaocha gongzuo zhiyin [Due Diligence Guidelines for Chief Agency Brokers] (promulgated by the Securities Association of China, July 6,
2009), available at: http://bjzr.gfzr.com.cn/fina/2009-06-17/53623847.PDF, arts. 8-21.
163
Id., art. 44.

potential financial risks, and
stability of accounting policies,162
and be responsible for the
authenticity, accuracy, and
completeness of their due diligence
report.163
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The company must of course
satisfy the relevant requirements
for a joint stock company as set

No explicit requirements.

Total share capital
should be no less
than RMB10
million.

Total share
capital should be
no less than
RMB5 million.

Total share capital
should be no less
than RMB10 million.

Total share capital
should be no less than
RMB5 million.

Total share capital
should be no less than
RMB10 million.

Shares can be transacted through call auction, market making, or buyer and seller reaching an agreement.

x Investors place order with
securities companies, which
quote prices on the quotation
system in order to find
counterparties; OR
x Buyer and seller reach an
agreement, which is submitted
and processed by the system to
conclude the transaction.

The company must
have at least one
sponsor to sponsor it
for quotation.

The company’s quotation on Tianjin Equity Exchange should be filed with the local financial regulatory authorities.

The sponsor must issue an “Innovation and
Growth Report” for the company.

The company must have at least one sponsor to
sponsor it for quotation.

The company’s quotation on the
New Third Board should be filed
with the Securities Association of
China.

Beijing Municipal Government164
must formally check and recognize
the qualifications of the company
before it can be quoted on the New
Third Board.

The company must have at least one
sponsor to sponsor it for quotation.

164
In practice, the Administrative Committee of Zhongguancun Science Park is delegated to carry out such task of recognizing the qualifications of applying firms. See
Measures for Recognition of the Pilot Firm Qualification for Non-Listed Joint Stock Companies Located in Zhongguancun Science Park and Applying for Quotation on the
Share Agency Transfer System, supra note 19, arts. 3 & 4.

Requirements
Regarding
Share Capital

Allowed
Share
Transfer
Mechanisms

Certain
Procedural
Issues
Required for
Quotation

The company must have at least
one chief agency broker to sponsor
it for quotation.

- 142 The company should have sound internal control mechanisms.

There has been no material change to the key members of senior management.

The company should have sound corporate governance framework.

There are no legal suits or contingent obligations which may materially affect the company’s assets and business.

The company has been operating in compliance with laws and regulations, and there has been no bad credit record for
the past two financial years / since the incorporation of the company.

The company principal business should be complete and outstanding, operated actively and viably; the company’s
assets should have been well operated.

Summarized based on the New Third Board Measures, and the relevant guidelines and Q&As published on the official website of Tianjin Equity Exchange.165
So far, Tianjin Equity Exchange already has three regional markets located in three prefecture-level cities, namely, Weifang, Cangzhou and Quanzhou.166
The Mining Board has only the National Market. Except that this Board is only open to companies in mining business, it actually imposes the same quotation
requirements as the Traditional Business Board.

The company should have sound
corporate governance framework,
and been operated in compliance
with the relevant laws and
regulations.

The company must have
strategic investor(s),
which should invest no
less than RMB1 million.

Any shareholder in the company shall hold no less than 1/200 of the total share capital.

The company must
have strategic
investor(s), which
should invest no less
than RMB5 million.

165

See http://www.tjsoc.com/web/about02.aspx. On this page, there are nine topics titled “Quotation and Fundraising”, “Equity Trading”, “Market Makers”, “Sponsors”,
“Agencies”, “Sub-Markets”, “Investors”, “Registration Guidelines for Market Participants” and “Transfer and Offering of Private Placement Bonds”, respectively. Each of
them explains, in the form of Q&As, the key issues under the corresponding topic. See also Tianjin guquan jiaoyisuo guapai tiaojian [Quotation Requirements of Tianjin
Equity Exchange], TIANJIN EQUITY EXCHANGE, http://www.tjsoc.com/web/member_download.aspx?id=11.
166
See Tianjiaosuo Quanzhou yunying zhongxin jiepai [Tianjin Equity Exchange Opens Its New Regional Operation Center in Quanzhou], TIANJIN EQUITY EXCHANGE, Sep.
28, 2012, available at: http://www.tjsoc.com/web/homepage.aspx?name=bsyw&aid=09087ec8-8b65-4c7e-8bdd-021e8548f2fb.

*
**
***

Corporate
Governance

Business
Operation
Requirements

The company’s principal business
should be outstanding, and will
remain viable.

forth in the Company Law.

It is worth noting that, according to table 2.2.B above, a considerable difference between
the New Third Board and Tianjin Equity Exchange is how shares are traded on each of the
two platforms. On the New Third Board, investors must entrust a chief agency broker, which
must be a qualified securities company licensed by the Securities Association of China to
conduct chief agency brokerage business, 167 to buy or sell the shares of quoted firms. 168
Investors place order with securities companies, which quote prices on the quotation system
in order to find counterparties. Once a buyer and a seller have reached agreement on
transferring the shares, the deal is consummated by being processed once again by the
quotation system. 169 The minimum trading lot is 30,000 shares. 170 In contrast to the New
Third Board, where securities companies merely act as brokers to investors,171 Tianjin Equity
Exchange primarily employs a market-making system, which is supported by call auctions
and investors negotiations beforehand and afterwards.172 It has been submitted that the New
Third Board should also import market making system to help bringing about more liquidity
and also reducing market fluctuations. From the perspectives of securities companies, they
will also be able to generate more returns through the bid-offer spread if they are permitted to
act as market makers.173
2.3

The New Third Board Compared with Other Relevant Secondary Markets

A secondary sale (also referred to as a direct secondary sale) is defined as the buying and
selling of an investor’s ownership in a privately held, frequently venture-backed or private
equity-backed, company, 174 and secondary market is a market where these transactions
happen. Based on such definitions, many of the share trading activities on Chinese OTC
markets, such as the New Third Board and Tianjin Equity Exchange, can be classified as
“secondary sales”. Although the firms quoted on them are required to make certain periodical
disclosures, these markets are largely not comparable to the public stock exchanges in
Shanghai and Shenzhen, in a sense that they were only open to non-listed companies with
maximum 200 shareholders.175 Given the need to keep a limited number of total shareholders,
only certain investors were recognized as “qualified” and allowed to buy and sell shares on
the quoted private companies. As shown in table 2.2.B above, the New Third Board basically
only recognized institutional investors as qualified investors, while natural persons were
merely allowed to trade the shares of their own company.176 In comparison, Tianjin Equity
The New Third Board Measures, supra note 155, art. 53
Id., art. 23.
169
Takeshi Jingu, Current State of and Challenges Facing China’s OTC (Third Board) Market, 1 NOMURA
JOURNAL OF CAPITAL MARKETS (2009), available at:
http://www.nicmr.com/nicmr/english/report/repo/2009/2009aut04.pdf, at 9.
170
The New Third Board Measures, supra note 155, art. 30.
171
Takeshi Jingu, Current State of and Challenges Facing China’s OTC (Third Board) Market, 1 NOMURA
JOURNAL OF CAPITAL MARKETS (2009), at 12, available at:
http://www.nicmr.com/nicmr/english/report/repo/2009/2009aut04.pdf.
172
About Us, TIANJIN EQUITY EXCHANGE, http://en.tjsoc.com/en/about.aspx.
173
Gillian Zhang, New Third Board Expansion around the Corner; New Source of Profit Emerges, ZERO2IPO
RESEARCH CENTER, Apr. 1, 2011, http://www.pedaily.cn/Item.aspx?id=208409. See also Hong Jinping & Luo Yi,
Xinsanban + Chanquan jiaoyi shichang, quanshang kaipi jingzheng xin lanhai [New Third Board + Property
Rights Exchanges: The New Blue Ocean for Securities Firms’ Business], CMS SECURITIES RESEARCH REPORT,
Sep. 6, 2012, at 20 (pointing out that importing market makers can help to increase the level of liquidity on the
New Third Board, and securities companies can also generate new profits from engaging in the business).
174
Ken Sawyer et al., A Guide to Secondary Transactions: Alternative Paths to Liquidity In Private Companies,
Saints Capital Services, SAINTS CAPITAL SERVICES LLC, at 3, available at: http://www.saintscapital.com/wpcontent/uploads/2011/11/Secondary_Marketing_Booklet_FINAL_VERSION-9.7.11.pdf.
175
See supra note 129 and the accompanying text.
176
The New Third Board Measures, supra note 155, art. 6.
167
168
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Exchange is somehow more tolerant in this respect by also giving natural person investors the
access to the market, provided that they are relatively rich and can pass the test about their
investment knowledge and competence to identify risks.177 Such arrangement is similar to the
eye-catching secondary markets like SharesPost and the SecondMarket’s Private Company
Market: They are also only aimed at the so-called accredited investors,178 which basically
include institutional investors, and natural person investors who have at least $1 million in
assets excluding their primary residence, or $200,000 in annual income.179 This being said, it
is worth noting that in addition to buying and selling previously issued stocks, investors are
also able to subscribe newly issued shares when a firm raises new funds though private
placement on the New Third Board180 and Tianjin Equity Exchange.181 In this sense, they are
not only secondary markets but also facilitate primary offerings. This is similar to SharesPost,
which also helps companies to raise new capital in addition to managing liquidity through
secondary transactions.182
Despite the aforementioned similarities, neither the New Third Board nor Tianjin Equity
Exchange is really comparable to foreign secondary markets for private shares like SharesPost
and the SecondMarket’s Private Company Market. While investors and shareholders can buy
and sell the shares of non-listed companies on the New Third Board, Tianjin Equity Exchange,
as well as other various equity exchanges, the access to these Chinese OTC markets is not
really “direct”. As shown in previous Section 2.2, these markets are established according to
177
See Touziren de zhuce tiaojian shishenme? [What are the requirements for registering as qualified
investors?], TIANJIN EQUITY EXCHANGE, http://www.tjsoc.com/web/about05.aspx?name=7.
178
See Julianne Pepitone, SEC crackdown ends Wild West days of private stock trades, CNNMONEY, Mar. 14,
2012, available at: http://money.cnn.com/2012/03/14/technology/sec-sharespost-secondary-trading/index.htm
(pointing out that “private exchanges are more lightly regulated than public exchanges like Nasdaq and the New
York Stock Exchange. That's because … [o]nly accredited investors, like investment funds and individuals with
a net worth of at least $1 million, can participate”). For SecondMarket, see Annemarie Tierney, SecondMarket
Transactions in Private Securities, MEMORANDUM TO PRIVATE COMPANY INTERNAL AND EXTERNAL COUNSEL,
Sep. 12, 2011, available at: https://www.secondmarket.com/discover/wp-content/uploads/2012/01/Memo-onSecondMarkets-Legal-Framework-SecondMarket.pdf, at 1 (stating that “[t]his platform enables investors and
employee shareholders of private companies to obtain liquidity for their investments in cooperation with
company management and sell their securities to issuer-approved pre-qualified accredited investors”). For
SharesPost, the minimum sales price for a transaction initiated on SharesPost is $25,000. See
https://welcome.sharespost.com/resources-and-insights/faqs/seller-faqs. Such an amount can effectively shun
small retail investors, and thus limit the potential number of investors that are able to access to the market.
Although currently one need to be an “accredited investor” in order to buy private company stock through angel
rounds or electronic platforms such as SecondMarket and SharesPost, it is worth pointing out that according to
the Jumpstart Our Business Start-ups Act (the “JOBS Act”), which was signed into law in April 2012, private
companies conducting a crowdfunding would be permitted to raise up to $1 million of capital per year from large
pools of retail (non-accredited) investors without complying with the full registration requirements under the
Securities Act. However, the crowdfuning provisions of the JOBS Act are still awaiting the SEC to hammer out
implementation rules. See Division of Trading and Markets, Jumpstart Our Business Start-ups Act Frequently
Asked Questions About Crowdfunding Intermediaries, SECURITIES EXCHANGE COMMISSION, May 7, 2012,
http://www.sec.gov/divisions/marketreg/tmjobsact-crowdfundingintermediariesfaq.htm.
179
Accredited Investors, SECURITIES EXCHANGE COMMISSION, http://www.sec.gov/answers/accred.htm.
180
The New Third Board Measures, supra note 155, art. 72 (stipulating that “quoted companies may conduct
private placement to offer new capital to specific investors”).
181
Normally, firms quoted on Tianjin Equity Exchange can raise maximum RMB50 million one time, but it is
possible for firms to raise capital several times in a year given the shorter time frame needed for doing so. See,
About Us, TIANJIN EQUITY EXCHANGE, http://en.tjsoc.com/en/about.aspx. Tianjin Equity Exchange also
publishes a list of the firms that wish to conduct private placements (including both pre- and post-quotation
private placements). See Zuixin guquan touzi xinxi [Latest Information for Equity Investments], TIANJIN EQUITY
EXCHANGE, http://www.tjsoc.com/web/homepage.aspx?name=trzxx.
182
Target New Capital, SHARESPOST, https://welcome.sharespost.com/benefits-of-sharespost/forcompanies/raise-capital.
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certain governmental agendas, 183 managed by designated governmental or quasigovernmental agencies, 184 and governed by various regulations. The access to them is
conditioned upon the satisfaction of certain mandatory thresholds, which are enforced by
involving certain institutions as well as governmental authorities in the quotation process to
check, verify and take responsibility for the quality of the potential firms. Moreover, firms
quoted on these OTC markets are also often required to make certain disclosures, although the
level is surely lower than that required for public firms on the Main Board and ChiNext.185 In
contrast, both SharesPost and the SecondMarket are simply private companies themselves,186
and are lightly regulated and easily accessible. By choosing the secondary marketplaces like
SecondMarket and SharesPost, potential sellers and issuers are able to retain high level of
discretion over important issues such as who can buy, who can sell and how much, when
transactions occur, how share price is set, and how to disclose information in an efficient
manner,187 so as to strike a balance between the various exemptions from registration and the
parties’ obligations under the anti-fraud provisions of the securities laws.188 Apparently, such
easy access and high level of discretion are not altogether available in China, where the OTC
markets are more like public exchanges but only smaller in scale and enforcing a lighter set of
regulations.
In particular, the New Third Board is often associated with the Over-The-Counter Bulletin
Board (the “OTCBB”) in the US.189 This is because, when the New Third Board was first
For the New Third Board, see supra notes 147 & 149 and the accompanying text; for Tianjin Equity
Exchange, see Introduction, TIANJIN EQUITY EXCHANGE, http://en.tjsoc.com/en/, and for property rights
exchanges in general, see Takeshi Jingu, Property Rights Exchanges in China, 1 NOMURA JOURNAL OF CAPITAL
MARKET (2009), available at: www.nicmr.com/nicmr/english/report/repo/2009/2009spr06.pdf, Section II
(sketching the background, motivation and development of China’s property rights exchanges).
184
For example, the New Third Board is primarily regulated and managed by the Securities Association of China,
and Tianjin Equity Exchange is primarily managed by Tianjin Municipal Government.
185
For example, the New Third Board requires a quoted firm to publish semi-annual and annual reports, and also
interim reports to disclose events that will materially affect its share price. The disclosure requirements on the
New Third Board will be further discussed in Section 3.1, infra. The standard for disclosure is lower than that
required for public firms listed on Shanghai and Shenzhen Stock Exchanges. For a more detailed comparison of
the disclosure requirements for the companies quoted on the New Third Board and listed companies, see
Zhongguancun keji yuanqu feishangshi gufen youxian gongsi jinru daiban xitong jinxing gufen zhuanrang
shidian gongzuo zhinan [Guidelines for the Pilot Program of Transferring Shares of Non-Listed Firms in
Zhongguancun Science Park on the Agency Share Transfer System] (jointly promulgated by the Securities
Association of China, Administrative Committee of Zhongguancun Science Park, and Shenzhen Stock
Exchange, Feb. 2006), available at: www.zgcfg.com/UpFile/zhinan.doc, item 5.
186
For a history of SecondMarket, see Barry E. Silbert, Legislative Proposals to Facilitate Small Business
Capital Formation and Job Creation, WRITTEN TESTIMONY TO THE COMMITTEE ON FINANCIAL SERVICES,
SUBCOMMITTEE ON CAPITAL MARKETS AND GOVERNMENT SPONSORED ENTERPRISES, U.S. HOUSE OF
REPRESENTATIVES, Sep. 21, 2011, https://www.secondmarket.com/discover/wp-content/uploads/2012/01/BarrySilbert-Testimony-before-House-Financial-Services-Comm-September-21-2011.pdf, at 2. For the history of
SharesPost, see SharesPost Fact Sheet, SHARESPOST, https://welcome.sharespost.com/news-and-events/mediacenter.
187
For SecondMarket, see Issuer Rights: Controls Companies Have Over Every Transaction, SECONDMARKET,
https://www.secondmarket.com/discover/resource/issuer-rights-controls-companies-have-over-every-transaction;
for SharesPost, see Manage Secondary Liquidity, SHARESPOST, https://welcome.sharespost.com/benefits-ofsharespost/for-companies/manage-liquidity.
188
Goodwin Procter LLP, Disclosure Requirements and Best Practices in Secondary Transactions of Private
Company Stock, MEMORANDUM TO ANNEMARIE TIERNEY, GENERAL COUNSEL OF SECONDMARKET HOLDINGS,
INC., March 16, 2012, available at: https://www.secondmarket.com/discover/wpcontent/uploads/2012/01/Memo-on-Secondary-Sale-Disclosure-Requirements-Goodwin-Proctor.pdf, at 1.
189
Kang Xize & Nick Edwards, China to let retail investors trade OTC stocks, REUTERS, May 7, 2012,
http://www.reuters.com/article/2012/05/07/china-otc-idUSL4E8G75BN20120507.
183
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initiated in Zhongguancun Science Park, it was intended that the pilot program could be
gradually expanded to other high-tech parks and finally developed into a uniformly-regulated
nationwide OTC market,190 just like the US’s OTCBB.191 To be sure, the New Third Board
and the OTCBB do share a number of similarities. For the most part, like the New Third
Board, the OTCBB is also intended for quoting and trading unlisted securities.192 In addition,
the OTCBB operate as an inter-dealer system where all securities being quoted must be
sponsored by a participating market maker that registers the security.193 This is again similar
to the New Third Board, where a firm needs a chief agency broker to sponsor it in order to be
quoted;194 and the chief agency broker should keep on providing continuous tutoring to the
sponsored firm after quotation to the end of ensuring that it makes disclosures in compliance
with the relevant measures and improves corporate governance.195 Moreover, issuers of all
securities quoted on the OTCBB are subject to periodic reporting of financial information.196
In contrast to the firms quoted on secondary market for private shares, where the disclosure is
not generally mandatory but made on a deal-to-deal basis for the purposes of facilitating
trading of shares between the buyer and the seller,197 such disclosure required on the OTCBB
is mandatory in a sense that market makers will not be permitted to begin quotation of a
security whose issuer does not meet the filing requirement.198 In the same vein, the New Third
Board also requires quoted firms to at least disclose annual reports, semi-annual reports and
interim reports,199 and they can also choose to conform to the even higher disclosure standard
required for listed firms on a voluntary basis.200
Besides the similarities mentioned above, the New Third Board and the OTCBB differ on
one important aspect: their (potential) value with respect to facilitating VC exits. Note that,
the OTCBB is open to both retail investors and institutional investors. 201 The New Third
See supra note 147.
See Zhang Yantao, Xinsanban “qingren haishi diren” [The New Third Board: Lover or Enemy?], 9 YINGCAI
[TALENTS] (2012), available at: http://www.talentsmag.com/article.aspx/4910 (submitting that “the current New
Third Board is China’s OTC market in its embryonic form. It will be made available to the firms located in
science parks all over China as the market develops. … If compared to the US stock market, the New Third
Board actually plays the role of the OTCBB.”). See also Hong Jinping & Luo Yi, Xinsanban + Chanquan jiaoyi
shichang, quanshang kaipi jingzheng xin lanhai [New Third Board + Property Rights Exchanges: The New Blue
Ocean for Securities Firms’ Business], CMS SECURITIES RESEARCH REPORT, Sep. 6, 2012, at 18 (submitting that
“the share agency transfer system is so far the only nationwide OTC market in China … [and] according to the
US experience, it will develop into something similar to the OTCBB market in the US.”).
192
Frequently Asked Questions (FAQs), OTCBB, http://www.otcbb.com/faqs/otcbb_faq.stm#filing, question 3
(submitting that “OTC quotation services (OTCBB, OTC Markets) facilitate quotation of unlisted securities.”).
193
How to Quote Securities, OTCBB, http://www.otcbb.com/aboutOTCBB/howtoquote.stm.
194
The New Third Board Measures, supra note 155, art. 10.
195
Id., art. 56.
196
How to Quote Securities, OTCBB, http://www.otcbb.com/aboutOTCBB/howtoquote.stm, question 25.
190
191

Goodwin Procter LLP, Disclosure Requirements and Best Practices in Secondary Transactions of Private Company
Stock, MEMORANDUM TO ANNEMARIE TIERNEY, GENERAL COUNSEL OF SECONDMARKET HOLDINGS, INC., March 16,
2012, available at: https://www.secondmarket.com/discover/wp-content/uploads/2012/01/Memo-on-Secondary-SaleDisclosure-Requirements-Goodwin-Proctor.pdf (submitting that “[t]he disclosure required in the case of resales of
private company securities depends largely on the identity of the buyer and seller and their possession of material, nonpublic information regarding the issuer”).
197

Issuer Information, OTCBB, http://www.otcbb.com/issuerinformation/issuerinfo.stm (stating that “[a]lthough
the OTCBB does not have any listing requirements per se, to be eligible for quotation on the OTCBB, issuers
must remain current in their filings with the SEC or applicable regulatory authority”).
199
The New Third Board Measures, supra note 155, art. 64.
200
Id., art. 69.
201
See Andrew Ang et al., Asset Pricing in the Dark: The Cross Section of OTC Stocks, 26 THE REVIEW OF
FINANCIAL STUDIES 2985, 2990 (2013) (finding evidence that the majority of investors in the firms traded
198
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Board, in contrast, is more similar to a secondary market for private shares than to the
OTCBB in this respect, in a sense that it has only allowed (relatively) large-scale
transactions202 done by sophisticated investors, primarily institutions.203 In addition, because
most of the companies quoted on the OTCBB are microcap firms with penny stocks, which
are often associated with thin trade volume, high risk and even securities fraud,204 the OTCBB
can hardly qualify as an ideal exit venue for venture capital investors in SMEs. In the
meantime, given that the New Third Board presents characteristics of both secondary market
for private shares and the OTCBB, and also that it was placed with high priority on the
government’s agenda of building up a nationwide OTC market for share transfers and
fundraising of Chinese SMEs, it would be both interesting and pertinent to explore its role in
terms of enhancing exits of venture capitalists, especially whether it can make up the current
pre-IPO liquidity gap in China’s VC cycle. The following Section III will try to answer this
question by analyzing the data of VC entries and exits on the New Third Board; but before
that, a brief description of China’s first supply side secondary market is provided below.
2.4

Secondary Market for Private Shares on the Supply Side – Private Equity
Transaction Center

Besides the various OTC markets where investors can sell their stakes in portfolio
companies (direct markets), China has also a platform specifically tailored for the transfer of
private equity funds interests, namely, the Private Equity Transaction Center (“PETC”, or the
“Center”), 205 which was created within Beijing Financial Asset Exchange in November
2010. 206 In addition to the transfer of PE fund interests, equity interests of PE funds in
portfolio companies can also be quoted and traded on the PETC platform.207 Similar to the
New Third Board and Tianjin Equity Exchange, the access to the Center used to be also
conditioned upon the due diligence and sponsoring by a sponsor recognized by the PETC,208
but such requirement was reported to be removed from the Center’s latest rules.209 Because
PE funds are usually highly closed and illiquid, there is often the need to maintain limited
disclosure when partnership interests are transferred. As such, the PETC enforces a
structured disclosure system, where the extent of disclosure is decided at the will of the
transferring party. It can even choose not to publicly disclose any information but entrust the
PETC to look out and find potential buyers of fund interests.210 So far, the PETC is still in its
infancy and thus is limited in scale; but being its founder, Beijing Financial Asset Exchange
exclusively on OTC markets are individuals rather than institutions. The OTC markets in their dataset include
both the OTCBB and the Pink Sheets).
202
The New Third Board Measures, supra note 155, art. 30 (stipulating that a trading lot should be at least
30,000 shares).
203
Id., art. 6.
204
Microcap Stock: A Guide for Investor, Securities Exchange Commission,
http://www.sec.gov/investor/pubs/microcapstock.htm. See also Mendoza & Vermeulen, supra note 7, at 14.
205
Private Equity Transaction Center (PETC), BEIJING FINANCIAL ASSET EXCHANGE,
http://www.cfae.cn/en/equity.shtml#.
206
Dashiji [Milestones], BEIJING FINANCIAL ASSET EXCHANGE, http://www.cfae.cn/article/gywm/dsj/.
207
Private Equity Transaction Center (PETC), BEIJING FINANCIAL ASSET EXCHANGE,
http://www.cfae.cn/en/equity.shtml#.
208
Flow Chart of Private Equity Interests Transaction, BEIJING FINANCIAL ASSET EXCHANGE,
http://www.cfae.cn/article/ywpt/smgq/gzlc/201112/20111200000732.shtml.
209
Liu Ailin, PE erji shichang zaoyu “baojian” nan, minzi mujijin pingjia baoshou shourang [Sponsoring is
hard to play a role in secondary markets for PE fund interests; private FOFs purchase fund interests with
modest premium], 21 SHIJI JINGJI BAODAO [21ST CENTURY BUSINESS HERALD], Aug. 30, 2012,
http://www.21cbh.com/HTML/2012-8-30/0MNDk3XzUwOTg0MA.html.
210
Id.
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has demonstrated high ambitions about the Center’s future development. According to
anecdotes, the PETC aims to entertain approximately 50 transactions by 2013, which are
expected to increase to 1000 by 2015.211 Many key questions, such as pricing, deal making
mechanisms, and stable deal volume, still remain to be further explored.212
III.

VC ENTRIES AND EXITS ON THE NEW THIRD BOARD – DATA AND ANALYSIS

The analysis in Section I above already shows that secondary markets for private shares
can play an important role in the VC cycle by the filling the gap that conventional exit routes
cannot reach. Although China so far does not have purely direct secondary market for private
shares, the New Third Board, being a key component of China’s OTC market tier, still
presented important features thereof. As such, it is worthwhile exploring the role played by
the New Third Board in China’s venture capital cycle. Given the difficulty for SMEs to
achieve IPO in China, can this secondary market serve as an interim alterative for venture
capitalists to sell their equity holdings and exit portfolio companies for liquidity? On the flip
side, given that the New Third Board can facilitate not only secondary sales but also allow
quoted firms to raise primary capital, how does such fundraising function reconcile with its
exit-facilitating function? To answer these questions, VCs’ buying and selling transactions on
the market must be examined. Using hand-collected data of VC exits and entries of 102 firms
quoted on the New Third Board, this paper offers its perspectives on these issues. The
sections below present this data exercise.
3.1

Description of Sample and Data Collection

The first company on the New Third Board is Beijing Century Real Technology Co., Ltd.,
which was quoted on January 23, 2006,213 and floated on the ChiNext on December 22,
2010.214 As of December 31, 2011, there were altogether 102 firms that had been quoted on
the New Third Board, 215 among which five successfully achieved IPO on various stock
exchanges in China.216 According to the relevant rules of the New Third Board, every quoted
firm needs to publish, on the official website of the New Third Board
(http://bjzr.gfzr.com.cn/), a prospectus for share quotation and transfer (“Prospectus”) when
first quoted, and periodical reports on a semi-annual and annual basis, and also interim reports
upon the occurrence of certain material events.217 Among other things, the Prospectus and
periodical reports need to disclose the ten biggest shareholders of the firm and the
corresponding changes to their ownership for the past period.218 Since the focus of this paper
Sheng Changlin, PE erji shishang mengdong [PE Secondary Markets in Emergence], XIN JINRONG
GUANCHA [INNOVATIVE FINANCE OBSERVATION], July 23, 2012, available at:
http://epaper.tianjinwe.com/xjrgcb/xjrgcb/2012-07/23/content_6713851.htm, at 32.
212
Id.
213
A brief description of the company can be found at: http://bjzr.gfzr.com.cn/bjzr/gsgk.jsp, by searching stock
code 430001.
214
Gufen baojia zhuanrang xitong guapai gongsi zhuanban gaikuang [List of New Third Board Companies that
Have Attempted Public Listing], http://bjzr.gfzr.com.cn/fina/2012-10-16/58737857.PDF.
215
The cut-off date of my sample is December 31, 2011, and the last firm quoted prior to the cut-off date is
Beijing Traverse Technology and Development Co., Ltd. (stock code 430102), and a brief description of the firm
can be found at: http://bjzr.gfzr.com.cn/bjzr/gsgk.jsp?stockCode=430102.
216
Gufen baojia zhuanrang xitong guapai gongsi zhuanban gaikuang [List of New Third Board Companies that
Have Attempted Public Listing], http://bjzr.gfzr.com.cn/fina/2012-10-16/58737857.PDF. The five companies are
430001, 430006, 430007, 430008, and 430023.
217
The New Third Board Measures, supra note 155, art. 64; and the Disclosure Guidelines, supra note 158, art.
16.
218
The Disclosure Guidelines, supra note 158, arts. 9 & 11.
211
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is the behavior of venture capitalists particularly, I pick out all the venture capital investors
among the ten biggest shareholders from the Prospectus, and observe the changes of their
ownership thereafter by checking every of the following periodical reports until the 2011
annual report, except for those firms that have already quitted the New Third Board as a result
of being listed on public stock exchanges, for which I then record the changes of VC
ownership until the last periodical report available on the New Third Board. I consider a VC’s
shareholding to have changed by jointly examining the changes of both the absolute number
of shares and the ownership percentage. On the one hand, ownership percentage can be
changed as a result of accepting new shareholders and thus diluting original shareholders,
while the number of shares actually still remains unchanged in such situation. On the other
hand, changes in absolute number of shares do not necessarily trigger corresponding changes
in ownership percentage, thus there is the need to differentiate such situations as buying
shares from original shareholders, buying newly issued shares, selling shares, and receiving
share dividends.
My sample consists of a total of 102 firms that have been quoted on the New Third Board
from January 23, 2006 to December 31, 2011. In total, 85 VC firms were found in the
disclosed Prospectuses and reports of 41 out of the 102 companies. For the purposes of
identifying VCs from non-VC investors in this paper, I include those independent VCs that
primarily engage in start-up and development firm investment, as well as the related
investment consultancy and management business. I exclude dedicated financial institutions
such as banks, trust companies and asset management companies,219 as well as investment
firms that are owned or controlled by one of the founders of the quoted firm that they invest in.
I do not differentiate funds on the basis of the various investment rounds or stages that they
specialize in, e.g., venture capital, private equity, or secondary funds; rather, they are all
included and generally referred to as VC investors.220 A corporate venture capital (“CVC”)
investor is generally excluded, unless it is an independent entity that can be immediately
identified as separate from its non-financial parent corporation.221 As to government VCs,
they are generally included because venture capital in China is seen as a politically legitimate
and necessary means of linking science and technological development with national
219
The term “financial institutions” is explicitly defined under Chinese law to include institutions that run
financial business under the supervision and administration of China Banking Regulatory Commission, such as
policy banks, commercial banks, rural cooperative banks, urban credit cooperatives, rural credit cooperatives,
village banks, finance companies, rural fund cooperatives, financial asset management companies, trust
companies, enterprise group finance companies, financial lease companies, auto financial companies and
currency brokerage companies, etc. See art. 3 of Jinrong xukezheng guanli banfa [Measures for the
Administration of Financial Licenses] (promulgated by China Banking Regulatory Commission, May 31, 2003)
(amended on Dec. 28, 2006), LAWINFOCHINA, available at www.lawinfochina.com. Among the
abovementioned institutions, financial asset management companies are defined as those solely state-owned,
non-banking financial institutions that specialize in acquiring non-performing loans from state-owned banks, and
administering and disposing of the assets resulted from acquiring such non-performing loans. See art. 2 of
Jinrong zichan guanli gongsi tiaoli [Regulation on Financial Asset Management Companies] (promulgated by
the State Council, Nov. 10, 2000), LAWINFOCHINA, available at www.lawinfochina.com.
220
See supra note 24.
221
CVCs are generally excluded primarily because of the often blurred line between dedicated corporate venture
capital that specifically focus on CVC investments, and those companies which simply invest in other firms on
an ad hoc basis. However, if a CVC is organized as an independent entity, e.g., as an independent company or
limited partnership fund, rather than an investment unit within the parent company or some discretionary fund
allocated for investment from time to time, then I also include it when counting the number of VCs because it is
dedicated CVC and also easily identifiable anyway. For a discussion on the organization and structure of CVCs,
see Ian MacMillan et al., Corporate Venture Capital (CVC) Seeking Innovation and Strategic Growth: Recent
patterns in CVC mission, structure, and investment, NATIONAL INSTITUTION OF STANDARD AND TECHNOLOGY,
June 2008, http://www.atp.nist.gov/eao/gcr_08_916_nist4_cvc_073108_web.pdf, at 11-12.
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economic development.222 Against such background, governments are generally encouraged
to invest in science and technology intensive SMEs to support their development;223 this said,
those government VCs that only contributed real estate or land-use rights are not counted.224
These 85 VC investors are only picked from the ten biggest shareholders, because their names
and amount of ownership are disclosed in the quoted firms’ Prospectuses and periodical
reports, thus making it possible to observe their changes. If, in some cases, two or more
shareholders hold the same number of shares and have to share one of the ten positions, thus
resulting in a firm having more than ten biggest shareholders, I still respect the firm’s
disclosure and include the venture capitalist(s) out of all the shareholders named as the
biggest ten, despite that there are actually 11 or 12 in total. It is worth mentioning that, once a
VC is captured in certain period as within the ten biggest shareholders, I will continue to
follow the changes of its ownership for all the following periods even if it falls out of ten
biggest at certain point afterwards, until it exits the firm.
3.2

Lines of Business of Quoted Firms

Table 3.2 below presents the lines of business of all of the 102 firms quoted on the New
Third Board as of December 31, 2011. The lines of business listed in the table are all based on
the information provided under the “company profile” section of each of the quoted firms as
found on http://bjzr.gfzr.com.cn/bjzr/gpgs.html.225 As shown in the table, more than 70% of
the firms are in the lines of information technology and manufacturing. This is also the case
for those VC-invested firms.
TABLE 3.2: LINES OF BUSINESS OF FIRMS QUOTED ON THE NEW THIRD BOARD*
Industry

Number of Companies Number of Companies
(with VC Investment)

Information Technology

44

22

Manufacturing
Computer
Construction & Engineering
Electric Power Equipment & New Resources

30
12
2
3

11
3
1
0

Steven White et al., Financing new ventures in China: System antecedents and institutionalization, 34
RESEARCH POLICY 894, at 900-903 (2005).
223
Taking the Zhongguancun Science Park for example, Beijing Municipal government can support firms
located in Zhonggcuancun Science Park through direct capital investment, interest discount, and subsidy (art. 31),
indirect capital investment (investing into venture capital funds through fund of funds, art. 45), public
procurement (art. 28), as well as other means. See Zhongguancun guojia zizhu chuangxin shifan qu tiaoli
[Regulation for Zhongguancun National Indigenous Innovation Demonstration Area] (promulgated by the
Standing Committee of the 13th People’s Congress of Beijing Municipality, Dec. 23, 2010), available at:
http://www.zgc.gov.cn/zcfg10/sfq/68638.htm.
224
To be sure, real estate and land use rights can be contributed as capital to set up a company. Art. 27 Company
Law (P.R.C.), supra note 129 (stipulating that “[a] shareholder may make capital contributions in currency, in
kind, intellectual property right, land use right or other non-monetary properties that may be assessed on the
basis of currency and may be transferred according to law.”). I do not count the government VCs that only
contributed real estate or land use rights, because the corresponding ownership calculated from the value of these
rights are unlikely to increase or decrease throughout their investment anyway.
225
The company profile of each of the quoted firms is available by going to
http://bjzr.gfzr.com.cn/bjzr/gpgs.html, and then clicking on the name of the company. Besides the lines of
business, the “company profile” section also discloses the official English name, address and contact details,
legal representative, secretary of the board of directors, date of quotation, total number of shares (and
transferable shares), and the latest earnings per share.
222
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Agriculture, Husbandry & Fishing

2

1

Mining
Pharmaceutical & Biotechnology
Broadcasting & Culture
Food & Beverage

2
2
1
1

0
2
0
0

1
1
1*

0
1
0

102

41

Machinery
Non-Metal Building Material
Social Service
Total
*

The company is called Beijing Biotechina Environment Corp., Ltd. (stock code 430068), whose business
primarily includes environmental protection project consultancy, engineering and design; manufacturing,
importation and exportation of environmental protection equipment; and environmental protection
installation operation and management.226

3.3

Age of Companies as of New Third Board Quotation

One of the preconditions for a firm to be quoted on the New Third Board is that it must
have the “high & new technology enterprise” status in the first place.227 In contrast to the 102
firms quoted on the New Third Board, there were in aggregate 861 high & new technology
enterprises listed on Shenzhen Stock Exchange as of the end of 2011, among which 146 were
on the Main Board, 457 on the SME Board, and 258 on the ChiNext. 228 Although the
difference may seem big at the first glance, it is worth noting that Shenzhen Stock Exchange
generally has a longer history, where the Main Board already existed since December 1990,
and the SME Board was set up in May 2004. 229 Only the ChiNext, launched in October
2009,230 was newer. Moreover, unlike the New Third Board, Shenzhen Stock Exchange is
also open to all qualified firms from all over China and not only to those located in a few
regions. Taking these factors into consideration, it can be seen that while the New Third
Board indeed provided an alternative for a portion of high-tech, high-growth SMEs to access
the capital market and manage liquidity and exits, it was still not able to compete with the
ChiNext, which enables real IPO exits and brings about much higher level of liquidity
afterwards due to its much larger market size.
An important issue is the time window between the incorporation of a firm and its
quotation / listing on a capital market. Take the firms listed on the SME Board and the
ChiNext of Shenzhen Stock Exchange that are in strategic emerging industries231 for example.
226
See Company Profile, BEIJING BIOTECHINA ENVIRONMENT CORP., LTD.,
http://en.biotechina.com/zjwl/&FrontComContent_list01-1348193766528ContId=53c80468-7e80-4f69-9e96481213f4834f&comContentId=53c80468-7e80-4f69-9e96-481213f4834f.html.
227
See supra note 19.
228
Shenjiaosuo duocengji ziben shichang shangshi gongsi 2011 nianbao shizheng fenxi baogao [An Empirical
Study of the 2011 Annual Reports of Firms Listed on the Shenzhen Stock Exchange Multi-Tiered Capital Market],
SHENZHEN STOCK EXCHANGE, available at: http://www.szse.cn/main/files/2012/05/18/024542643820.pdf, at 2.
229
SZSE Review, SHENZHEN STOCK EXCHANGE, http://www.szse.cn/main/en/AboutSZSE/SZSEOverview/.
230
Id.
231
See Guowuyuan guanyu jiakuai peiyu he fazhan zhanlue xinxing chanye de jueding [Decision of the State
Council on Accelerating the Fostering and Development of Strategic Emerging Industries] (promulgated by the
State Council, Oct. 10, 2010), LAWINFOCHINA, available at: www.lawinfochina.com, art. 3. Basically, this State
Council Decision lays out seven strategic emerging industries, namely, energy-saving and environmental
protection industry, new generation information technology industry, biology industry, high-end equipment
manufacturing industry, new energy industry, new material industry, and new energy automobile industry. Given
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Starting from the point where a firm entered one strategic emerging industry232 and ending at
the 2010 year end, the average age of firms listed on the SME Board was 14 years, and that
for the ChiNext was 10 years.233 In particular, for biotechnological firms listed on the SME
Board and the ChiNext, the incorporation-listing gap was 14 years.234 It is thus somehow
ironic to see that although these firms engage in certain “emerging” industries and are listed
on the capital markets tiers that are particularly intended for relatively new and growing firms,
nearly half of them were actually already veterans with at least 10 years of industry
experience. 235 Although such situation certainly reflects the lack of efficiency of China’s
current IPO examination and approval regime particularly in terms of absorbing SMEs into
the capital market,236 it also illustrates, on the flip side, the arguably even greater importance
of exit to firms engaging in strategic emerging industries. To be sure, many of these industries,
such as pharmaceutical and biotechnology, typically require large early capital investment,
long development stage, and enhanced regulatory hurdle237 (due to the need to carry out test,
apply for the relevant licenses and approvals, etc.). Compared to more conventional lines of
business, the market prospects of emerging industries are arguably even more uncertain. Even
if a firm finally manages to go through all of the costly and time-consuming stages and
reaches commercialization, its final marketable products might still be too new or too
expensive to be well received by customers. As such, potential investors in these industries
must often be ready to accept the long investment cycle, delayed profits, high level of
uncertainty about the firm’s prospects, and remote liquidity. If not, they probably will stay
away from the investment opportunity from the beginning and thus lead to underinvestment,
which is apparently not desirable for the purposes of fostering these new industries. In this
sense, extra liquidity alternatives before the real final exit can obviously give investors more
flexibility in managing their investments, and thus enhance their willingness and confidence
to inject capital in such firms the first place.
I examine the gap between a firm’s incorporation to its quotation on the New Third Board.
The date of quotation for a firm is directly given in its “company profile” as disclosed on
http://bjzr.gfzr.com.cn/bjzr/gpgs.html; while for the date of incorporation238 I need to check
the Prospectus of each of the quoted firms. For the 102 firms quoted on the New Third Board
as of the end of 2011, it took them 7.6 years on average from incorporation to quotation, with
that firms quoted on the New Third Board are all high & new technology enterprises, it is more appropriate to
compare them with firms in strategic emerging industries rather than to all firms in general.
232
This is the time when a firm entered the industry, i.e., when it was first incorporated and started to do the
business, and not the time when it was restructured (from a limited liability company) into a joint stock company,
which is the business form needed for listing. See She Jian, Zhanlue xinxing chanye shangshi gongsi xianzhuang
ji tedian fenxi [An Analysis of the Current Situation and Characteristics of Listed Companies in Strategic
Emerging Industries], SHENZHEN STOCK EXCHANGE, Aug. 8, 2011, available at:
http://www.szse.cn/main/files/2011/10/31/460929434505.pdf, at 36.
233
See She, id.. Note that, the 14-year gap for the SME Board and 10-year gap for the ChiNext as found in this
research were calculated by setting the ending time at the 2010 year end, and not the time of a firm’s listing on
the relevant stock market. As such, the gaps should actually be shorter if the ending time was set at a firm’s
listing, given that the SME Board was opened for listing in 2004 and the ChiNext in 2009.
234
She, supra note 232, at 38.
235
Id., at 36.
236
Discussed in Section 2.1 above.
237
D. Clay Ackerly et al., Fueling Innovation In Medical Devices (And Beyond): Venture Capital In Health
Care, 28 HEALTH AFFAIRS 68, 71 (2009).
238
The date of incorporation refers to the date when the firm was originally set up, in most cases as a limited
liability company. For the purpose of being quoted on the New Third Board, a firm must be restructured into a
joint stock company (see table 2.2.B above) somewhere before the quotation, but that date of restructuring is not
what I focus on here.
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a median of 7 years. The maximum incorporation-quotation gap in the sample is 16.6 years
and the firm is called Beijing Consmation Science and Technology Co., Ltd. (stock code
430048), which was incorporated on July 23, 1992 and quoted on February 18, 2009. For
Tonghuijiashi (Beijing) Information Technology Co., Ltd. (stock code 430090), in contrast, it
was incorporated on July 31, 2008 and was already quoted after 2.9 years, on June 17, 2011.
Table 3.3 below illustrates the number of companies incorporated vs. quoted by years.
Although the 7.6 years incorporation-quotation gap may seem somehow competitive at the
first sight especially relative to the SME Board, the comparative competitiveness is largely
removed when the ending time of the gap is also set to 2010 year end. By doing so, the
average age of New Third Board firms from their incorporation to December 31, 2010 was
9.6 years,239 which is almost the same as the average 10-year age of ChiNext listed firms.
TABLE 3.3: INCORPORATION YEARS VS. QUOTATION YEARS OF NEW THIRD BOARD FIRMS
N=102
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VCs’ Ownership in Quoted Firms

The primary goal of this Section 3.4 is to get a general picture of how big were the
ownerships of venture capitalists in firms quoted on the New Third Board. For that purpose, I
record all of the “different” ownership percentages of each of the 85 VCs in 41 firms. My
focus here is that the percentages should have changed – regardless whether the underlying
absolute number of shares changed or not. Along this line, if one VC’s ownership percentage
in one firm remained the same throughout the investment, then I record such percentage once,
even if the actual number of shares could have been already different due to, for example,
every shareholder receiving share dividends from time to time. If a VC investor changed its
ownership during investing in a firm, then both the original and new ownership percentages
are recorded, even when in certain cases the change did not involve actual change of number
of shares held, 240 or was resulted from obtaining share dividends. 241 The ownership
The median was 9.5 years; the maximum was 18.5 years (stock code 430048); and the minimum was 4.8
years (stock code 430077). There were in total 77 firms quoted on the New Third Board as of 2010 year end.
240
For example, when other original shareholders exited or reduced their shares; or when new investors entered
the firm through a capital increase round and thus diluted original shareholders that did not participate.
239
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percentages of different VCs in one firm are recorded separately, even if they held the same
percentage of shares. According to these rules, I find that in 41 VC-invested firms, the
maximum VC ownership was 40%, and the minimum was 0.13%. The mean of all of the
recorded ownership percentages was 5.89%, and the median was 4.07%.
The first impression from the data above is that VCs apparently did not invest much into
the firms quoted on the New Third Board. Ownerships greater than 10% are found in 16 out
of the 41 firms, and relate to altogether 19 VCs. One even more important finding is that,
except for four firms where the 10%-and-above ownerships were resulted from transactions
done on the New Third Board platform (either through participating in capital increases or
buying shares from other shareholders), the 10%-and-above ownerships of 13 firms242 were
identified already in their Prospectuses – meaning that the corresponding 15 VC investors
were already there with the firms BEFORE they were quoted on the New Third Board.
Imaginably, the direct reason for such observation is that original large shareholders (e.g.,
founders and early venture capital investors with large ownerships) were unwilling to give up
their control positions to potential investors on the New Third Board, thus they refrained from
dumping large blocks of shares into the market, at least not at once.
It is worth mentioning here that from the disclosures made by a New Third Board firm, it
is generally not possible to tell the identities of the counterparties to a share transfer
transaction by one of its ten biggest shareholders. As indicated in Section 3.1 above, a quoted
firm is generally required to disclose, in its semi-annual and annual reports, its total number
of shareholders, as well as the number of total shares and transferrable shares that each of its
ten biggest shareholders holds as of the end of a reporting period, changes of their ownership
within the reporting period, and the relationships among the ten shareholders.243 By virtue of
such requirements, it is not necessary for a firm to disclose who have bought shares from or
sold shares to the ten biggest shareholders, and thus led to the changes of their ownership
percentages in a reporting period.244 In addition to periodical reports, a New Third Board
company also needs to disclose, through interim reports, “the relevant events concerning
capital increases and public share issuances”. 245 Share transfers normally need not be
disclosed, unless they will lead to the change of (de facto) controlling shareholder(s), 246
general manager or chairman, 247 or involve material asset restructuring 248 or related party
Normally, share dividends are distributed to every shareholder in a firm on a pro rata basis, so it normally
should not lead to change of the ownership percentage of each of the shareholders. This depends on, however,
that the original ownership structure remains the same pre and post the dividends distribution. Otherwise, simply
receiving more shares as dividends can still give rise to a different ownership percentage, if, e.g., one of the
original shareholders sold part or all of its shares after a dividends distribution, or the share dividends were
distributed immediately after a capital increase, which was not necessarily subscribed by all of the original
shareholders.
242
The two 10%-and-above ownership percentages in firm 430006 were related to two VCs, one was already
with the firm as indicated in its Prospectus, while the other acquired the shares after the firm’s quotation.
243
The Disclosure Guidelines, supra note 158, arts. 9.4 & 11.4.
244
Based on the periodical reports of all of the 102 firms quoted until December 31, 2011, firms generally tended
to only disclose the changes of number of shares held by each of the ten biggest shareholders in a reporting
period, coupled with the reasons for those changes (i.e., buying or selling shares in secondary transfers, receiving
share dividends, or subscribing new shares in capital increases), rather than disclose the identities of the buyers /
sellers that had traded shares with the original shareholders. To say the least, even if some firms did do so, it is
still inappropriate to make generalized inferences from some uncommon practice.
245
The Disclosure Guidelines, supra note 158 art. 16.13.
246
Id., art. 16.4.
247
Id., art. 16.9.
248
Id., art. 16.5.
241
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transaction,249 or if the disclosure is deemed necessary by the firm’s chief agency broker.250
As such, unless the company chooses to voluntarily disclose in its interim report that a share
transfer has happened, it is otherwise not possible for an outsider to know exactly who are
behind the relevant transactions.
Although my assumption of original large shareholders unwilling to give up control
cannot be directly supported with the data from the New Third Board, a look at the statistics
of the SecondMarket may help to shed light on this issue. According to the SecondMarket’s
2011 Year End Private Company Report, the biggest seller group on that platform was exemployees, which was followed by current employees, representing 79.3% and 11.11% of the
total value of completed transactions for the year of 2011, respectively. Comparatively,
investors and founders sold much less, representing only 3.7% and 0.4% of the total
transaction value, respectively.251 While theoretically it is obvious that founders do not want
to sell shares because they want to keep control of the firm they have created, investors
generally do not share such incentive because they often expect to exit the firm eventually –
the question is when. Therefore, when investors see good prospects that the firm is going to
have a higher priced exit, e.g., an IPO on a public stock exchange, it is natural that they tend
not to sell the bulk of their shares on an OTC market or secondary market but may even
increase their ownership on these platforms, if they can be rewarded with higher returns
somewhere later.
From another perspective, the phenomenon that most VCs only held and transacted small
percentages of quoted firms’ shares can also be viewed as resembling a public market trading
strategy. The more difficult is exit, the acuter is the need for investors to take control and cast
influence over a firm. In a firm which can have as many as 200 shareholders or even more252
and whose shares are quoted for agented transfers, investors would be arguably less
concerned than if they were investing in a conventional non-listed firm about having control
and influence over the firm. If anything goes wrong or against their expectations about the
firm, it would be relatively easier for them to give up their ownership via the share agency
transfer system anyway. If the firm runs well and turns out to show good prospects, investors
can certainly choose to increase their equity stakes there, either by buying shares from selling
shareholders or by subscribing newly issued shares. The issue of exits vs. entries of VCs on
the New Third Board will be further discussed in Section 3.7 below.
3.5

Capital Increases

To be sure, the fact that quoted firms were allowed to conduct capital increases253 was an
important feature of the New Third Board. Absent an official set of rules governing New
Third Board capital increases,254 one is able to gain knowledge of a completed capital increase
by checking the following disclosed documents: (1) capital increase plan (or its amendments,
if any); (2) announcement of the capital increase obtaining filing confirmation from the SAC;
Id., art. 16.6.
Id., art. 16.14.
251
SecondMarket’s 2011 Year End Private Company Report, SECONDMARKET,
https://www.secondmarket.com/education/reports/secondmarkets-2011-year-end-private-company-report.
252
See supra note 129.
253
The New Third Board Measures, supra note 155, art. 72 (stipulating that “quoted firms can conduct capital
increases by raising funds from specific investors”).
254
Id., stipulating that “the rules for capital increases are to be separately made by the Securities Association of
China.”
249
250

- 155 -

(3) measures detailing how to subscribe shares issued in the capital increase; and (4) capital
increase outcome report. For the purposes of this article, I look at all the capital increases that
were announced (i.e., capital increase plan disclosed) prior to December 31, 2011. For the
avoidance of doubt, I exclude those capital increases that were done solely to finance an
imminent acquisition of another firm, where the acquirer would use its stock to pay for the
whole or part of the purchase price. Among the 102 companies covered in the sample, I find
that a total of 34 firms had announced plans for 41 capital increases by the end of 2011 – two
were announced in 2006, two in 2007, five in 2008, three in 2009, nine in 2010, and the rest
20 were announced in 2011. According to these 41 capital increase plans, it was normally
indicated that a capital increase should be completed within one month after obtaining the
SAC’s filing confirmation. Except for one case,255 all of the other 40 capital increases were
already completed as of December 2012, when I collected the data. I particularly check the
following issues: numbers of shares and shareholders post issuance, and numbers of new
shares issued and new shareholders (particularly new institutional investors and among them,
new VC investors) entered through capital increase. These numbers were either directly
disclosed, or otherwise could be calculated from the ownership percentages of the ten biggest
post-issuance shareholders as indicated in capital increase outcome reports. The findings are
presented in tables 3.5.A and 3.5.B below.
TABLE 3.5.A: CAPITAL INCREASES OF QUOTED FIRMS
N=41
Mean Median
Total Number of Shares Post Issuance (million)
Number of New Shares Issued (million)
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45.73
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TABLE 3.5.B: CAPITAL INCREASES WHERE VCS INVESTED AS NEW INVESTORS
N=33
Mean Median
Number of New VC SHs Entered Per Capital Increase
New VC SHs / New Institutional SHs

3
72%
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3
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255
This was the capital increase by firm 430044 announced in May 2010, which was still not completed as of
December 2012 and thus did not have a capital increase outcome report. For this capital increase, I then use the
data as disclosed in its capital increase plan.
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Among the 34 firms, one firm had conducted three capital increases,256 five firms two, and
the rest 28 firms only one from their first quotation to the 2011 year end. In all of these capital
increases, it was required that the shares subscribed therefrom should not be transferred for
one year afterwards. Absent a formal set of rules governing New Third Board capital
increases, such unanimous contractual lock-up period might have been inspired by the oneyear lock-up required for listed companies conducting capital increases.257 None of the capital
increases in the sample resulted in change of control or de facto control. One noticeable point
from table 3.5.A above is that, judged from the average total number of shareholders post
capital increase, the level of ownership dispersion of quoted firms was quite low. Although
the statutory up limit for total number of shareholders in a non-listed firm was 199 (no greater
than 200) until the beginning of 2013, only one out of the 34 firms was able to reach this limit
after two capital increases,258 and only two other firms had more than 100 shareholders.259
Arguably, the fact that the New Third Board had only 102 firms, while (at least) 1/3 of them
had rather quite narrow ownership structures even after issuances of shares to new investors,
implies that the number of buying and selling offers was often small, and that the market was
likely to be quite thin.260 This was also confirmed by the data – for the six years from the
creation of the New Third Board to 2011 year end, a total of 3559 transactions were
completed, involving 383 million shares and in the value of RMB2.055 billion. In particular,
the year of 2011 has witnessed 837 transactions, involving 95 million shares and in the value
of RMB560 million.261 In contrast, for the year of 2011, even the quietest trading day on the
Shanghai Stock Exchange still witnessed 2.2696 million transactions, while in the busiest day
10.409 million transactions took place.262 For Shenzhen Stock Exchange, the highest numbers
of daily transactions for the Main Board, the SME Board and the ChiNext were 4,555,157,
3,278,579 and 1,059,316, respectively. 263 Such drastic differences in transaction numbers
reinforce the fact the New Third Board was a very thin market with tiny transaction volume.
Another issue worth noting is that although venture capitalists frequently took the
opportunity to enter quoted firms via capital increases, they normally could only acquire
rather small percentages of shares thereof. This was because the newly issued shares,
typically around 20% of post issuance share capital, were not only to be subscribed by the
averagely eight new investors that entered the company, but also by the existing shareholders
The firm is Beijing Time Technologies Co., Ltd., stock code 430003, which has been quoted on the New
Third Board since 2006. The three capital increases took places in 2006, 2008 and 2010, respectively.
257
Shangshi gongsi zhengquan faxing guanli banfa [Measures for the Administration of the Issuance of
Securities by Listed Companies] (promulgated by China Securities Regulatory Commission, May 6, 2006),
LAWINFOCHINA, available at: www.lawinfochina.com, art. 38.2.
258
This firm is Chinasoft Co., Ltd., stock code 430002.
259
The two firms are: Beijing Century Real Technology Co., Ltd. (stock code 430001), which had 155
shareholders after the one and only capital increase (the company went public soon afterwards); and Beijing
Unifly Scientific and Technology Company Limited (stock code 430037), which had 104 shareholders after two
capital increases.
256

260
MARZENA ROSTEK & MAREK WERETKA, THE NEW PALGRAVE DICTIONARY OF ECONOMICS, (2nd ed. 2008),
available at: http://www.ssc.wisc.edu/~mrostek/PalgraveRW.pdf (submitting that a thin market is a market with few
buying or selling offers, which can be characterized by low trading volume, high volatility and high bid–ask spreads).

Wei Shijie, Cujin “Xinsanban” jiankang fazhan [Promoting Healthy Development for the “New Third
Board”], CHINA ASSOCIATION FOR PROMOTION OF SCIENCE & TECHNOLOGY AND FINANCE, available at:
http://www.cstf.org.cn/newsdetail.asp?types=34&num=246.
262
Shangzhengsuo A B Gu zongji chengjiao gaikuang [Overview of Transactions of Both A and B Shares on
Shanghai Stock Exchange], SHANGHAI STOCK EXCHANGE (on file with the author).
263
Shichang shuju [Market Data], SHENZHEN STOCK EXCHANGE, available at:
http://www.szse.cn/main/marketdata/tjsj/jbzb/, by setting the date to December 30, 2011 (the last trading day of
2011).
261
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exercising their preemptive rights. Among the 41 capital increases announced by 34 firms,
venture capitalists were found to have bought shares as new investors in 33 capital increases
of 28 firms.264 Moreover, venture capitalists were also the major investing force within the
institutional investors group – in 11 out of the 33 capital increases that VCs participated in,
they were the only institutional investors. However, the ownership percentage was apparently
not high when reduced to a single VC, which held only 3.35% of post issuance shares on
average.
3.6

Classifications of VC Investors

Steven White et al. classify venture capital firms in China into four categories, i.e.,
government VCs, corporate VCs, university VCs, and foreign VCs. 265 I borrow these
classifications in this article, and also add a new category of independent VCs. Note that, only
one of the 85 VCs is foreign, namely, Suzhou NYPC Venture Capital Investment Center, L.P.
(invested in company 430057). As already pointed out in Section 3.1 above, the category of
independent VC firms is to denote those VCs that primarily engage in start-up and
development firm investment, as well as the related investment consultancy and management
business. In particular, there should not be obvious evidence showing that they are owned or
primarily invested by governmental, corporate, or university investors, and thus should belong
to any of the other three categories. In order to properly classify these VCs, I basically search
the companies’ periodical reports, capital increase outcome reports (for those companies that
conducted new share issuances to raise new capital), and share transfer announcements (for
those companies that voluntarily disclosed their share transfers), which contain brief
introduction about the ten biggest shareholders, the investors that participated in capital
increases and ended up becoming new shareholders, and the shareholders and investors that
were involved in the share transfers, respectively. In addition, to the extent available, I also
check the websites of the VCs, the websites of their investors and the relevant authorities
holding stakes in and/or governing them, as well as the relevant anecdotal reports to collect
information about the VCs, particular that related to its nature and investors. On the basis of
these sources, I am able to collect enough information to confirm that among the 85 VCs, 17
are governmental VCs, three are CVCs,266 three are university VCs,267 and the remaining 61
are then classified as independent VCs. In terms of organizational forms, except for four VCs

264
Here I do not count the VCs that were already with the firms, and increased their ownership by participating
in capital increases.
265
Steven White et al., Financing new ventures in China: System antecedents and institutionalization, 34
RESEARCH POLICY 894, at 904 (2005).
266
Namely, the three CVCs are: (1) Shanghai Fopower Venture Capital Investment Co., Ltd. (invested in
company 430024), subsidiary of Fopower Training and Consultancy Group; (2) Zhejiang Rushan Investment
Management Co., Ltd. (invested in company 430021), subsidiary of DunAn Holding Group; (3) Wenshang
Venture Capital Investment Co., Ltd. (invested in company 430011), subsidiary of Zhejiang Yongjiu Scientific
and Technological Industrial Co., Ltd..
267
The three university VCs are: (2) Tsinghua University Education Foundation, invested in company 430001;
(2) TusPark Ventures Fund I (where Zhongguancun Venture Capital Fund of Funds is the limited partner),
invested in companies 430001 and 430037; and (3) TusPark Ventures Fund II (where Beijing SME Venture
Capital Fund of Funds is the limited partner), invested in companies 430001, 430047 and 430074. It is worth
mentioning that TusPark Ventures is the VC firm under Tsinghua University. See Our History, TUSPARK
VENTURES, http://en.tsinghua-vc.com/comcontent_detail/&FrontComContent_list011278574149595ContId=06cd320c-4d87-4acb-9ac7-f45b7a9936a4&comContentId=06cd320c-4d87-4acb-9ac7f45b7a9936a4&comp_stats=comp-FrontComContent_list01-1278574149595.html.
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that are organized as limited partnerships,268 and one VC as general partnership,269 all the
remaining 80 VCs take the business form of limited liability company.
In particular, one VC is considered as a government VC when a government (central or
local), a governmental agency, or a state-owned enterprise, is the sole or primary investor
therein. As such, a government VC could be an administrative or service institution of a
science park whose work scope includes financially supporting high-tech SMEs, 270 or an
investment company responsible for investing state-owned assets on behalf of the
government. 271 Because of the strong role played by the government in state-owned
enterprises, a VC firm subordinated thereto is not considered as a CVC but rather a
government VC.272 Given that in recent years, the government has been gradually shifting its
role from directly investing to channeling capital for the purpose of leveraging private
investments in high-tech SMEs, 273 more and more newly created VC funds contain both
governmental and private equity stakes in them. In such cases, in which category to classify
such a fund will depend on the portion of governmental capital – if the fund is primarily
funded by private capital while governmental capital is only a small part thereof, then such
fund will not be considered as a government VC. A example in my sample is Chengdu
The four limited partnerships are: (1) Beijing Agricultural Industry Investment Fund (invested in company
430010); (2) Beijing Zhongtuo Jincheng Investment Consultancy Center, L.P. (invested in company 430064); (3)
Xinghui Natie (Tianjin) Equity Investment Partnership, L.P. (invested in company 430057); and (4) Suzhou
NYPC Venture Capital Investment Center, L.P. (invested in company 430057).
269
This VC is Shanghai Shennan Business Management Firm, G.P..
270
Examples of such institutions are: Entrepreneurship Service Center of Zhongguancun Haidian Science Park
(invested in firm 430059), and Zhongguancun High-Tech Industry Development Center (invested in firm
430021).
271
For example, Beijing Industrial Developing Investment Management Co., Ltd. (invested in firm 430004) is
the solely-owned subsidiary of Beijing State-Owned Asset Management Co., Ltd., which is the investment arm
of Beijing municipal government to especially engage in capital operations.
272
An example here is Shenzhen China Merchants Technology Investment Co., Ltd., which is a subsidiary of
China Merchants Group. Despite the fact that it has a direct parent company, the VC firm is not considered as
CVC because China Merchants Group is subordinated to the State-owned Assets Supervision and
Administration Commission of the State Council, and thus is a key state-owned enterprise directly under the
central government. See Company Profile, CHINA MERCHANTS GROUP,
http://wwwen.cmhk.com/n124/n135/c12935/content.html.
273
The most typical example in this regard is China’s Venture Capital Fund of Funds for Technology-Based
SMEs (the “Fund of Funds”). Officially established in 2007 on both central and local levels, the Fund of Funds
is jointly led by the Ministry of Science and Technology and Ministry of Finance, and is meant to support
primarily venture capital institutions and also high-tech SMEs. Basically, the Fund of Funds carries out four
functions: (1) direct investment into a newly created VC fund (no more than 25% of its total capital, not to be the
biggest shareholder; not investing for more than 5 years; no participation in business operation and management,
but retaining monitoring power; fund units transferrable to potential buyer(s) as long as there is any); (2)
investing together with a VC fund into start-up firms (no investing more than 50% of the co-investing VC fund’s
actual investment; not investing for more than RMB 3 million and for more than 5 years; 50% of the returns will
be paid to the co-investing VC fund); (3) providing risk subsidy for an early stage VC fund (limited to 5% of the
VC fund’s actual investment, maximum RMB 5 million); and (4) providing funding to those high-tech start-ups
that a VC fund indentifies as future good investment targets and thus is willing to tutor and support (maximum
RMB1 million funding prior to the VC fund’s investment, for the purposes of supporting the R&D of the
identified start-up; maximum RMB2 million funding after the VC fund’s investment, for the purposes of
supporting commercialization). It can thus be seen that the top priority of the Fund of Funds is not to invest
itself, but rather to provide incentives and use its influence to attract private capital, which is arguably more
competent and experienced in financing and nurturing high-tech SMEs. See Kejixing zhongxiao qiye chuangye
touzi yindao jijin guanli zanxing banfa [Tentative Administrative Measures for the Venture Capital Fund of
Funds for Technology-Based Small-and-Medium-Sized Enterprises] (jointly promulgated by the Ministry of
Science and Technology and Ministry of Finance, July 6, 2007), available at:
http://www.most.gov.cn/ztzl/gjzctx/ptzcjrzc/200802/t20080225_59300.htm.
268
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Venture Capital Management Co., Ltd..274 It is considered as a governmental VC (at least as
of the time of the relevant investment it made) because the two major shareholders with at
least 70% of the equity interests in it were governmental investment subsidiaries, which were
joined by a third private investor.275
3.7

Exit or New Entries?

As a result of the much broader pool of potential investors that was made available thanks
to the New Third Board, both exits of original shareholders from and entries of new
shareholders into the quoted firms were rendered easier with the market than without. This
being said, things can be more nuanced. Which were more active on the New Third Board,
exits of original shareholders or entries of new shareholders? The following paragraphs
present and discuss the relevant data on this issue. Among all the 102 firms quoted on the
New Third Board as of December 31, 2011, 41 firms are identified to have VC investors in
them – they thus constitute the sample for my discussion here. In order to capture the different
changes of the ownerships of VC investors, I develop four basic scenarios, namely: (a)
already holding shares as of quotation; (b) increasing ownership by buying shares from other
shareholders; (c) increasing ownership by subscribing new shares issued in capital increase;
and (d) reducing ownership. I do not include any change of ownership that was solely resulted
from share dividends distributions. It is worth mentioning here that once a firm has been
quoted on the New Third Board, all of its shares must ONLY be transferred on this
platform. 276 To be sure, such requirement does not preclude the relevant parties from
negotiating and reaching an agreement beforehand to fix the terms for purchasing and selling
shares;277 it just that such purchase and sale must be executed and closed via the share agency
transfer system.278 Therefore, there is no need to particularly examine pre-negotiated share
transfers in this paper, and it is reasonable to state that the data presented in this Section 3.7
Chengdu Venture Capital Management Co., Ltd. is the VC investor in Beijing Time Technologies Co., Ltd.
(stock code 430003).
275
The two governmental investors were: (1) Chengdu Technology Venture Development Career Center, which
is a direct subsidiary under the Bureau of Science and Technology of Chengdu Municipality and was holding at
least 35% of equity interests in Chengdu Venture Capital Management Co., Ltd. until December 4, 2006, when it
transferred its interests. See Luo Shuchi, “Chengdu chuangtou” zhuanrang 35% guquan [“Chengdu VC”
transfers 35% of its equity interests], HUAXI DUSHI BAO [WEST CHINA METROPOLIS DAILY], Dec. 5, 2006,
available at: http://finance.sina.com.cn/roll/20061205/05251079317.shtml; and (2) Bengbu Investment Group
Co., Ltd, which is a direct subsidiary of Bengbu Municipal Development and Planning Commission, and held 35%
of the equity interests in Chengdu Venture Capital Management Co., Ltd.. Besides these two investors, there was
also a third non-governmental investor called Beijing Yongyang Investment Management Co., Ltd.. See Wo
gongsi canyu faqi sheli Chengdu chuangye touzi guanli youxian gongsi [Our Company joins other founders to
set up Chengdu Venture Capital Management Co., Ltd.], BENGBU INVESTMENT GROUP CO., LTD., June 30, 2003,
http://www.bigac.com.cn/news_info.asp?newid=145.
276
The New Third Board Measures, supra note 155, art. 21.
277
For example, Beijing Compass Technology Development Co., Ltd. (stock code 430011) observed three share
transfers from December 29, 2011 to January 10, 2012, involving a total of 22.22% of the firm’s share capital.
Such share transfers were based on a pre-negotiated agreement of the concerned shareholders (three sellers and
one buyer) and were priced at RMB2.5 per share. See Beijing Zhinanzhen Keji Fazhan Gufen Youxian Gongsi
guanyu gufen ni zhuanrang de gonggao [Announcement from Beijing Compass Technology Development Co.,
Ltd. about Potential Share Transfers], BEIJING COMPASS TECHNOLOGY DEVELOPMENT CO., LTD., available at:
http://bjzr.gfzr.com.cn/fina/2011-12-28/60382315.PDF. A similar share transfer was also found for Beijing Jinhe
Software Co., Ltd. (stock code 430024), see Beijing Jinhe Ruanjian Gufen Youxian Gongsi gufen zhuanrang
gonggao [Share Transfer Announcement of Beijing Jinhe Software Co., Ltd.], BEIJING JINHE SOFTWARE CO.,
LTD., available at: http://bjzr.gfzr.com.cn/fina/2010-12-16/58792932.PDF. Please note that these two examples
are only mentioned here for illustration purposes and are not meant to be exclusive.
278
The mechanism of trading shares on the New Third Board is briefly described in Section 2.2.
274
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paint a loyal picture of the changes of VC ownerships on the New Third Board, at least to the
extent of the ten biggest shareholders of quoted firms.
TABLE 3.7.A: CHANGES OF OWNERSHIP OF VC INVESTORS
(PER FIRM, N=41)
Mean Max. Sum
Already Holding Shares as of Quotation
Number of VCs when first quoted

0.93

4

38

0.88

5

36

Increasing Ownership by Buying Shares from other SHs
Times of VCs increasing ownership by buying shares from other SHs
(including entries of new VCs)
Times (number) of VCs entering by buying shares from other SHs

0.76

3

31

Times of VCs further increasing ownership by buying shares from other
SHs

0.12

2

5

Times of VCs increasing ownership via capital increase (including new
VC entering)

1.32

8

54

Times (number) of VCs entering via capital increase

0.90

5

37

Times of VCs further increasing ownership by participating in capital
increase

0.41

4

17

Times of VCs reducing ownership (including full exit)

1.10

7

45

Times of VCs reducing ownership without fully exiting

0.68

7

28

Number of VCs reducing ownership without fully exiting

0.37

4

15

Increasing Ownership by Subscribing New Shares Issued in Capital
Increase

Reducing Ownership

Number of (VCs that had) full exit

0.27

4

11

Times of VCs gradually reducing ownership until full exit

0.24

4

10

Number of VCs that had gradual full exit

0.10

1

4

Times of (number of VCs that had) one-time full exit

0.17

4

7

Total number of changes in ownership

4.22

20

173

Maximum number of VCs in one reporting period

2.37

7

Minimum number of VCs in one reporting period

0.83

4

Total number of VCs in any reporting period

2.59

10

TABLE 3.7.B: CHANGES OF OWNERSHIP OF VC INVESTORS
(PER VC, N=85)
Mean Max. Number of VCs Sum
Number of companies invested

1.26

6

Number of changes in ownership

2.04

13

Times of already holding shares as of quotation

0.45

2
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107
173
33

38

Times of buying shares from other shareholders

0.42

2

33

36

Times of subscribing new shares issued in capital increase

0.64

6

39

54

Times of selling shares but did not fully exit

0.40

6

12

34

One-time full exit

0.08

1

7

7

Gradual full exit

0.05

1

4

4

As shown in the two tables above, the total number of changes in VCs’ ownership as
disclosed in the Prospectuses and the12 periodical reports of New-Third-Board-quoted firms
from the second half of 2006 to the end of 2011,279 is 173. In particular, table 3.7.A presents
the data from the perspective of the 41 firms in which the VCs invested, while 3.7.B focuses
on the 85 VCs that had invested in these firms. Because one VC could hold shares in more
than one firms, and one firm could also have more than one VC investors, the numbers of the
two tables may not seem to correspond in certain cases. For example, according to table 3.7.B,
the number of companies that VCs had invested in is 107. However, there were only 102
firms quoted on the New Third Board from 2006 to 2011, and only 41 of them had VC
investors. Such discrepancy is resulted from the fact that some VCs might invest in more than
one firms; and even if a VC only invested in one firm, it might also be joined by other VCs. In
my sample, one VC had invested in six firms,280 four VCs had each invested in three firms,
and 9 VCs had each invested in two firms. The remaining 71 VCs only invested in one firm
each. Another example is the number of VCs that had sold their shares but did not fully exit
the invested firms. The number of such VCs is 12 according to table 3.7.B and 15 according
to table 3.7.A. This is because one of the 12 VCs invested in two firms and another in three,
thus these two VCs are recorded altogether three more times.281
As to each of the four ownership change categories, it is obvious from the data that
subscribing new shares issued in capital increases was most frequently conducted – averagely
1.32 times per firm, and the maximum was eight times in one firm. From the perspective of
VCs, one VC had participated in capital increases (regardless as new investors or further
increasing ownership) for averagely 0.64 times, and the maximum was 6 times per VC.
Comparatively, one VC had on average only exited for 0.13 times, including both one-time
full exit and exit by gradually selling shares. If the first three scenarios (already holding
shares, buying shares from other shareholders, buying newly issued shares in capital increase)
are combined together and viewed as increasing ownership, then the difference is even bigger.
For the 41 firms and 85 VCs on the New Third Board during 2006 – 2011, there had been
altogether 128 times of ownership increases (90 if not counting the scenario of already
holding shares as of quotation) and 45 times of ownership decreases. From the perspective of
entries and exits, there were in total 106 times of VCs entering quoted firms (68 times if not
counting the scenario of already holding shares as of quotation), while only 11 times of VCs
fully exiting their invested firms. The average time of ownership before the 11 full exits was
2.74 years, and the average starting ownership percentage was 4.36%. The more detailed data
of the 11 full exits are presented below in table 3.7.C. To summarize, it is thus obvious that
279
Because the first firm of the New Third Board was quoted on January 23, 2006, the immediate next periodical
report should be the 2006 semi-annual report. And the last report is the 2011 annual report given that the cut-off
date of my sample is December 31, 2011. This makes the total number of reports 12.
280
This VC is called Shanghai Tianyi Investment Consulting Development Co., Ltd., and the six firms that it
invested in are: 430010, 430011, 430018, 430037, 430083, and 430085.
281
The two VCs are Shanghai Tianyi Investment Consulting Development Co., Ltd. (invested in 430010 and
430011), and Shanghai Huiyin Guangchang Technology Innovation Park Co., Ltd. (invested in 430011, 430015
and 430018).
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ownership increases were much more often seen on the New Third Board than ownership
decreases.
TABLE 3.7.C: FULL EXITS OF VC INVESTORS
N=11
Starting
Percentage

VC

Firm

Years

Entry

Shanghai Tiansheng Investment
Management Co., Ltd.

430003

2.00

Subscribing New
Shares Issued in
Capital Increase

2.25%

Independent
VC

Chengdu Venture Capital
Investment Management Co.,
Ltd.

430003

3.50

Subscribing New
Shares Issued in
Capital Increase

4.51%

Government
VC

Beijing Zhihui Weiye Enterprise
Management Consulting Co.,
Ltd.

430004

5.50

Already Holding
Shares as of
Quotation

0.76%

Independent
VC

Beijing Capital Technology
Investment Co., Ltd.

430005

2.42

Already Holding
Shares as of
Quotation

11.54%

Government
VC

Shenzhen China Merchants
Technology Investment Co., Ltd.

430009

2.58

Already Holding
Shares as of
Quotation

14.20%

Government
VC

Beijing Huayuan Industrial
Investment Co., Ltd.

430010

3.08

Already Holding
Shares as of
Quotation

2.50%

Independent
VC

Beijing Capital Asset
Management Co., Ltd.

430010

4.08

Already Holding
Shares as of
Quotation

1.83%

Government
VC

Yangjiang Xinyu Investment Co.,
Ltd.

430010

1.50

Bought Shares
from Other SHs

2%

Independent
VC

Beijing Xinchuangrong Venture
Capital Investment Consulting
Co., Ltd.

430010

1.50

Subscribing New
Shares Issued in
Capital Increase

1.40%

Independent
VC

Shanghai Baijin Investment
Management Co., Ltd.

430045

2.83

Already Holding
Shares as of
Quotation

3.04%

Independent
VC

Beijing Zhonghongxin
Investment Management Co.,
Ltd.

430074

1.17

Already Holding
Shares as of
Quotation

3.93%

Independent
VC

Average

3.8

2.74

Nature

4.36%

Discussion of the Findings

Taken together, the findings presented in previous sections may lead to some interesting
discussions. In particular, the following facts are worth noting: (1) the incorporation-quotation
gap for the high & new technology enterprises quoted on the New Third Board was only
comparatively “short” (7.6 years on average); (2) VCs’ ownership percentages were generally
quite low (5.89% on average), and only 19 out of the 85 VCs held more than 10% shares; (3)
out of the 19 VCs, 15 were already holding shares in the invested firms before their quotation
on the New Third Board; (4) increases of VC ownership were much more often observed than
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decreases (128 vs. 45 times); (5) within the ownership increases, subscribing new shares
issued in capital increases has happened most frequently (54 out of 128 times); (6) VC
investors actively took the opportunities of capital increases to enter quoted firms – they
participated as new investors in 33 out of the 41 capital increases, but on average, one VC
only acquired 3.35% of post issuance shares; and (7) many more VCs entered rather than
exited the market (out of the total 85 VCs, 33 were already with the firms as of first quotation,
39 VCs subscribed new shares in capital increases, 33 VCs bought shares from existing
shareholders, while only 11 exited).
So what might be the underlying reasons explaining the vast discrepancy between the
ownership increases / entries and decreases /exits of VC investors on the New Third Board?
As already argued in Section II, exit is of great importance to venture capitalists and thus
must be carefully tailored – both the timing and method. Normally, if a firm runs well and
venture capitalists are both willing and capable, they tend to wait for the exit that will bring
about the highest returns to them, typically an IPO.282 This being said, if there is other urgent
liquidity or strategic need by virtue of which venture capitalists must dispose their shares and
leave the firm before an IPO can happen, a secondary market for private shares then emerges
as a valid interim exit alternative. Of course, an important precondition implied here is that
the expected return for selling shares on the secondary market tends to be, in normal
circumstances, lower than that from the IPO exit. After all, not every company can be
Facebook, which was already valued at around US$100 billion by private investors trading its
shares on secondary markets,283 a valuation that was not even surpassed in and after its later
IPO.284 In addition, a secondary market for private shares should also have certain level of
liquidity to realize the expected returns for investors if they sell. This, however, was the big
issue troubling the New Third Board. Given that it was only recently (September 2012)
expanded to allow quotations of firms from outside the Zhongguancun Science Park, and that
share trading was only open to institutional and original individual shareholders in a quoted
firm, the New Third Board has rather been a small and thinly-traded market. This, according
to the data from Zero2IPO Research Center, was a key reason contributing to the floating loss
of PE/VCs that invested in quoted firms after their quotations, whose value had already
appreciated but hard to realize due to the scarce buying and selling offers in the market.285
According to ChinaVenture’s 2012 VC/PE Investors Research Report, only 11% of the
interviewed investors indicated that they would opt for a New Third Board exit.286 This is
consistent with my findings presented above in table 3.7.B: as of the 2011 year end, only 13%
See Mendoza & Vermeulen, supra notes 89 & 90. See also Ibrahim, supra note 5, at 28 (submitting that
“entrepreneurs (and angels) desire … small-dollar trade sales because they produce high returns for early
investors, but that VCs choose to wait for higher-value exits”).
283
See Dan Primack, Facebook shares pop on secondary markets, CNNMONEY, Feb. 3, 2012,
http://finance.fortune.cnn.com/2012/02/03/facebook-shares-pop-on-secondary-markets/; see also Brian Womack,
Facebook Valued at $102.8 Billion in Final Auction on SharesPost, BLOOMBERG, Mar. 31, 2012,
http://www.bloomberg.com/news/2012-03-30/facebook-valued-at-102-8-billion-in-final-sharespost-auction.html.
284
Steve Schaefer, Facebook's Fall: Slide Carves $21B Off Market Cap In 7 Trading Days, FORBES, May 29,
2012, http://www.forbes.com/sites/steveschaefer/2012/05/29/facebooks-fall-slide-carves-21b-off-market-cap-in7-trading-days/.
285
Zhang Qi, Qingke guancha: Xinsanban shiyinglv rijian pansheng; touzi yi guapai qiye VC/PE duoshu fukui
[Zero2IPO Insight: P/E ratio of New Third Board companies increases; most VCs and PEs investing in quoted
firms see floating loss], [QINGKE YANJIU ZHONGXIN] ZERO2IPO RESEARCH CENTER, Oct. 24, 2012,
http://research.pedaily.cn/201210/20121023337168.shtml.
286
Li Ling, Touzhong guandian: Xinsanban kuorong jiasu huo cheng VC/PE jigou tuichu xin xuanze
[ChinaVenture View: New Third Board Expansion Speeds Up: Possible New Exit Alternative for VC/PE
Institutions], CHINAVENTURE, Sep. 12, 2012, http://report.chinaventure.com.cn/r/f/622.aspx.
282
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(11 out of 85) of the VCs actually had full exits (including both gradual and one-time full
exits).
The point that the New Third Board was generally not the first exit choice for venture
capitalists is further reinforced by the incorporation-quotation gap of firms quoted there. Note
that, firms quoted on the New Third Board were averagely already 7.6 years old as of their
quotations, while their counterparts listed on the ChiNext had an average life of 10 years as of
2010 year end.287 This means, if an investor already held shares or bought in shares of a firm
quoted on the New Third Board, it would have much stronger incentive to keep its ownership
rather than to forego it, because the firm it invested in was already so close to the real IPO
anyway. Such incentive would be even strengthened if the following facts are also taken into
account. Note that, all New Third Board firms must have already got the high & new
technology enterprise status, which implies favorable policy from the government to support
them listing on public capital markets.288 Moreover, because firms quoted on the New Third
Board have already adopted the business form of joint stock companies, cleared up their
ownership structures, and been used to working with securities firms, accountants and lawyers
to make periodical disclosures, they arguably can jump start their listing process if compared
to normal SMEs, and thus tend to have higher IPO expectations.289 In particular, it is worth
pointing out that the Beijing Municipal Government must first check and recognize the
relevant qualifications of a firm before it could be quoted on the New Third Board. 290
Arguably, such procedure can be understood as an “endorsement”, bearing confirmation from
the government of the firm’s good quality. With these favorable policies in place supporting
firms quoted on the New Third Board, it would be reasonable to expect considerably higher
probability and speed of them surviving the IPO examination and getting listed relative to
normal SMEs. Therefore, it would again be more logical for venture capitalists to, unless
pushed by other needs, keep their equity holdings in invested firms and wait for the real IPO
exit.
In the same vein, the important incentives presented above would not only motivate VCs
to keep, but also to increase or commence their ownership of shares in firms quoted on the
New Third Board. 291 In this respect, the share agency transfer system could facilitate the

See supra notes 233 & 239 and the accompanying text.
Cujin keji yu jinrong jiehe shidian shishi fang’an [Implementation Plan for the Pilot Operation of Integrating
Scientific and Technological Development with Financial Development] (jointly promulgated by the Ministry of
Science and Technology, People’s Bank of China, China Banking Regulatory Commission, China Securities
Regulatory Commission, China Insurance Regulatory Commission, Dec. 16, 2010), LAWINFOCHINA, available
at: www.lawinfochina.com, art. 2.3 (stipulating that the government shall support and facilitate qualified high &
new technology enterprises to list and raise money on the SME Board, ChiNext, and other boards of capital
markets).
289
Zhang Qi, Qingke guancha: Xinsanban shiyinglv rijian pansheng; touzi yi guapai qiye VC/PE duoshu fukui
[Zero2IPO Insight: P/E ratio of New Third Board companies increases; most VCs and PEs investing in quoted
firms see floating loss], ZERO2IPO RESEARCH CENTER, Oct. 24, 2012,
http://research.pedaily.cn/201210/20121023337168.shtml.
290
See table 2.2.B, infra.
291
An interesting analogy related to this point is that VC/PEs in China, including highly reputable ones, seem to
be particularly interested in investing in those companies that fail to survive their first IPO examination, where
certain improvements are demanded from them before re-submitting the IPO application. From the perspective
the investing VC/PEs, these firms are especially less risky because the chance of being approved tends to be
considerably higher for re-submitted IPO applications. From the perspective of the firms, the investing VC/PEs
can also help them fix problems and improve the company with their professional knowledge and experience.
See Li Zhibao & Jia Jingjing, Qiye IPO “guohui” zhaoshu chaijie [Unveiling the Tricks for Surviving the Review
287
288
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entries of outside buyers which could not so easily access non-listed firms otherwise.292 They
could do so by either buying outstanding shares from existing shareholders in quoted firms, or
by buying shares newly issued in capital increases. Note that, founders, being the block
owners of the company, would often be reluctant to give up their shares in the absence of
acute needs for liquidity, because their human capital and financial capital is closely tied with
the firm. Moreover, according to the rules governing New Third Board share transfers,
controlling and de facto controlling shareholders existing before a firm’s quotation were
subject to lock-up provisions, which only allowed them to sell maximum 1/3 of their shares
upon the quotation date, and the first and the second anniversaries thereafter. 293
Comparatively, employees would be more willing to sell given that their bond with the firm is
arguably less strong both financially and emotionally; but they generally tend not hold many
shares in hands. As a result, it tends to be the rule rather than the exception that the amount of
shares ready to be sold are limited, implying the potential difficulty for new buyers to get hold
of relatively large equity stakes via the New Third Board transactions.
Although capital increases generally do not concern the abovementioned issues because
the shares for sale are not from existing shareholders but are newly issued, practically they
still do not open the gate wider for new investors to access the quoted firms when compared
to secondary transfers. Indeed, for those firms that are not yet qualified or ready for IPOs,
capital increases offer an alternative for them to raise new capital and also take in new
investors. This said, it must be admitted that increasing share capital by conducting private
placements on the New Third Board was far from comparable to having real IPOs. Given the
requirements for maximum 199 shareholders per firm, these capital increases were often of
very limited scale and only open to small number of new investors, provided that part of the
newly issued shares were first reserved for subscriptions from existing shareholders. To the
extent of 33 out of the 41 capital increases announced before the 2011 year end, the average
share capital held by each new venture capitalist was only 3.35% in a post issuance ownership
structure, while VCs were the most active group of new institutional investors taking the
opportunity to participate in capital increase issuances. Thus, although potential investors
might have various sound incentives to commence and increase their ownership in firms
quoted on the New Third Board, in practice they were often only able to acquire small
percentages of the shares, regardless through secondary transfers or capital increases. In a
more general sense, this is consistent with the data of VC ownerships as discussed in Section
3.4 above: VCs’ percentages of ownership were normally small (5.89% on average), and most
of those relatively large equity stakes (10% or more) were already existing when the firms
were first quoted, rather than formed through New Third Board transactions.
IV.

POLICY RECOMMENDATIONS AND DISCUSSIONS OF THE IMPROVEMENTS MADE BY
THE NEEQ
4.1

Policy Recommendations for the New Third Board

To the extent of the data presented above, the biggest problem lies with the New Third
Board’s ability to facilitate exits. It seems to be mainly attractive to investors as a venue to
of IPO Examination Committee], ZHONGGUO QIYE BAO [CHINA ENTERPRISE NEWS], Oct. 25, 2011, at 03,
available at: http://www.zgqy.cc/shownews2.php?doc_id=3590&paper_id=999&release_id=64.
292
See supra note 20. See also Ibrahim, supra note 5, at 20 (arguing that “[t]he direct market gives buyers access
‘to the most significant growth companies of tomorrow.’”).
293
The New Third Board Measures, supra note 155, art. 15.
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enter quoted firms, but not really as a venue where they could sell their shares and exit the
companies. In order to improve this, a direct suggestion is that the doors of the New Third
Board should be practically more open to potential firms, especially younger firms. The
average 7.6-year age of firms first quoted on the New Third Board was not much a difference
if compared to the average ten-year age of the ChiNext firms in strategic emerging
industries,294 yet quite a difference if compared to the minimum regulatory requirement of “a
firm existing for two years”. Having more younger firms on the market means that from the
perspective of investors, the chance of a secondary exit will be made earlier and more
distinguishable from an IPO, thus is more worthwhile to take. Moreover, more firms being
quoted on the New Third Board will also infer a deeper market with more potential offers and
bids, thus making exits practically easier and also more likely to be valued higher. Thus, if
many of the firms quoted on the New Third Board are still too young to be suitable for IPOs
anyway, their investors with liquidity needs will be less prone to wait, but rather more willing
to sell their stocks already on the market. In this sense, the New Third Board could stand out
more as an independent and distinguished liquidity venue for growing firms of good quality,
rather than merely a pool of already old enough firms in preparation for their IPOs. The
increased attraction of the New Third Board as an exit venue will also help to balance the
structure of entries and exits. According to the data, capital increases have been the most
observed kind of equity transactions employed by VCs to enter firms quoted on the New
Third Board. With more exits in place, however, more entries via buying shares from existing
shareholders will happen, thus challenging the dominance of capital increases on the market.
As such, the New Third Board will not only be attractive to potential investors who hope to
enter pre-IPO firms at a relatively lower price, but also to original investors who need to
manage their liquidity already before IPO.
In order to bring about the changes suggested above, a few policy recommendations may
be meaningful. First and foremost, the Securities Association of China should be playing a
less active role in directly selecting potential firms. The doors of the New Third Board should
be more open to SMEs, which should be allowed to use this platform as long as they qualify
and wish to bind themselves to the disclosure requirements thereof. As indicated in table
2.2.B above, in order to be quoted on the New Third Board, a firm’s quotation application
must be sponsored by its chief agency broker, and filed with the SAC. It is important to note
that, despite that officially that was a filing and not approving process, the SAC still had the
power to, within the statutory limit of 50 business days, object to the filing application and
thus refuse to issue the “filing consent”.295 According to the relevant rules, for every filing
application, the SAC should review the following four aspects:296 (a) whether the submitted
filing documentation was complete; (b) whether the firm’s chief agency broker had completed
due diligence in accordance with the relevant guidelines297; (c) whether the information was
disclosed in consistent with the relevant disclosure requirements 298 ; and (d) whether the
See supra notes 233 & 239 and the accompanying text.
The New Third Board Measures, supra note 155, art. 12 (requiring that the SAC should issue a filing consent
within 50 business days if it does not have any objection to the filing documentation).
296
Zhuban quanshang tuijian Zhongguancun keji yuanqu feishangshi gufen youxian gongsi gufen jinru
zhengquan gongsi daiban gufen zhuanrang xitong guapai yewu guize [Rules for Chief Agency Brokers
Sponsoring Non-Listed Joint Stock Companies in Zhongguancun Science Park to Quote Shares in the Pilot
Program of the Securities-Companies-Agented Share Transfer System] (promulgated by the Securities
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submitted filing documentation had been internally verified by the chief agency broker.
Arguably, such regulatory design left room for the SAC to review the merits of an applying
firm before making the final decision about its admittance – and the essential issue was how
far the SAC would let its power reach in practice. It has been submitted that for the purposes
of better controlling the quality of potential quoted firms, the SAC tended to conduct the
review in a substantive manner, thus effectively playing the role of the New Third Board
watchdog.299
While the rationale for the SAC to retain the power of objecting to potential filing
applications is certainly understandable, its necessity remains nevertheless highly
questionable. Note that, before applying for filing with the SAC, a firm’s chief agency broker
should have already concluded due diligence of the firm, and agreed to sponsor it for
quotation on the New Third Board.300 While the New Third Board did not stipulate an explicit
set of financial requirements for potential firms as the preconditions for their quotation, in
practice securities companies still, when selecting firms to act as their chief agency brokers,
enforced their own set of financial qualifications, which were often quite high.301 For every
firm that it intends to sponsor, a chief agency broker must form a specific project team
carrying out the due diligence. 302 A project team should contain at least one lawyer, one
accountant and one analyst, and all of its members should have been licensed to practice
securities business;303 but no member should hold shares or posts in the firm, or have other
situation that may give rise to potential bias.304 The due diligence should cover at least the
issues to be included in the Prospectus,305 including but not limited to the firm’s financials,
internal control, financial risk, stability of accounting policies, continuous profitability,
corporate governance, and regulatory compliance.306 In addition, it must also investigate any
material issue that would affect the decision-making of potential investors.307 The final due
diligence report must be signed by every member in the project team, who must covenant that
there was no false representation, misleading statement or material omission, and be
responsible for the authenticity, accuracy and completeness of the report.308 Every securities
company acting as chief agency broker must form an internal verification panel to review the

Li Heng, Wanshan zhidu sheji shi xinsanban kuorong ji chenggong yunxing de guanjian [Improving the
Regulatory Design is the Key to the Success of the New Third Board Expansion and Operation], 23 ZHENGQUAN
DAOKAN [SECURITIES GUIDE] 4 (2012), available at:
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Committee], 12 DANGDAI JINRONGJIA [MODERN BANKERS] (2012), available at: http://stock.hexun.com/201301-14/150144081.html (giving several examples to show how securities companies chose potential firms for
sponsoring: some of them used a higher set of financial standards, others screened firms by attaching special
focus on their growth and potential value).
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Program of the Securities-Companies-Agented Share Transfer System] (promulgated by the Securities
Association of China) (effective as of July 6, 2009), available at:
http://www.sac.net.cn/dbxt/ywgz/200906/P020120630567617779953.pdf, art. 5.
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due diligence results, and collectively decide whether to sponsor a firm for quotation.309 A
firm would only be sponsored and brought to the SAC for filing if five out of the seven
members on an internal verification panel meeting voted in favor of it, 310 provided that
members in the firm’s due diligence project team, and members holding shares or posts in the
firm, did not vote.311
With such a detailed set of practical guidelines in place regulating securities companies’
chief agency brokerage business, one may wonder what would be the real point to still
empower the SAC to, within a time window almost long enough to completely redo the due
diligence, impose a further round of review and check of the quotation documents. If the
project team and/or internal verification panel of the chief agency broker, after working
closely with the sponsored firm for months, missed or mishandled some issues, there is no
guarantee that the SAC, merely judging from the submitted paperwork, would surely pick
them up. Rather, these issues should be better discovered by the market and investors, and
reflected in share prices. Moreover, securities companies and securities practitioners actually
do have strong incentives to carry out due diligence and internal verification of sponsored
firms in their best effort. As mentioned above in Section 2.2, SAC has the power to circulate a
notice of criticism among its members about the malpractices of securities companies and
practitioners upon their breach of the SAC’s business rules and guidelines.312 With the bad
reputation spreading around, it is definitely not contributing to the image of these companies
and practitioners amongst their peers and clients, and the aftermath may be much more far
reaching than merely affecting their New Third Board business. After all, given the tiny scale
of the New Third Board, securities companies and practitioners still have to rely on normal
public stock exchanges business for most of their profits,313 where good reputation is a key
competitive advantage. In addition, because the SAC is closely connected and monitored by
the CSRC, information could easily pass across institutions. As such, and against the
background of China’s IPO examination and approval regime where the CSRC ultimately
decides the destiny of applying firms, the concerns for reputation damage can have even more
disciplining power, as it is obviously important for securities companies and practitioners to
maintain a good reputational record about their practices in order to leave a good impression
upon the CSRC. Given such power to impose effective reputational sanctions, the necessity of
the SAC reviewing firms’ filing documents and exercising objection power is again in
question. For one thing, the exertion of reputational sanctions does not require the SAC to
find out about the malpractices beforehand; and for another, there is no guarantee that the
SAC is really able to discover the malpractices of securities firms and/or practitioners by
merely review filing documents anyway.
309
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The practice that the SAC was actually approving rather than merely filing the qualified
firms going to the New Third Board is also questionable, because in essence it effectively
removed the difference between public stock exchanges and the New Third Board, which was
arguably the competitive advantage of the latter. After all, the New Third Board was designed
and intended to serve high-tech and high-growth SMEs,314 many of which had acute needs to
manage and enhance their liquidity but their financials were not yet able to meet the high
thresholds for public capital markets. These firms would be greatly helped by the New Third
Board, whose quotation rules did not impose mandatory financial requirements. However, if
some authority was installed there to check the merits of every newcomer wishing to knock
open the gate to the market, then there would be no certainty that the competitive advantages
of the New Third Board could be enjoyed by potential firms. Even if they were already
qualified based on the quotation rules, in the end they still must hope that their filing
documents were not to be rejected by the SAC. Actually, it is pointed out that the SAC’s
filing review has been so strict that it was almost comparable to the notorious IPO
examination and approval process. 315 In this sense, the result of such practice was only
turning the New Third Board into a mini version of public stock exchange, which was neither
desirable nor meaningful. Filing should be just filing – nothing more than a procedural step.
Instead of a group of quasi-governmental officials, it should be the market that is entrusted to
reveal the true quality of quoted firms.
In contrast, a better example was how the Beijing Municipal Government issued consent
letters to potential qualified firms. Note that, a firm must obtain a consent letter from the
Beijing Municipal Government, which should check and recognize its qualifications to be
quoted on the New Third Board. 316 Unlike the filling process with the SAC, the
Administrative Committee of Zhonggguancun Science Park, delegated by the Beijing
Municipal Government to carry out this duty in practice,317 only needed to conduct a formal
check of the applying firm’s documents.318 The consent letter would be issued as long as the
firm was able to produce the required documents, complete in content,319 showing that it had
been a joint stock company existing for at least two years, and also a high & new technology
enterprise.320 A formal review would be enough here, because the merits of applying firms
were already checked and confirmed when they got their high & new technology enterprise
certificates, which require much stricter scrutiny of technical, financial, and regulatory aspects
of the firms. 321 In this sense, if there must be a step where (more) intervention from the
government is needed, it should be the review and recognition of the various qualifications
314
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required for high & new technology enterprises,322 and not the issuance of consent letters by
the Beijing Municipal Government nor the SAC.
Arguably, the SAC’s power of objecting to potential firms’ filing applications marked a
poor start for the New Third Board. In the presence of such highly discretionary round of reselecting firms that were actually already qualified, fewer firms ended up being quoted,
eventually creating a thin market, where the amount of shares ready to be sold was
comparatively quite small.323 To make things even worse, only institutions were allowed to
invest as external buyers on the New Third Board. 324 As such, the second policy
recommendation for the New Third Board is that it should consider broadening its investor
base. While it is indeed true that institutional investors are generally more sophisticated and
experienced in dealing with relatively large investments and the risk thereof than natural
persons, this cannot justify a full exclusion of external natural person investors’ access to the
New Third Board companies. After all, there are many wealthy individuals that have both the
money and the track record of investing their money; and they should be allowed to invest on
the New Third Board if they wish to. To be sure, a set of thresholds is needed for that purpose.
For example, according to the “qualified investor” definition for securities investment trusts
organized by trust companies in China, a natural person will be considered as a “qualified
investor” and accepted into a trust fund as long as he/she (a) invests at least RMB1 million
into a fund; (b) is able to produce relevant documentation proving that as of investment,
his/her individual or family financial assets exceed RMB1 million; or (c) is able to produce
relevant documentation proving that his/her annual income as an individual is no less than
RMB200,000, or no less than RMB300,000 together with his/her spouse.325 Essentially, these
thresholds are designed to differentiate those natural persons, who are competent of
indentifying, judging and tolerating risk, 326 from small, inexperienced, and risk-averse
investors. Of course, the New Third Board does not have to follow such definition, and the
policy makers can tailor the most appropriate set of requirements for “qualified investors” on
the basis of the market’s specific characteristics. In addition, the New Third Board may also
consider, similar to Tianjin Equity Exchange, to develop a questionnaire for potential natural
person investors to test their investment knowledge and risk identification competence. They
will only be recognized as “qualified investors” and allowed to invest if they can pass the test
with certain score.327
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Besides the worries that natural person investors are not suitable to invest in a high risk
and illiquid market like the New Third Board, the exclusion of them may also be explained by
the former 200-shareholder limit for non-listed firms. Allowing everybody into the investor
pool might result in the total number of shareholders in a quoted firm easily exceeding that
limit. Although such concern did sound valid, it still could not justify fully depriving external
natural person investors of the right to invest in the New Third Board companies. This is
because the concern can be also relieved by differentiating potential investors to only allow
those who are qualified. Judged from the statistics, which show that only a total of 3559
transactions were recorded for the six years from the creation of the New Third Board to 2011
year end,328 the market was apparently too quiet instead of too crowded. As a matter of fact, a
recent regulatory change, i.e., the Measures for the Supervision and Administration of Nonlisted Public Companies which took effect as from January 1, 2013,329 has already allowed a
non-listed firm to have more than 200 shareholders. This can be resulted from either (a)
private placements or share transfers to specific parties; or (b) shares being transferred to the
public.330 To be sure, such loosened regulation does not come along for free – generally, the
firm needs to make certain disclosures, and also apply to the CSRC for its approval if it wants
to exceed the limit.331 With such brand new regulatory measures in place, the new National
Equities Exchange and Quotations, which replaced the New Third Board in early 2013 to
become the official national OTC market in China, indeed allows natural persons investors to
invest in companies quoted there, confirming earlier rumors.332
Another two often advocated policy recommendations are that the New Third Board
should adopt market making system,333 and should also allow “board shift”, i.e., shifting a
quoted firm, provided that it is qualified for a higher level of the capital market, onto one of
the stock exchanges in Shanghai or Shenzhen.334 Because the New Third Board was so thin,
having someone make the market between sellers and potential investors would help to
See Section 3.5, supra.
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increase liquidity, 335 improve valuation accuracy, and promote large-scale transactions. 336
While surely a positive policy change, it must be noted that market makers will work best if
there are enough sellers and buyers in the marketplace for them to start with in the first place.
After all, a market accumulating merely 102 quoted companies in almost six years was still
rather small in size. In this sense, the 2012 expansion of the New Third Board pilot program
to companies located in three other science parks than the Zhongguancun Science Park was
already a good step forward. But more fundamentally, this must go back to the policy
recommendation made earlier in this paper – the SAC should stop substantively reviewing
and selecting potential firms into the New Third Board. If the requirements for quotation, i.e.,
a firm should be a joint stock company existing for at least two years and also have the high
& new technology enterprise certificate, would result in too many companies entering the
New Third Board and thus must be supplemented with some extra standards to control the
number of potential firms, it would be a much better regulatory approach that they are
explicitly written down and strictly enforced, rather than to have some authority exercising
rather discretionary selection power. From the perspective of firms, an explicit set of
quotation qualifications could also allow them to have more effective self-assessment and
reliable expectation about the success of potential quotation. By the same token, allowing
external natural person investors into the New Third Board by introducing a set of
qualifications would help to broaden the investor base of the market. With more participants
on both the supplying and demand sides, the proposed market maker system will be able to
produce more augmented effect to help increase liquidity of the New Third Board.
The prospect of “board shift”, however, is probably not going to be so bright. To be sure,
given the New Third Board as was, the possibility of shifting a quoted firm directly to a
higher level of capital market would be greatly desirable for investors. As argued above,
because of their comparatively good quality and governance, SMEs quoted on the New Third
Board are both closer to IPO and are more accessible than those non-quoted ones; thus are
greatly attractive for potential investors. If the “board shift” mechanism is put in place,
investors will be enabled to judge how and when a firm’s public listing is likely to happen by
assessing and comparing the firm’s various specifics with the listing requirements of the
potential “board” that the firm may likely shift to. Based on such assessment, they can and
thus tactically deploy their capital already one step earlier into those firms that have good
chances to shift boards, so as to hunt for the good returns generated from future exits on the
public stock exchanges.337 However, as long as China still enforces the IPO examination and
approval regime to control the number and frequency of new listings, it would be unlikely for
a quoted firm to be directly allowed into one of the public stock markets without first ceasing
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its quotation on the New Third Board and applying before the CSRC, otherwise the regime
will be disturbed.338
Since the “board shift” policy recommendation is so difficult to realize, another view of
the issue, arguably more optimistic and fundamental, would rather argue that it does not have
to be realized. Note that, both policy recommendations, i.e., importing market maker system
and allowing board shift, might have been raised on the basis of the idea to replicate in China
the OTCBB market, which also uses market makers to buy and sell the stocks of quoted
companies, and enjoys the reputation of acting as the “stepping stone” for companies to work
their way up to meeting the more demanding standards of a more senior trading forum like
NASDAQ or NYSE.339 It is worth noting that, while the OTCBB is a nationwide OTC market,
and the New Third Board was intended to be built into a nationwide Chinese OTC market, the
two actually differ in a number of important ways and replicating the OTCBB does not have
to be the ultimate answer to solve the New Third Board problems. After all, as discussed
above in Section 2.3, the OTCBB is not a very successful example itself, in the sense that
most of the companies quoted there are low-priced and thinly-traded, and thus is by no means
an ideal exit venue for venture capitalists and other investors in SMEs.
Direct board shift would be rendered less necessary if the New Third Board can better
facilitate exit by itself. Fundamentally, the New Third Board should simply be a capital
market tier holding non-listed and relatively small firms – it might offer lower level of
liquidity and stock pricing if compared to the public stock exchanges in Shanghai and
Shenzhen, but it does not have to be inferior to them.340 In essence, different tiers of China’s
capital market should be serving different levels of liquidity needs, and it would be
unnecessary that a New Third Board firm must seek an IPO. It should feel comfortable to
remain on the New Third Board as long as its liquidity needs are satisfied there.341 Based on
such reasoning, whether it is possible to directly shift to another board would be a less acute
issue. The more important one, in contrast, is how to reform the New Third Board in such a
way that it can be more liquid and thus more attractive as a venue for investors to exit their
portfolio companies, so as to play a more meaningful role in China’s venture capital cycle.
4.2

An Examination of the Regulatory Changes in the NEEQ

Following the expansion of the New Third Board into three other science parks in addition
to Zhongguancun in September 2012, as well as the taking effect of the Measures for the
Supervision and Administration of Non-Listed Public Companies as from January 2013, the
National Equities Exchange and Quotations, China’s official nationwide OTC market, started
338
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to operate as of February 8, 2013.342 Reading figure 4.2 below together with figure 2.2 above,
one can see that the NEEQ changes the structure of China’s OTC market tier in two senses: (a)
it further expands the New Third Board by allowing quotations of firms from all over
China;343 and (b) it embraces and combines the Original Third Board and New Third Board,
thus effectively creating one nationwide “third board”. As a result, the business previously
belonged to the Original Third Board, i.e., providing a platform to contain the shares from
those companies that were delisted from the Main Board, as well as those companies that used
to list on certain historical-but-no-longer-existing OTC markets, will be continued within a
subsection of the NEEQ.344 A more detailed comparison of the major changes / differences
between the New Third Board and the NEEQ is presented in table 4.2 below.
FIGURE 4.2: SCHEMATIC DIAGRAM OF CHINA’S MULTI-TIER STOCK MARKET
Main Board
(Shanghai) (Shenzhen)
SME Board
(Shenzhen)
Second Board (ChiNext)
(Shenzhen)

OTC Stock Markets

National Equity Exchange and
Quotations

Various Local Equity Exchanges
(Beijing) (Shanghai) (Tianjin)
(Chongqing)

TABLE 4.2: THE MAJOR CHANGES OF THE NEEQ RELATIVE TO THE NEW THIRD BOARD*
The New Third Board
Governing
Authority
Location of
Eligible

The NEEQ
x National Equities Exchange and Quotations Co.,
Ltd. (“NEEQ Co., Ltd.”), AND

Securities Association of China.

x The CSRC.
Companies located in Beijing
Zhongguancun Science Park, Shanghai

Companies from all over China.

See supra note 33 and the accompanying text.
Quanguo zhongxiao qiye gufen zhuanrang xitong yewu guize (shixing) [(Trial) Business Rules for the
National Equities Exchange and Quotations] (promulgated by the NEEQ Co. Ltd., Feb. 8, 2013), available at:
http://www.neeq.com.cn/flfg/xtgz/gfzr/201302/P020130208602867913028.pdf (hereinafter the “NEEQ
Business Rules”), art. 2.1.
344
Guanyu yuan daiban gufen zhuanrang xitong guapai de liang wang gongsi ji jiaoyisuo shichang tuishi gongsi
xiangguan zhidu guodu anpai youguan shixiang de tongzhi [Notice on the Several Issues Concerning the
Relevant Transitional Regulatory Arrangements for the Firms Quoted on the Original Share Agency Transfer
System and Firms Delisted from Stock Exchanges] (promulgated by the National Equities Exchange and
Quotations Co., Ltd., Feb. 8, 2013), available at: http://www.gfzr.com.cn/fina/2013-02-08/62129213.PDF.
342
343
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Companies

ZJ InnoPark, Wuhan East Lake HighTech Development Zone, OR Tianjin
Binhai High-Tech Industrial
Development Area.

Types of
Companies

Must be a high & new technology
enterprise.

No requirement for particular types of companies.

x The company must be a duly
incorporated joint stock company,
existing for at least two years;

x The company must be a duly incorporated joint
stock company, existing for at least two years;

x The company’s principal business
should be outstanding, and will
remain viable;
Qualifications
Required for
Eligible
Firms

x The company should have sound
corporate governance framework,
and operate in compliance with the
relevant laws and regulations;
x The issuance and transfer of its
stock should have been in
compliance with the relevant laws
and regulations; AND
x The company must be sponsored by
a chief agency broker, which should
also provide continuous tutoring to
the company after its quotation.
x In general, investors should be able
to identify and bear risks.

x The company should have clearly-defined
business, which should remain viable;
x The company should have sound corporate
governance framework, and operate in
compliance with the relevant laws and
regulations;
x The company should have clear equity structure;
and the issuance and transfer of its stock should
have been in compliance with the relevant laws
and regulations; AND
x The company must be sponsored by a chief
agency broker, which should also provide
continuous tutoring to the company after its
quotation.

x Qualified institutional investors, which include:
o Legal persons with at least RMB5 million
registered capital;

x Institutional investors, such as legal
persons, trusts, and partnerships,
etc.;

o Partnerships with at least RMB5 million paidup capital;

x Natural person investors can ONLY
trade the shares of their own
company. They include those
people:
Qualifications
Required for
Eligible
Investors

o Who have been the original
shareholders of a quoted
company already before its
quotation;
o Who have acquired the shares
through the company’s private
placement or stock compensation
plan; OR

o Collective trust plans, securities investment
funds, bank wealth management products,
asset management plans of securities
companies, as well as other financial products
or assets that are managed by financial
institutions or other institutions recognized by
the relevant supervisory authorities.
x Natural person investors, provided that they meet
ALL of the following requirements:
o As of the immediate preceding trading day, the
total market value of all securities assets
(excluding margin trading assets) under the
name of the investor should be no less than
RMB3 million; AND

o Who have acquired the shares
through inheritance or judicial
ruling.

o The investor should have at least two years of
experience in securities investment, or have
had the relevant education or training in areas
such as accounting, finance, investment, and
economics.
x In case a quoted firm conducts a private
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placement, the directors, supervisors, senior
officers, and key employees of the issuer.

Procedure
Required for
Quotation

Allowed
Share
Transfer
Mechanisms

Minimum
Trading Lot

x Beijing Municipal Government
must formally check and recognize
the qualifications of the company
before it can be quoted on the New
Third Board; AND

x A quotation application must first be examined
and approved by the National Equities Exchange
and Quotations Co., Ltd.; AND
x Also approved by the CSRC.

x The company’s quotation on the
New Third Board must also be filed
with the Securities Association of
China.
x Investors place order with securities
companies, which quote prices on
the quotation system in order to find
counterparties; OR

x Call auction;**
x Market making;** or
x Buyer and seller reaching an agreement.

x Buyer and seller reach an
agreement, which is submitted and
processed by the system to conclude
the transaction.
30,000 shares.

1000 shares.**

No specific regulations.

x A private placement should only target up to 35
potential new investors.
x A private placement generally should be
examined and approved by the CSRC. But before
that, the placement should have already been:
o Sponsored by a chief agency broker; and
o Examined and approved by the National
Equities Exchange and Quotations Co., Ltd..
x It is possible that the shares in one private
placement are issued in installments, provided
that:
o The first installment should be issued within
three months after the CSRC approval;

Private
Placements

o The remaining shares must be issued within 12
months thereafter; and
o The first installment must issue at least 50%
shares of the whole placement.
x A private placement can also be merely filed with
the CSRC post issuance, provided that:
o The total number of shareholders in the issuer
post issuance is less than 200; or
o The aggregate amount of capital raised from
private placement(s) for the past 12 months is
less than 20% of the issuer’s net assets.
Conditions
for
Suspending

The quotation of a firm should be
suspended when:

The quotation of a firm should be suspended when:

x The firm submits an application to

x The firm submits an application to the CSRC or
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Quotation

the CSRC for an IPO, then as of the
date of the CSRC accepting the
application and until the date when
the result of CSRC examination is
published; OR
x The firm has certain material
(contingent) issues which require
suspending its quotation, then until
the relevant approval is obtained or
contingency is removed; but in no
cases should the suspension last for
more than three months.

to an stock exchange for an IPO;
x There are material (contingent) issues requiring
consultation with the relevant authorities;
x Before the expected disclosure, the material
information is already hard to keep secret or is
disclosed; or there are rumors spreading around
about the quoted firm, which may materially
affect share transfer price;
x The firm applies to the NEEQ Co., Ltd. for
suspending its quotation;
x The firm fails to disclose its semi-annual or
annual report within the designated time window;
x The continuous tutoring agreement between the
firm and its chief agency broker is terminated;
OR
x The firm is about to dissolve, restructure, or
liquidate.

The quotation of a firm should be
terminated when:

The quotation of a firm should be terminated when:
x The firm is bankrupt and terminated;

x The firm is bankrupt;

x The firm’s IPO application is approved by the
CSRC or a stock exchange;

x The firm’s IPO application is
approved by the CSRC; OR
Conditions
for
Terminating
Quotation

x Beijing Municipal Government
approves the firm’s application for
quotation termination.

x NEEQ Co., Ltd. approves the firm’s application
for quotation termination;
x The firm fails to disclose its semi-annual or
annual report within the designated time window,
and still fails to make the disclosure within two
months thereafter; OR
x The continuous tutoring agreement between the
firm and its chief agency broker is terminated,
and the firm fails to enter into a new one with
another chief agency broker within three months
after the suspension of its quotation.

*

**

Summarized based on the New Third Board Measures (for the New Third Board), the NEEQ Business
Rules (for the NEEQ), the Measures for the Supervision and Administration of Non-listed Public
Companies (for the NEEQ), and the (Trial) Administrative Measures for Investor Eligibility of the
NEEQ (for the NEEQ).345
The new share trading mechanisms imported by the NEEQ, i.e., call auction, market making, as well as
the 1000 shares minimum trading lot, shall not be implemented until the system is technologically
upgraded. For the transition period before that, the NEEQ shall continue to use the old trading rules of
the New Third Board.346

From table 4.2 above, it is obvious that various important policy adjustments have been
put in place to improve liquidity in the new OTC market. Among other things, the NEEQ
Quanguo zhongxiao qiye gufen zhuanrang xitong touzizhe shidangxing guanli xize (shixing) [(Trial)
Administrative Measures for Investor Eligibility of the NEEQ] (promulgated by the NEEQ Co. Ltd., Feb. 8,
2013), available at: http://www.neeq.com.cn/flfg/xtgz/gfzr/gpgs/201302/P020130208604549659054.pdf.
346
Quanguo gufen zhuanrang xitong yewu zhidu tiaozheng duizhao biao [Table of the New and Adjusted
Business Rules of the NEEQ], THE NEEQ CO. LTD., Feb. 22, 2013, available at:
http://www.neeq.cc/xwdt/xwdt/201302/P020130222627410443391.pdf.
345
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significantly enlarges the pool of potential firms eligible for quotation, broadens the investor
base, and also offers various additional mechanisms to boost share transfers. Moreover, the
NEEQ also manages to lay out a number of provisions that were either missing or still
primitive in the New Third Board Measures, such as those for private placements, and
suspension and termination of quotation. While these regulatory changes are doubtlessly
positive, the NEEQ is still very, if not more, strictly watched and controlled by the
government. For the most part, this is because the NEEQ Co., Ltd., which is specifically
created to exercise the SAC’s role in the former New Third Board, as well as all the business
activities taking place on the NEEQ and the market participants there, are explicitly subjected
under the general supervision and regulation of the CSRC.347 To be more specific, the CSRC
approves the articles of association of the NEEQ Co., Ltd.,348 and nominates its chairman,
vice chairman, chairman of supervisory board, and senior officers.349 Moreover, NEEQ Co.,
Ltd. must also seek the CSRC approval for the various business rules (including any
amendments thereto) that it makes for the NEEQ, 350 as well as for adopting new share
transfer mechanisms or launching quotations of new kinds of securities.351
In addition to the overreaching influence from the CSRC, the regulatory power of NEEQ
Co., Ltd. itself is also both broadened and strengthened relative to the SAC despite that they
are both labeled as “self-regulatory institutions”. 352 While the SAC could only directly
regulate its members (i.e., securities companies and other relevant firms that practice
securities related business) and not quoted firms,353 the power of NEEQ Co., Ltd. can reach
all quoted firms, and their directors, supervisors, senior officers, shareholders, de facto
controlling shareholders, chief agency brokers, accounting firms, law firms, other securities
services institutions and their personnel, as well as all investors.354 In addition, NEEQ Co.,
Ltd. is particularly powerful thanks to the “database of securities and futures market credit
files”.355 If a market participant fails to comply with the relevant rules of the NEEQ, such
breach or non-compliance will, together with the sanctions of NEEQ Co., Ltd., end up being
recorded into its credit file.356 Given that the credit files of securities market participants are
collected and saved into a nationwide database created by the CSRC,357 and that the access to
that database is made available either directly to the public or upon application (depending on
the content of credit files), 358 the sanctions of NEEQ Co., Ltd. may trigger tremendous
reputational aftermath, thus can effectively discipline the participants in the NEEQ market.

347
Quanguo zhongxiao qiye gufen zhuanrang xitong youxian zeren gongsi guanli zanxing banfa [Tentative
Administrative Measures for the NEEQ Co., Ltd.] (promulgated by the CSRC, Jan. 31, 2013), available at:
http://www.neeq.com.cn/flfg/bmgz/201302/t20130207_407175.htm, art. 7.
348
Id., art. 15.
349
Id., art. 17.
350
Id., art. 9.
351
Id., art. 10.
352
Id., art. 4.
353
See supra notes 154-159 and the accompanying text.
354
The NEEQ Business Rules, supra note 343, art. 1.4.
355
Zhengquan qihuo shichang chengxin jiandu guanli zanxing banfa [Interim Measures for the Supervision and
Administration of Integrity in the Securities and Futures Markets] (promulgated by the CSRC, July 25, 2012),
LAWINFOCHINA, available at: www.lawinfochina.com, art. 2.
356
The NEEQ Business Rules, supra note 343, arts. 6.2 – 6.6.
357
Zhengquan qihuo shichang chengxin jiandu guanli zanxing banfa [Interim Measures for the Supervision and
Administration of Integrity in the Securities and Futures Markets] (promulgated by the CSRC, July 25, 2012),
LAWINFOCHINA, available at: www.lawinfochina.com, art. 2.
358
Id., arts. 14 & 15.
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The high level of governmental control in the NEEQ is also reflected in its way of
admitting firms for quotation. Rather than abandoning the SAC’s power of objecting to
potential firms’ pre-quotation filing applications, which was already exercised in a highly
substantive and strict manner, the NEEQ goes even one step further by explicitly requiring all
firms seeking quotation to apply for double approvals from both the CSRC and NEEQ Co.,
Ltd.. 359 To that end, the CSRC will examine the corporate governance and information
disclosure of an applying firm;360 and the chief agency broker of the firm should be ready to
communicate with NEEQ Co., Ltd. and answer its questions, as well as to conduct due
diligence and verify certain issues according to its directions.361 Correspondingly, because the
CSRC has already examined and issued its approval for a firm’s application to quote on the
NEEQ, there is no need for a NEEQ-quoted firm to go through the IPO examination and
approval process with the CSRC again. Instead, it can directly submit the listing application to
the stock exchange where it wishes to list its shares.362 Such provisions effectively open up
the possibility for firms quoted on the NEEQ to conduct the so-called “board shift”, provided
that they also meet the listing requirements of the targeted stock exchanges.
By such a regulatory design, the NEEQ effectively follows the steps of the Main Board
and the Second Board, where the admission into a stock exchange is only possible when the
applying firm is both able to meet the listing requirements of the exchange it intends to go to,
and survive the IPO examination and approval by the CSRC. If any different, it is that for a
firm seeking public listing, it must only apply to a stock exchange with the CSRC approval
already in hands. 363 In that context, it is the accepted wisdom that the CSRC plays the
decisive role. After it grants an approval to an applying firm for issuing shares to the public,
the relevant stock exchange will simply conduct a “formal check” of its listing eligibility,364

The NEEQ Business Rules, supra note 343, arts. 2.2 – 2.4.
Measures for the Supervision and Administration of Non-listed Public Companies, supra note 129, art. 34.
361
Quanguo zhongxiao qiye gufen zhuanrang xitong zhuban quanshang tuijian yewu guiding (shixing) [(Trial)
Business Rules for Chief Agency Brokers Sponsoring Firms to Quote on the NEEQ] (promulgated by the NEEQ,
Feb. 8, 2013), available at: http://www.neeq.com.cn/flfg/xtgz/gfzr/gpgs/201302/P020130218564120229722.pdf,
art. 37.
362
The NEEQ Business Rules, supra note 343, arts. 4.5.1 (stipulating that one of the circumstances where a
firm’s NEEQ quotation will be terminated is when “the CSRC approves its IPO application, OR a stock
exchange”). See also Xie Geng xiangjie quanguo gu zhuan xitong guize zhuanban wuxu faxing shenhe [Xie Geng
explains the NEEQ rules: no IPO examination and approval needed for “board shift”], SHANGHAI ZHENGQUAN
BAO [SHANGHAI SECURITIES NEWS], Feb. 23, 2013, available at: http://www.chinadaily.com.cn/hqcj/fxpl/201302-23/content_8330660.html (where Mr. Xie Geng, the general manager of NEEQ Co., Ltd., points out that if a
firm is already approved by the CSRC to publicly transfer its shares (on the NEEQ), it can directly apply for
listing on a stock exchange provided that it satisfies the listing requirements there.)
363
For Shanghai Stock Exchange, see Shanghai zhengquan jiaoyisuo gupiao shangshi guize (2012) [Rules for
Listing Shares on Shanghai Stock Exchange (2012)] (promulgated by Shanghai Stock Exchange, July 7, 2012),
available at: http://edu.sse.com.cn/cs/zhs/xxfw/flgz/rules/sserules/sseruler20120707a.html, art. 5.1.2; for
Shenzhen Stock Exchange (including the ChiNext), see Shenzhen zhengquan jiaoyisuo shouci gongka faxing
gupiao faxing yu shangshi zhinan [Guidelines for Offering and Listing Shares in a Shenzhen Stock Exchange
IPO], SHENZHEN STOCK EXCHANGE, Jan. 28, 2013, available at:
http://www.szse.cn/main/rule/bsywgz/39744201.shtmlhttp://www.szse.cn/main/rule/jysywgz/11197.sh
tml, Section 4.1.
364
Lu Yi, Faxing yu shangshi jianguanquan de fenfen hehe [The Marriages and Divorces of the Supervision
Powers of Offerings and Listings], FTCHINSE.COM, Feb. 4, 2012, http://www.ftchinese.com/story/001043143
(claiming that the current reality in China is that Shanghai and Shenzhen stock exchanges are actually seen by
the market as two local branches of the CSRC. Once a firm is approved by the CSRC to offer shares, what the
stock exchanges do is simply arranging the firm to list according to the sequence, timing, and rhythm already set
by the CSRC).
359
360
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and the firm will always end up getting listed.365 In contrast, for a firm seeking quotation on
the NEEQ, it is the examination of NEEQ Co., Ltd. that precedes the CSRC approval. To be
more precise, the CSRC opens a counter at the NEEQ to accept quotation applications, and
shall decide whether to grant an approval on the basis of the decision of NEEQ Co., Ltd..366
Given that the NEEQ is still a brand new market, it is too early to judge at this stage how
NEEQ Co., Ltd. and the CSRC are going to cooperate with each other in terms of exercising
their powers of admitting firms into it. Even if one understands the sequential order of
approvals as a signal of the CSRC tending to play a lighter regulatory role in the NEEQ, it
still remains to be seen to what extent will the CSRC default to the decision of NEEQ Co.,
Ltd., and how strictly is NEEQ Co., Ltd. going to exercise its examination powers in the first
place.
Note that, the enactment of the Measures for the Supervision and Administration of Nonlisted Public Companies, coupled with the later creation of the NEEQ and the designation of
the CSRC as one of its regulatory authorities, fundamentally serve one purpose: to include the
firms quoted on this OTC market into the regulatory framework for public companies.367 As a
result, the CSRC only needs to examine and approve one firm once, regardless in which
venue it wishes to first enable public transfers of its shares – the Main Board, the Second
Board, or the NEEQ. In this sense, while the prospects of board shift would require more time
to be properly judged, it is already clear that the decisive factor here is the role of the
CSRC.368 If the CSRC is going to act equally tough as it does with IPO examinations,369 one
may seriously question the competitive attractiveness of the NEEQ as an exit venue to SMEs.
In that case, the NEEQ will simply be, as argued before, turned into a mini version of the
other bigger public stock exchanges, resulting in its embedded advantages being largely
erased by the great difficulty in accessing the market in the first place. If quoting shares on a
smaller secondary OTC market is effectively the same difficult as floating on a formal stock
exchange, it would certainly be more logical for a firm to wait for a few years longer for an
IPO and public listing, unless it has immediate liquidity needs which must already be relieved
on the NEEQ. Following this line of reasoning, the opportunity of the so-called “board shift”
would also be less attractive, because the only reason for exempting NEEQ-quoted firms from
365
Miu Yinzhi, Lun zhengquan jiaoyisuo jingzheng yu jianguan de guanxi jiqi dingwei [A Thesis on Balancing
the Relationship between the Competition and Supervision of Stock Exchanges], ARTICLE.CHINALAWINFO.COM,
http://article.chinalawinfo.com/Article_Detail.asp?ArticleId=48714 (2009) (pointing out that “once the CSRC
approves the shares of a firm to be offered to the public, it is impossible for a stock exchange to refuse listing
them.”).
366
Quanguo zhongxiao qiye gufen zhuanrang xitong yewu zhidu jiedu [Interpretation of the NEEQ Business
Rules], National Equities Exchange and Quotations, Feb. 22, 2013, available at:
http://www.neeq.com.cn/xwdt/xwdt/201302/t20130222_410520.htm (appendix 1), at 6-7.
367
Quanguo gufen zhuanrang xitong zhuanti xilie (1-4) [Topics about the NEEQ (series 1-4)], CSRC,
http://www.csrc.gov.cn/pub/shanxidong/xxfw/tzzsyd/201308/t20130820_232840.htm, topic 1.3 (pointing out
that firms quoted on the NEEQ are non-listed public companies, which are brought under the uniform
supervision of the CSRC by virtue of China’s Securities Law and the Measures for the Supervision and
Administration of Non-listed Public Companies).
368
Indeed, the quotation requirements for the NEEQ are much lower than the listing requirements for the Main
Board and the Second Board; however, this does not necessarily imply that the room for the CSRC to exercise its
powers is also correspondingly less. On the contrary, qualitative requirements such as that the applying company
should have “clearly-defined business, which should remain viable”; “sound corporate governance framework”,
and “clear equity structure” (see table 4.2) can arguably leave considerable room for approving authorities to use
their discretion in selecting firms for quotation.
369
The CSRC can do so by directly conducting strict examination itself; or it can also achieve the purpose
indirectly, i.e., by having the NEEQ Co., Ltd. carrying out the stringent examination, and simply defaulting to its
decisions later on.
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the CSRC examination when applying for IPO is that they have already been through that
process somewhere earlier. Therefore, the board shift does not really remove the strict
regulatory examination from the picture, but simply moves it from one place to another.
In contrast, if the CSRC chooses to, either directly or indirectly, conduct the quotation
examination in a rather loose manner and enable more potential firms to quote on the NEEQ,
the attractiveness of both the market and the potential possibility of board shift will be
considerably enhanced. For a firm quoted on the NEEQ and aiming for an IPO, the possibility
of directly shifting boards can be a significant competitive advantage relative to a non-quoted
firm, in that it is effectively exempted from the notoriously difficult IPO examination process
with the CSRC, and can directly be listed provided that it meets the listing requirements of the
relevant exchange. The potential concern here, however, is that such practice will create
inconsistency within the system, unless the CSRC also loosens its examination of direct IPO
applications. Otherwise, firms with equal qualifications would be subjected to different levels
of regulatory scrutiny and thus very likely to bear completely opposite results. It would be
unfair, especially when all that is simply because some of them chose to quote their shares on
a public platform earlier while some of them did not. Therefore, it still remains to be seen
how the CSRC is going to play its part and deal with these issues in the post-NEEQ Chinese
stock market. Given that the access to public liquidity in China has always been directly and
strictly controlled by the government since the birth of its first stock market in Shanghai in
1990,370 it is reasonable to doubt that the opening of a national OTC market for SMEs will be
powerful enough to trigger a reform and crack open such tradition. Until then, the board shift
is unlikely to be really meaningful given its intrinsic incompatibility with the system.
Although it is too early to expect this newly created market to bring about fundamental
reforms on the regulatory level, there are still reasons to believe that the NEEQ will do better
than the New Third Board. To say the least, the sheer number of potential eligible SMEs all
over China is already going to significantly broaden up the market relative to its predecessor,
even with strict regulatory scrutiny in place. Such, coupled with the increased variety of
trading mechanisms and investors, will help to push up the liquidity of the market. For firms
that are not yet able to directly list on public stock exchanges but need interim liquidity
already, the NEEQ still serves as a platform to achieve the purpose, provided that they can
survive the regulatory scrutiny and be quoted there first.
V.

CONCLUSION

Exit is of great importance in the venture capital cycle, in that it offers liquidity to both
entrepreneurs and venture capitalists, and thus provides a key incentive for innovation and
entrepreneurship to continue and prosper. Although IPO is long considered by venture
capitalists as the best route towards exit, most of VC-financed firms actually cannot reach that
point and must settle with the second best – trade sales. In particular, given that the IPO
market is largely drained in recent years especially for SMEs, while trade sales alone are not
enough to support the smooth running of the VC cycle, an interim exit venue then becomes
important to fill the liquidity gap. Against such background, secondary markets for the sale of
Frank Song, The Development of the Chinese Stock Markets (May 2002) (unpublished manuscript), available
at:
http://www.sef.hku.hk/ccfr/workingpaper/The%20Development%20of%20Chinese%20Stock%20Markets%200
51202.doc, page 3 (summarizing the history of China’s two stock markets) and pages 8-9 (sketching the major
laws and regulations governing China’s securities markets before and after 1992, when the CSRC was
established and started to act as the official securities regulator in China).
370
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individual ownership interests have emerged to offer private start-ups as well as their VC
investors with the opportunity to manage their liquidity prior to IPO.
Given that China’s IPO market is subject to strict regulatory scrutiny from the government,
which makes the access to public liquidity particularly difficult for non-politically connected
SMEs, the New Third Board was created in 2006 to facilitate the share transfer and
fundraising of non-listed companies. Because firms quoted on the New Third Board could
both trade their issued and outstanding shares and also raise new capital through capital
increase private placements, theoretically the market could be attractive both as an interim
exit venue for original shareholders to obtain liquidity, and also as a platform for new
investors to have easy access to pre-IPO shares. Based on a sample consisting of a total of 102
firms that have been quoted on the New Third Board from January 23, 2006 to December 31,
2011, this paper examines the entries and exits of venture capitalists investing in this market.
In general, the data show that VCs were much more likely to increase than decrease their
ownership on the New Third Board – there have been 128 times increases in contrast to 45
times of decreases. In particular, VCs actively took the opportunities of subscribing new
shares issued in capital increases to increase their ownership (54 out of the 128 times). Out of
the total 85 VCs that invested in the 102 firms, 33 were already with the firms as of first
quotation, 39 VCs subscribed new shares in capital increases, 33 VCs bought shares from
existing shareholders, while only 11 exited.
As such, it can be concluded that as a really thin market, the New Third Board could
hardly qualify as an effective venue for venture capitalists to exit invested firms. In particular,
this is reinforced by the finding that the New Third Board failed to offer the opportunity of
exit early enough – on average, the incorporation-quotation gap for a quoted firm was 7.6
years, which was not considerably smaller when compared to the 10-year gap for ChiNext. As
such, for the purposes of strengthening the role of the New Third Board in promoting exit in
China’s VC cycle, a key task facing the policy makers was that the market should be
improved in such a way to increase its scale and more essentially, its liquidity. To that end,
this paper argues that the most essential reform to be adopted by the New Third Board is that
the SAC, being the rule maker and watchdog of the market, should loosen its control in terms
of selecting firms for quotation. By doing so, more firms, particularly younger firms, will be
able to quote their shares on the market, so that liquidity will be available to investors both at
an earlier stage and also at a higher level, thus making them more willing to exit instead of
waiting for the ultimate IPO. Correspondingly, the New Third Board should also broaden the
base of potential investors by setting certain standards to allow natural persons to invest in
quoted firms. Comparatively, other often proposed policy recommendations, such as
importing market makers into the New Third Board, is rather a side reform that would only
work best when there are more market participants both on the supply and demand sides in
the first place.
From February 2013, the National Equities Exchange and Quotations replaced the New
Third Board to become the official nationwide OTC market of China. Relative to its
predecessor, the NEEQ has significantly enlarged the pool of potential firms eligible for
quotation, broadened the investor base, and also offered various additional mechanisms such
as market making and call auctions to boost share transfers. While these regulatory changes
are doubtlessly positive, and are already enough to ensure that the NEEQ shall perform better
than its predecessor, this brand new market is still very, if not more, strictly watched and
controlled by the government. Firms quoted there are included into the regulatory framework
for public companies, meaning that they must obtain double approvals from both the NEEQ
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itself and also the CSRC in order to access the market. Although such regulatory reform
effectively opens up the possibility for future board shift, it still remains to be seen how that
will work out in practice, depending on how the relevant regulatory authorities are going to
play their roles – not only in this brand new OTC market, but also in China’s stock market as
a whole. For now, it is generally reasonable to argue that for those SMEs that are not yet able
to directly list on public stock exchanges but need interim liquidity already, the NEEQ does
serve as a platform to achieve the purpose and thus play a role in China’s VC cycle, as long as
these firms can survive the regulatory scrutiny and be quoted there first.
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CHAPTER V
STATE AS AN ENTREPRENEUR: A STUDY OF THE INVESTMENT
CONTRACTUAL TERMS AND LEVEL OF CONTROL OF CHINA’S SOVEREIGN
WEALTH FUND IN ITS PORTFOLIO FIRMS

Abstract
In recent years, the increasing cross-border investments by sovereign wealth funds have
aroused high profile controversies, particularly over the strategic motives behind them and
the potential control they could exert over target firms. Using a hand-collected dataset
consisting of 51 M&As, 5 JVs and 23 fund investments made by China Investment
Corporation from 2007 to the end of 2013, this paper analyzes important direct control rights,
such as level of ownership and voting rights, as well as director nomination and board
representation, of CIC in its target firms. It is found that while CIC usually holds significant
but non-controlling equity stakes in its targets, its voting rights are often restricted in the
investment contracts with them; and it is a rule rather than exception that CIC is generally
not represented in targets’ boards. Except for one Chinese company in which CIC is the
second largest shareholder, there is no evidence of CIC pursuing shareholder activism by
exercising its voting rights or bringing up proposals, neither in shareholder or board
meetings of the portfolio companies.
Although CIC does not seem to have actively exercised its formal control rights, a further
examination of the related business dealings happened pre-and-post CIC investments across
the networks of CIC and its targets suggests that practically, it is often not necessary for CIC
to possess or use formal corporate governance tools to exert control over them. Rather, there
are plenty of opportunities where CIC could still extract indirect private control benefits by
virtue of the long-term post-investment relationships with the target firms. These findings
question the necessity and efficacy of regulatory proposals forcing SWFs to remain passive in
the corporate governance realm by, for example, asking them to suspend their voting rights.
Countries hosting SWF investments should thus consider carefully before directing any new
regulation at SWFs as a particular group of investors, and guard against those proposals
rushed out of short-term fad or political pressure, which may backfire for protectionism in the
long run.

INTRODUCTION
Although existed for more than a half century since the 1950s, sovereign wealth funds
(“SWFs”) have attracted worldwide interest only in recent years following their involvement
in some large-scale cross-border M&A activities and their major capital injections into certain
troubled financial institutions in developed countries in the financial crisis.1 While one must
admit that SWFs are becoming increasingly important players in the current international
monetary and financial system,2 the rise of significant inflows of government-owned capital
UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT (“UNCTAD”), WORLD INVESTMENT REPORT
2008: TRANSNATIONAL CORPORATIONS AND THE INFRASTRUCTURE CHALLENGE, at xvi, U.N. Sales No.
E.08.II.D.23 (2008).
2
International Monetary Fund, Sovereign Wealth Funds – A Work Agenda, Feb. 29, 2008, available at:
1
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has still aroused heated discussions among both the public and the politicians in recipient
countries, which have indicated mixed reactions towards the investments by SWFs, especially
those funds from emerging economies. 3 To begin with, the sheer volume of these
government-controlled funds, which is already so big for the world to view in awe, has also
been growing at an extremely rapid speed. As of 2012, SWFs were estimated to manage over
US$5.3 trillion worth of assets, 80% of which were in the hands of developing economies.4
Even during 2007-2011, a period spanning the global financial crisis and despite losses on
individual holdings, the total cumulative value of SWF assets rose at an annual rate of 10%,
compared with a 4% decline in the value of international banking assets. 5 Although the
cumulative foreign direct investment (“FDI”) by SWFs of US$127 billion remains somewhat
small compared to the total SWF assets under management,6 the potential ability of colossal
amount of funds to acquire block of shares in large and/or public listed firms that hold key
economic resources can still heighten the anxiety of host economies over their economic
interests and security. Moreover, the concerns that foreign-funded acquisitions do not add to
productive capacity and bring in new technologies but simply transfer ownership and control
from domestic to foreign hands7 can seem more reasonable now than ever, when the investors
from abroad are not merely commercial entities such as transnational corporations but foreign
governments which may have political incentives other than financial ones.8 To say the least,
it seems understandable to question whether governmental investors, especially those from
developing countries where an efficient corporate governance regime is generally not in place,
are able to manage the portfolio companies efficiently as experienced professional investment
managers and bring about good financial performance.9 More generally, the current Western
world certainly feels the difficulty in accepting a shift in the balance of power within the
global economy from their community of industrialized countries to new emerging market
giants.10 Many even believe that the re-emergence of the state will replace what was thought
to be a global political economy set on a trajectory of increasingly unfettered free markets.11
www.imf.org/external/np/pp/eng/2008/022908.pdf, at 4.
3
See UNCTAD, supra note 1, at 25.
4
UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT, WORLD INVESTMENT REPORT 2013: GLOBAL
VALUE CHAINS: INVESTMENT AND TRADE FOR DEVELOPMENT, at 10, U.N. Sales No. E.13.II.D.5 (2013).
5
UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT, WORLD INVESTMENT REPORT 2012: TOWARDS A
NEW GENERATION OF INVESTMENT POLICIES, 2012, at 13, U.N. Sales No. E.12.II.D.3 (2012).
6
See UNCTAD, supra note 4, at 10.
7
UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT WORLD INVESTMENT REPORT 2000: CROSSBORDER MERGERS AND ACQUISITIONS AND DEVELOPMENT, at 159, U.N. Sales No. E.00.II.D.20 (2000).
8
See Steffen Kern, Sovereign wealth funds – state investments on the rise, DEUTSCHE BANK RESEARCH, Sep. 10,
2007, available at: http://www.dbresearch.com/PROD/CIB_INTERNET_ENPROD/PROD0000000000215270.pdf (submitting that “little is known about the extent to which the management
of SWFs is independent in its investment decision with the aim of maximizing the return of the portfolio, or
whether the government on behalf of which the SWF operates actually intervenes, and whether such
interventions are in any way politically motivated.”).
9
See Shai Bernstein et al., The Investment Strategies of Sovereign Wealth Funds, 27 THE JOURNAL OF ECONOMIC
PERSPECTIVES 219, 223 (2013) (pointing out that “if sovereign wealth funds are run by politically connected but
financially inexperienced managers, we might expect that not only would they make poor choices in their home
and foreign investments, but would also display poorer stock-picking ability even looking solely at the
international portfolio of the fund.”). For example, an empirical research over publicly listed companies in China
shows that, firms with politically connected CEOs are more likely to show low degrees of professionalism, and
the accounting and stock return performance of these firms fall behind those without politically connected CEOs.
The reason for such differences, as they argue, is due to the fact that politicians may exploit companies under
their control for the purposes of fulfilling objectives that are not consistent with firm value maximization. See
Joseph P.H. Fan et al., Politically connected CEOs, corporate governance, and post-IPO performance of China’s
newly partially privatized firms, 84 JOURNAL OF FINANCIAL ECONOMICS 330, 353 (2007).
10
Philippe Gugler & Julien Chaisse, Sovereign Wealth Funds in the European Union: General Trust Despite
Concerns (World Trade Institute - NCCR Working Paper No 4/2009, 2009), available at: http://www.astrid-
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Faced with such concerns and doubts, it is certainly pertinent for the recipient countries to
carefully examine their existing regulatory framework and wisely determine the proper
regulatory response towards these controversial government-owned funds. Apparently, doing
so presumes a good understanding of the characteristics and strategies SWFs investments in
the first place; and in this respect, there is already a wave of empirical research burgeoning.12
Among other things, SWFs are compared with similar private institutional investors to unveil
how they differ in terms of selecting investment targets and affecting both short-term and
long-term firm performance.13 On a smaller scale, there are also studies that are not based on
broad datasets comprising of many SWFs but rather focus on certain particular SWFs or
recipient countries to discuss the relevant governance, investments, and regulatory issues in
more details. 14 However, neither of the two research lines has endeavored to examine the
specific contractual terms of SWF investments so far. A better knowledge of the terms of
SWF investment contacts is apparently important, as that offers a basis of understanding
whether SWFs are rather passive investors or indeed exert active control rights in their
portfolio companies as many worry about. To that end, contractual terms such as percentage
of equity stake acquired and the voting rights attached thereto, as well as director nomination
right and board representation, are highly relevant to decide the level of direct control by an
SWF investor. Additionally, it is also useful to look at the pre-and-post-investment business
activities happening across the networks of an SWF and its portfolio companies, which could
either be co-investment in a joint venture immediately afterwards, or more long-term
collaboration between the related firms in future business opportunities. Such business
activities can provide important supplemental knowledge, as merely looking into the contracts
may miss the larger picture of indirect and long-running influence SWFs can have over
portfolio firms.
There were some 70 SWFs globally as of 2012, 15 among which China Investment
Corporation (“CIC”) has certainly stood out as an attention magnet as soon as it was created
as the country’s official SWF in September 2007. 16 Recently became the second biggest
economy in the world, China is increasingly playing an important and influential role in the
global financial system.17 Being the 2nd largest FDI recipient (after the US) and the 3rd largest
online.it/Dossier--d1/Studi--ric/Archivio-21/NCCR_WP_4-2009.pdf, at 12.
11
Adam D Dixon & Ashby H B Monk, Rethinking the sovereign in sovereign wealth funds, 37 TRANSACTIONS OF
THE INSTITUTE OF BRITISH GEOGRAPHERS 104, 104 (2011).
12
Further discussed in Section I, infra.
13
Id.
14
See, for example, Paul Rose, Sovereign Investing and Corporate Governance: Evidence and Policy, 18
FORDHAM J. CORP. & FIN. L. 913 (2013) (discussing the domestic and external political and regulatory factors
that discourage SWF engagement in corporate governance in the United States, and suggesting how SWFs and
regulators can create the crucial “space” necessary for SWFs to provide appropriate stewardship over their equity
investments); Richard Heaney et al., Sovereign Wealth Fund Investment Decisions: Temasek Holdings, 36
AUSTRALIAN JOURNAL OF MANAGEMENT 109 (2011) (using a sample dataset of 150 publicly listed Singapore
firms over the period 2000-2004, this paper finds evidence suggesting that Temasek has a predisposition to invest
in firms that are relatively large and have few director block holders); and see also Larry Catá Becker, Sovereign
Wealth Funds as Regulatory Chameleons: The Norwegian Sovereign Wealth Funds and Public Global
Governance Through Private Global Investment, 41 GEORGETOWN JOURNAL OF INTERNATIONAL LAW 101 (2009)
(discussing, based on a case study of the Norwegian Government Pension Fund – Global, the complexities of any
simpleminded regulatory approach to the regulation of sovereign wealth funds).
15
See UNCTAD, supra note 4, at 10.
16
Overview, CHINA INVESTMENT CORPORATION, http://www.chinainv.cn/cicen/about_cic/aboutcic_overview.html.
17
China Overview, THE WORLD BANK, http://www.worldbank.org/en/country/china/overview.
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FDI investor (after the US and Japan) globally,18 and with its world-largest and continuouslypiling-up foreign exchange reserves hitting new record high at almost US$3.5 trillion as of
June 2013,19 it is no doubt that China’s position as a powerful major outward investor is being
rapidly and repeatedly reinforced. Against such background, it is reasonable to assert that
discussions about China are of particular importance under the topic of sovereign wealth
investments, and systematic research of the contractual terms of CIC’s investment
transactions will surely expose important information on the investment characteristics and
strategies of the fund. While previous research has already made efforts to assemble a
chronicle of all CIC’s investments, 20 the most comprehensive of which being the China
Global Investment Tracker of the Heritage Foundation,21 their lists usually do not reveal much
more transactional information than the amount of investments and the percentages of equity
stakes purchased. Certain transactions have been discussed in more details just because they
were somehow more “high-profiled” and thus more heavily covered by the media; but there
still has not been a relatively complete dataset of the contractual terms of CIC investment
agreements yet. As such, this research is motivated.
Compiling a hand-collected dataset of all CIC investment transactions from 2007 to the
end of 2013, which altogether includes 51 M&As, 5 joint ventures, and 23 investments into
other investment funds,22 this paper provides the very first empirical study of the contractual
terms of these investment agreements. It is found that CIC usually holds significant but noncontrolling equity stakes, concentrating on the range of 5% to 20%, thus making it the largest
or one of the largest block holders of the companies. In contrast to such big equity blocks that
they hold, CIC’s voting rights, to the extent the relevant information is available, are often
restricted in the investment contracts it entered into with their targets. In terms of board
representation, CIC does not have any seat in the boards of 29 non-fund and non-JV targets,
while only has installed directors in 9 targets. It is worth noting that, CIC’s absence in target
boards is often not because of its small shareholding or the existence of absolute controlling
shareholder(s) there; rather, in many cases, CIC is among the biggest shareholders and/or was
vested with the right to nominate director(s) explicitly by the investment agreements. Except
for SMIC, a Chinese company in which CIC is the second largest shareholder, there is no
evidence of CIC pursuing shareholder activism by exercising its voting rights or bringing up
proposals, neither in shareholder or board meetings of its portfolio companies. Although CIC
See UNCTAD, supra note 4, at 3 & 6.
See The Scale of China’s Foreign Exchange Reserves (December 1999-June 2013), PEOPLE’S BANK OF CHINA,
available at:
http://www.safe.gov.cn/wps/portal/!ut/p/c5/04_SB8K8xLLM9MSSzPy8xBz9CP0os3gPZxdnX293QwP30FAnA
8_AEBc3C1NjIxMjA6B8JE55dzMDArrDQfbhVhFsjFcebD5I3gAHcDTQ9_PIz03VL8iNMMgMSFcEAP5jfwo
!/dl3/d3/L2dJQSEvUUt3QS9ZQnZ3LzZfSENEQ01LRzEwT085RTBJNkE1U1NDRzNMTDQ!/?WCM_GLOB
AL_CONTEXT=/wps/wcm/connect/safe_web_store/state+administration+of+foreign+exchange/data+and+statis
tics/forex+reserves/bb4353804c420bf6aa0aaefd3fd7c3dc..
20
See, e.g., IACOB N. KOCH-WESER & OWEN D. HAACKE, U.S,-CHINA ECONOMIC AND SECURITY REVIEW
COMMISSION, CHINA INVESTMENT CORPORATION: RECENT DEVELOPMENT IN PERFORMANCE, STRATEGY, AND
GOVERNANCE 6 (2013), available at:
http://origin.www.uscc.gov/sites/default/files/Research/China%20Investment%20Corporation_Staff%20Report_
0.pdf, at 50-52; see also Gordon L. Clark & Ashby H. B. Monk, Nation-State Legitimacy, Trade, and the China
Investment Corporation (March 2010) (unpublished manuscript), available at: http://ssrn.com/abstract=1582647,
at 31.
21
China Global Investment Tracker, THE HERITAGE FOUNDATION,
http://www.heritage.org/research/projects/china-global-investment-tracker-interactive-map. Note that, this
dataset is intended to cover large Chinese outward investments, regardless they have been made by governmental
agencies, state-owned enterprises, private firms, or the sovereign wealth fund. As such, investments done by CIC
are only a part of the dataset.
22
Further discussed in Section III, infra.
18
19
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does not seem to have actively exercised much of its formal control mechanisms, the fact that
it is a cash-rich investor and is often among the shareholders with largest economic ownership
in the portfolio companies, combined with its profound connections with the Chinese
government which plays an overarching role in China’s economy, makes it a powerful
business partner for firms wish to pursue future cooperation and co-investment projects, and
firms that wish to enter and grow in the Chinese market. Because the target firms cannot
easily afford losing such an important investor and business partner, there are plenty of
opportunities that CIC could extract indirect private control benefits from them in the longterm post-investment relationships. These findings show that, forcing SWFs to remain passive
in the corporate governance realm by, for example, asking them to suspend their voting rights
may not be entirely needed or helpful. Rather, the regulators of countries hosting SWF
investments should carefully consider the necessity and level of any proposed regulation
directing to SWFs as a particular type of investors, which should be weighed against the
volume, performance and effect of the investments in the first place.
This paper is structured as follows. Section I briefly reviews the relevant literature on
SWFs, with a focus on those that discuss their investment characteristics and strategies.
Section II describes CIC and in particular its connections with the Chinese government.
Section III presents and analyzes the data of all CIC investments from 2007 to 2013, and
Section IV concludes.
I.

AN OVERVIEW OF SOVEREIGN WEALTH FUNDS

As a descriptive term, “sovereign wealth funds” refers to the investment funds owned or
managed by state governments. According to the Santiago Principles,23 a set of voluntary best
practice guidelines generally accepted by 26 SWFs in 2008, 24 SWFs are special purpose
investment funds or arrangements owned by the general government, which are commonly
established out of balance of payments surpluses, official foreign currency operations, the
proceeds of privatizations, fiscal surpluses, and/or receipts resulting from commodity
exports.25 When compared to other major institutional investor types, SWFs possess important
similarities with both pension funds and hedge funds.26 As for pension funds, the similarity
lies principally in that both have long-term investment horizons, feeling less the need to invest
only in highly liquid securities; and both have demonstrated the preference for diversifying
across multiple investment categories. Like hedge funds, SWFs are also stand-alone,
unregulated pools of capital, managed by investment professionals to purchase large
ownership stakes in foreign companies.27 Because they both lie outside the traditional banking
system, many critics argue that SWFs are not sufficiently transparent.28 Unlike pension funds
or hedge funds, however, SWFs seem to face numerous severe restrictions on the monitoring
and/or disciplinary role they can realistically play, at least regarding their cross-border
investments in listed companies. This is largely because any posture they take other than
being purely passive investors might generate political pressure or a regulatory backlash from
INT’L WORKING GRP. OF SOVEREIGN WEALTH FUNDS, SOVEREIGN WEALTH FUNDS: GENERALLY ACCEPTED
PRINCIPLES AND PRACTICES-“SANTIAGO PRINCIPLES” app. 1, at 27 (2008), available at: http://www.iwgswf.org/pubs/eng/santiagoprinciples.pdf.
24
Id., at 5.
25
Id., at 27.
26
Bernardo Bertolotti et al., Sovereign Wealth Funds Investment Patterns and Performance (FEEM Note di
Lavaro Working Paper 2009.022, 2009), available at:
http://www.feem.it/getpage.aspx?id=1880&sez=Publications&padre=73, at 3.
27
Id.
28
See KOCH-WESER & HAACKE, supra note 20, at 6.
23
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recipient country government. 29 The potential concerns that are involved in SWF-financed
cross-border investments will be discussed in more details in Section 1.3 below, but before
that a brief review of the statistics of historical SWF FDI and the relevant empirical research
findings about SWF investments are provided in sections 1.1 and 1.2, respectively.
1.1

Cross-Border Investments by SWFs
FIGURE 1.1.A: ANNUAL AND CUMULATIVE VALUE OF FDI BY SWFS, 2000–2012
(IN US$ BILLIONS)

Source: UNCTAD (2013). Data include value of flows for both cross-border M&As and greenfield FDI
projects and only investments by SWFs which are the sole and immediate investors. Data do not include
investments made by entities established by SWFs or those made jointly with other investors.30

Figure 1.1.A above plots the cross-border FDI flows financed by SWFs from the
beginning of the new millennium to year 2012. For the past decade of 2003-2012, crossborder M&As accounted for 89% of total SWF FDI, reflecting their position as strategic
investment funds, in contrast to the fact that around 70% of the global FDI has been done
through greenfield projects. 31 More specifically, the sharp growth of SWF-financed FDI
began to be observed as from 2005, fueled by the higher export surpluses in merchandise
trade and the rising incomes from the export of oil and other natural resources that generated
rapidly growing foreign-exchange reserves for SWFs. 32 These funds caught international
attention when they actively invested in many large financial service companies in the US and
the EU that were seeking new investors during financial market in 2007 to refresh their
capital base. 33 However, as the crisis proceeded into a global economic downturn, the
worldwide slump in stock prices led to large book asset value losses in SWFs’ investments in

Bertolotti et al., supra note 26, at 3.
See UNCTAD, supra note 4, at 11.
31
Id.
32
UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT, WORLD INVESTMENT REPORT 2009:
TRANSNATIONAL CORPORATIONS, AGRICULTURAL PRODUCTION AND DEVELOPMENT, at 27, U.N. Sales No.
E.09.II.D.15 (2009).
33
See UNCTAD, supra note 1, at 23.
29
30
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2008 and 2009,34 which are not immediately visible in Figure 1.1 as SWFs are generally longterm investors and have less need for liquidity and the losses were not directly realized.35 This
being said, the total SWF-sponsored FDI in 2010 showed a significant drop from 2009, a
considerable deviation from the trend of SWFs becoming more active foreign direct investors
that started in 2005. 36 Severely bitten by the crisis and being uncertain about the global
financial environment,37 the low appetite of SWFs for direct investments continued into 2011,
which only returned in 2012 where the SWF FDI flows doubled the previous year at US$20
billion. The cumulative value of FDI by SWFs during the period 2000-2012 reached at
US$127 billion; but that was only a small part as a proportion of total US$5.3 trillion of SWF
assets under management as of 2012.38 Figure 1.1.B below presents the breakdown of such
US$127 billion investments, in terms of which regions and sectors they have gone to. It can
be seen that strategically, the majority of SWF investment through FDI targets the services
sector (70.4%), and in particular finance (16.8%), real estate (15.4%), utilities (8.8%) and
construction (2.6%).39 With respect to geographical distribution, the majority of SWF FDI
was allocated to developed economies, primarily in Europe (42.9%) and the US (14.3%);
while the share of SWF FDI to developing and transition countries was only 23%, which has
been in constant decline from its high of over 30% in 2008.40
FIGURE 1.1.B: FDI BY SWFS, CUMULATIVE VALUE, BY REGION AND BY SECTOR / INDUSTRY
(AS OF 2012)

Source: UNCTAD (2013).41

See UNCTAD, supra note 32, at 27.
UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT, WORLD INVESTMENT REPORT 2010: INVESTING
IN A LOW-CARBON ECONOMY, at 13, U.N. Sales No. E.10.II.D.2 (2010).
36
UNITED NATIONS CONFERENCE ON TRADE AND DEVELOPMENT, WORLD INVESTMENT REPORT 2011: NONEQUITY MODES OF INTERNATIONAL PRODUCTION AND DEVELOPMENT, at 14, U.N. Sales No. E.11.II.D.2 (2011).
37
Id. (pointing out that “the low appetite for direct investments in 2010 can be traced back to the exceptionally
uncertain global financial environment of previous years”).
38
See UNCTAD, supra note 4, at 10.
39
Id., at 11.
40
Id., at 12.
41
Id., at 11.
34
35
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An important point to be noted about SWFs is that they are for the most part portfolio
investors, with only a small proportion of their investment value in the form of FDI. For
example, FDI accounted for less than 5% of SWF assets under management and less than 1%
of global FDI stock42 in 2011.43 While foreign direct investment is defined as an investment
involving a long-term relationship and reflecting a lasting interest and control by a resident
entity in one economy in an enterprise resident in an economy other than that of the foreign
direct investor,44 the cross-border acquisitions by SWFs normally constitute ownership shares
of less than 10%, which is the threshold for an investment to be classified as FDI.45 Moreover,
in addition to directly investing in government bonds and stocks, SWFs also allocate
significant amount of their capital into alternative asset management industries. For example,
in 2010 SWFs directed about one-third of their FDI to acquire shares of or inject capital into
private equity funds and other funds, resulting from their aggravated concerns about the
uncertainty of the global financial market for the previous years.46 Figure 1.1.C below shows
the proportion of sovereign wealth fund investors that allocate capital to various asset classes
in 2012 and 2013. Generally, over a half of the SWFs have invested in private equity funds
and more than 30% of them have invested in hedge funds in both years; while the
overwhelming majority of the investors directed their capital to public equities and fixed
income products. In particular, it is noted that newer SWFs tend not to put much capital into
alternative investments, such as hedge funds and private equity funds, for a few years as they
build up their investment teams and accumulate assets; when they would rather focus on
investments in traditional funds, and equities and fixed income securities.47
FIGURE 1.1.C: PROPORTION OF SOVEREIGN WEALTH FUNDS INVESTING IN EACH ASSET CLASS
(2012 VS. 2013)

FDI stock is the value of the share of their capital and reserves (including retained profits) attributable to the
parent enterprise, plus the net indebtedness of affiliates to the parent enterprise. See UNCTAD, supra note 1, at
249.
43
See UNCTAD, supra note 5, at 13.
44
See UNCTAD, supra note 1, at 249.
45
Id., at 21.
46
See UNCTAD, supra note 37.
47
PREQIN, THE 2014 PREQIN SOVEREIGN WEALTH FUND REVIEW (2013), available at:
https://www.preqin.com/docs/samples/2014_Preqin_Sovereign_Wealth_Fund_Review_Sample_Pages.pdf?rnd=1,
at 2.
42
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Source: Preqin (2013).48

1.2

Review of Literature on SWF Investment Characteristics and Strategies

Alongside the heightened debates on SWFs and their investments among media and
regulators, (empirical) academic research is also burgeoning, which enables enhanced
understanding of the behavior and performance of SWFs and provides valuable insights into
their impact on financial markets. To start with, SWFs have a short-term positive impact on
target firm performance with varying impacts in a longer-term window. The short-term
response is generally consistent with other large institutional investors.49 In particular, the
announcement date short-term abnormal stock return is significantly positive for firms whose
shares are purchased but significantly negative for firms whose shares are sold.50 Moreover,
for purchases, stock price reactions to news about SWF transactions initially increase with the
fraction of the firm purchased by the SWF, reach a maximum, and then decline. For sales,
abnormal returns first decrease with the fraction of the firm purchased by the SWF, reach a
minimum, and then increase. The results tend to support the hypothesis that firm value
changes associated with SWF transactions reflect a tradeoff between gains from the
monitoring or lobbying activities of the funds and losses from their extraction of private
control benefits at the expense of minority shareholders.51 Similarly, evidence also shows that
the positive short-term market reaction to announcement of SWF investment is an increasing
function of the SWF transparency and level of target firms’ financial difficulties.52 Above
being said, while investments by financial acquirers are typically value-increasing, the fact
that the investor is a SWF nevertheless leads to a weaker (but still positive) market reaction
indicating a “sovereign wealth fund discount”; and such findings are robust to controls for
target selection bias by SWFs and for a large set of potentially related factors at the country,
year, industry, firm, and deal level.53
Sovereign wealth funds diversify their investment portfolio by asset class and geographic
region. 54 In particular, SWFs are found inclined to invest in financially distressed, cashconstrained, and large multinational firms with poor performance and located in financially
developed countries, which are similar to institutional investors in their preferences for asset
characteristics. 55 Furthermore, SWFs also exhibit cultural biases and tend to invest in the
familiar; and such cultural bias is particularly pronounced when compared to other
institutional investors. In addition, SWFs also display significant industry biases and tend to
invest more in large-cap stocks. These results are consistent with the notion that cultural traits
affect government decisions about the allocation of capital, and that such culture-induced
variation in preferences may serve political rather than social objectives. While this cultural
48

Id.
Sofia A Johan et al., Determinants of sovereign wealth fund investment in private equity vs public equity, 44
JOURNAL OF INTERNATIONAL BUSINESS STUDIES 155, 157 (2013).
50
Kathryn L. Dewenter et al., Firm values and sovereign wealth fund investments, 98 JOURNAL OF FINANCIAL
ECONOMICS 256, 277 (2010).
51
Id., at 278.
52
Jason Kotter & Ugur Lel, Friends or foes? Target selection decisions of sovereign wealth funds and their
consequences, 101 JOURNAL OF FINANCIAL ECONOMICS 360, 380 (2011).
53
Bernardo Bortolotti et al., The Sovereign Wealth Fund Discount: Evidence from Public Equity Investments
(Baffi Center Research Paper No. 2013-140; FEEM Working Paper No. 22.2009, 2013), available at:
http://ssrn.com/abstract=2322745, at 35.
54
Christopher Balding, A Portfolio Analysis of Sovereign Wealth Funds (June 2008) (unpublished manuscript),
available at: http://ssrn.com/abstract=1141531, at 38.
55
Kotter & Lel, supra note 52, at 367.
49
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bias is less pronounced when the fund has made repeated investments in the country, it is still
quite persistent and disappears only slowly over time.56 In terms of whether SWFs invest in a
herd-like manner, evidence shows that they actually do not cluster on the same side (buy or
sell) of the market for some stocks/industries and not for others. On the contrary, they tend to
follow a fairly similar investment strategy across industries in a given period and the level of
homogeneity in their trading patterns across industries is more pronounced than for other
investors. Such behavior may appear a reasonable choice for large funds pursuing long-term
returns, which experience irregular fund inflows at the same time and invest them across
various industries to diversify.57 As to whether bilateral political relations play a role in SWF
decisions, evidence shows that relative to nations that they do not invest at all, SWFs actually
appear to invest in nations with which they have relatively weaker political relations, which is
contradictory to the predictions of FDI literature.58 Such result may suggest that SWFs have
more than just financial considerations when making investment decisions.59 In addition to
investing in public equity, SWFs may also be financially motivated to inject capital into
private equity as a result of their underperformance in the public markets.60 It is found that,
although SWFs are less likely to invest in private equity over public equity when the
investment is outside their domicile nation, the economic significance of this effect is also less
than that expected from other institutional investors.61 When investing cross-border, SWFs are
less likely to invest in private equity than in public equity in those nations where better
investor protection is available.62 In terms of how governance structures of sovereign wealth
funds are associated with differences in their investment strategies, there is evidence that
funds exposed to political influences show major distortions from long-run return
maximization. 63 SWFs with politician involvement are more likely to invest domestically,
while those funds where external managers play an important role are more likely to invest
internationally.64 Politically influenced sovereign wealth funds also concentrate their funds in
sectors that both have high price-to-earnings levels and then experience a drop in these levels
in the year following the investment, especially in their domestic investments, while these
patterns do not hold in funds that rely on external managers. Rather than being explained by
the better private information that is possessed by SWFs with politician involvement, these
findings actually reflect their willingness to chase trend and to overpay for investments.65
1.3

The Major Concerns over SWF Investments

The impact of SWFs on target firms can be considered in the context of the literature on
large shareholders,66 in that SWFs are often found to take large positions in the companies
they invest.67 Having large shareholders in a firm can bring in both benefits and costs.68 On
Vidhi Chhaochharia & Luc Laeven, The Investment Allocation of Sovereign Wealth Funds (July 2009)
(unpublished manuscript), available at: http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1262383, at 32 & 33.
57
Valeria Miceli, Do sovereign wealth funds herd in equity markets?, 13 QUANTITATIVE FINANCE 1503, 1517
(2013).
58
April Knill et al., Bilateral political relations and sovereign wealth fund investment, 18 JOURNAL OF
CORPORATE FINANCE 108, 108 (2012).
59
Id., at 116.
60
Johan et al., supra note 49, at 157.
61
Id., at 166.
62
Id., at 165.
63
Bernstein et al., supra note 9, at 233.
64
Id., at 228.
65
Id., at 231.
66
Kotter & Lel, supra note 52, at 361.
67
Dewenter et al., supra note 50, at 257.
68
For a summary of the costs and benefits of having blockholders, see J.A. McCahery & E.P.M. Vermeulen,
56

- 194 -

the one hand, large block ownership usually means substantial collocation of decision rights
and wealth effects, which in turn leads to superior management or monitoring.69 And as the
ownership of the investor increases, he has also a greater incentive to increase the firm value;
and to the extent that these higher cash flows are shared with minority shareholders, they
constitute shared benefits of control.70 One the other hand, in the process of using his control
rights to maximize his own welfare, the large investor can however redistribute wealth – in
both efficient and inefficient ways – from others. This cost of concentrated ownership
becomes particularly important when others such as employees or minority investors have
their own firm-specific investments to make, which are distorted because of possible
expropriation by the large investors.71 In particular, it is found that there is a non-monotonic
relationship between management ownership and firm value, which first increases, then
declines, and finally rises slightly as board ownership rises. These results also apply
individually to the ownership by the firm’s top officers and its outside board members.72 One
interpretation of such findings is that, consistent with the role of incentives in reducing agency
costs, performance improves with large shareholder ownership at first. However, as
ownership gets beyond a certain point, the large owners gain nearly full control and are
wealthy enough to prefer to use firms to generate private benefits of control that are not
shared by minority shareholders.73
While the above-mentioned cost-benefit tradeoff applies to any type of block owners, the
fact that an SWF is the large investor could agitate the concerns particularly over the costs
side as a result of it being a government-controlled entity – especially considering that almost
half of the SWF investments since 2006 were from the countries classified by the Economist
as authoritarian regimes or flawed democracies.74 More specifically, the political capture can
introduce short-run pressures on SWFs to accommodate public demands for job creation and
economic stabilization within the country, thus passing up on high net present value
investments in other firms and creating product market distortions by favoring connected or
poorly performing firms.75 Another distortion as a result of political involvement in SWFs’
investments might stem from the appointment of politically connected but financially
inexperienced managers, which can potentially reduce the overall skill of sovereign wealth
fund managers relative to professionals and diluting the returns.76 There is also a widespread
fear that SWFs will not act as strictly commercially-minded investors, seeking only the
Mandatory Disclosure of Blockholders and Related Party Transactions: Stringent versus Flexible Rules, in
ENCYCLOPEDIA OF FINANCIAL GLOBALISATION, (G. Caprio eds., 2012), available at:
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1937476, at 19.
69
Clifford G.. Holderness, A Survey of Blockholders and Corporate Control, 9 ECONOMIC POLICY REVIEW 51,
54 (2003).
70
Id.
71
Andrei Schleifer & Robert W. Vishny, A Survey of Corporate Governance, 52 JOURNAL OF FINANCE 737, 758
(1997). To give an example, in the current financial world, which is typically characterized by high frequency
trading and rapid and continuous changes in share ownership, institutional investors are inclined to focus too
much on short-term returns. The short-term stance of outside blockholders’ investment strategy makes minority
shareholders vulnerable to opportunistic behavior; and thus adds to the “horizontal agency problem” between
outside blockholders and minority investors. See McCahery & Vermeulen, supra note 68, at 8-9.
72
Randall Morck et al., Management Ownership and Market Valuation: An Empirical Analysis, 20 JOURNAL OF
FINANCIAL ECONOMICS 293, 311 (1988).
73
Schleifer & Vishny, supra note 71, at 759.
74
Victoria Barbary & Bernardo Bortolotti, Sovereign Wealth Funds and Political Risk: New Challenges in the
Regulation of Foreign Investment, in REGULATIONS OF FOREIGN INVESTMENT: CHALLENGES FOR INTERNATIONAL
HARMONIZATION, 314-315 (Drebek, Zdranek & Petros Mavroidis eds., 2012), available at:
http://www.bernardobortolotti.com/wp-content/uploads/2013/03/2012115123994SWFPolRisk.pdf.
75
Bernstein et al., supra note 9, at 219.
76
Id., at 210.
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highest possible financial return, but will instead be forced to invest strategically by homecountry governments seeking political influence or access to foreign technology.77 In term of
SWFs managing investments and taking corporate governance role in invested companies,
governments are generally considered as bad operating managers. It is found that firm
performance improves with privatization, and mixed public and private ownership has a
negative impact on firm value as it imposes goals (such as employment maximization)
inconsistent with shareholder wealth maximization.78 This being said, it cannot be taken for
granted that SWFs should simply stay passive and suspend their voting rights so that they
cannot use a portfolio company’s corporate governance structure to influence its decisions.79
This is because the market actually reacts differently depending on the nature of the SWF
involved. More specifically, SWFs are defined as “passive” when they do not aim to exercise
influence on the management of the investment target firms. “Active government” funds are
those in which the sponsoring government is closely involved with day-to-day SWF
operations, while in “monitor” funds managers are largely free from governmental
interference. 80 While there is a positive and statistically significant market reaction for
investments by the ‘monitor’ group of SWFs, the same is not present for ‘passive’ and ‘active
government’ SWFs. 81 Such findings highlight the dangers of forcing SWFs into a purely
passive stance, as in that case SWFs not only do not create value through monitoring, but may
exacerbate conflicts between managers and minority shareholders by freeing the former from
effective oversight.82
A more nuanced issue is that an SWF may not necessarily influence its portfolio company
by directly and publicly playing an active corporate governance role within the firm itself, 83
such as assuming directorships or replacing CEO or other senior management. In a broader
picture, the opportunities of post-investment target company business deals with firms related
to / invested by the same SWF or vice versa, and the potential favorable or unfavorable
government regulatory decisions that may affect the target firm, are all possible events
indicative of SWF’s power and influence.84 Apparently, these events can take place even if
the SWF investor agrees to forego voting rights, or appoints no representative to the target
firm’s board. Rather, what they reflect might be an (emerging) long-term relationship between
the SWF and the target company, and there is arguably still considerable room for the SWF to
exert indirect but effective control if the target firm wants to build up or preserve the
relationship. While recent research has already started to notice this issue and finds that, for
Bortolotti et al., supra note 53, at 9.
Id., at 10.
79
See, typically, Ronald J. Gilson & Curtis J. Milhaupt, Sovereign Wealth Funds and Corporate Governance: A
Minimalist Response to the New Mercantilism, 60 STAN. L. REV. 1345, 1352 (2008) (proposing that simply
corporate governance fix that “the equity of a U.S. firm acquired by a foreign government-controlled entity
would lose its voting rights, but would regain them when transferred to non-state ownership”).
80
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Id., at 27.
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83
Although one can observe activism undertaken by institutional investors who choose to make such activity
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addition to public shareholder activism such as making shareholder proposals, institutional investors are also
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example, SWFs are actually often active investors and their post-investment activity is
associated with differential long-run abnormal returns of the target firms,85 there still lacks a
detailed case study of SWF investment contracts terms, analyzed in the context of the pre-andpost-deal activities surrounding the investment transactions, to enable a more thorough
comprehension of the content and level of control rights of SWF investments. As such, this
research is motivated, which will focus on one important SWF, namely the China Investment
Corporation.
II.

CHINA INVESTMENT CORPORATION

Note that, creating an SWF is certainly not the only means that a government has when it
wishes to make and manage international investments. Instead, a continuum of institutional
mechanisms is available for those purposes: with traditional foreign reserves being managed
by central banks and/or finance ministries at one end, stabilization funds in the middle, and
sovereign wealth funds at the other end.86 Additionally, a government is also often seen to,
either directly or indirectly, own, control, or sponsor domestic entities like banks or
corporations to invest in foreign countries.87 Even when the discussion is narrowed down to
SWFs, it is worth noting that a country can have more than one of such funds. As for China,
the Sovereign Wealth Fund Institute, a research organization dedicated to study SWFs, public
pensions, central banks and other public investors,88 identifies four Chinese SWFs in its list of
the world’s biggest SWFs, namely, China Investment Corporation, SAFE Investment
Company, National Social Security Fund, and China-Africa Development Fund.89 Among the
four, however, only CIC is acknowledged by the Chinese government as its official sovereign
wealth fund,90 which is mandated to diversify the state’s foreign exchange assets and achieve
a relatively high risk-adjusted and long-term rate of return, through its investment activities
outside the Mainland, consisting principally of portfolio investments with a small percentage
of direct investments.91 As such, this paper will only focus on China Investment Corporation
and not delve into the other three funds.92
2.1

An Overview of CIC

As of the end of 2012, CIC’s total assets reached US$575.2 billion, 93 ranking it the
world’s largest non-commodity SWF94 and generally the fourth largest SWF, after Norway’s
Id., at 277.
Edwin M. Truman, Sovereign Wealth Funds: The Need for Greater Transparency and Accountability (Peterson
Institute for International Economics, Policy Brief PB07-6, 2007), available at:
http://www.petersoninstitute.org/publications/pb/pb07-6.pdf, at 4. In particular, SWFs may hold more diversified
assets and longer investment horizons than stabilization funds, which still primarily aim at medium-term
macroeconomic stabilization purposes.
87
Although the official SWF of China is CIC, a number of gigantic state-owned corporations, banks, and
sometimes even the government itself are also often identified in the media to have been involved in overseas
investment transactions. A comprehensive list of China outward investments is provided by the Heritage
Foundation’s China Global Investment Tracker, see supra note 21.
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About us, SOVEREIGN WEALTH FUND INSTITUTE, http://www.swfinstitute.org/about/.
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Largest Sovereign Wealth Funds by Assets under Management, SOVEREIGN WEALTH FUND INSTITUTE,
http://www.swfinstitute.org/fund-rankings/.
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See KOCH-WESER & HAACKE, supra note 20, at 8.
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China Investment Corporation Announces the Establishment of a Wholly-Owned Subsidiary in Hong Kong,
CHINA INVESTMENT CORPORATION, Nov. 7, 2010, http://www.chinainv.cn/cicen/resources/news_20101107_129418.html.
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Government Pension Fund Global (US$838 billion), UAE’s Abu Dhabi Investment
Corporation (US$773 billion), and Saudi Arabia’s SAMA Foreign Holdings (US$675.9
billion), which are all funds from oil rich countries.95 Incepted in 2007, CIC is still a young
fund if compared to the world’s other major SWFs; while being the official entity mandated
by the central government to invest and manage China’s gigantic and still swelling foreign
exchange reserves,96 it certainly assumes great responsibility and thus has established itself as
one of the most important SWFs globally as soon as it was created. In addition, considering
that China is the world’s second largest economy but also the world’s largest authoritarian
regime, 97 people have reasons to be concerned over the fact that the Chinese superpower
government is now acting as the entrepreneur itself by making overseas investments through
CIC. This is noted as reflecting a form of so-called “state capitalism” or “new mercantilism”,
where the country is the unit whose value is to be maximized, with a corresponding increase
in the role of the national government as a direct participant in and coordinator of the effort, to
ensure that company-level behavior results in country-level maximization of economic, social,
and political benefits.98 To some commentators, this is in contrast to the article of faith long
believed by the developed economies, namely, free trade and competition amongst companies
increases GDP at the national level, and it should be the market that polices the tautology.99
Interestingly, the above-mentioned notions are at odds with CIC’s own proclamations, which
state that despite being a wholly-government-owned entity, it maintains a strict commercial
orientation and is driven by purely economic and financial interests. 100 In order to better
comprehend to what extent does the Chinese central government play a role in directing and
participating in CIC’s investments, an overview CIC’s formal governance framework and
investment philosophies is presented in figure 2.1.A and table 2.1.B below. This provides the
necessary background information in support of a deeper exploration of CIC’s relationship
with the Chinese central government, which follows in Section 2.2.
FIGURE 2.1.A: ORGANIZATIONAL STRUCTURE OF CIC

inv.cn/cicen/include/resources/CIC_2012_annualreport_en.pdf.
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Non-commodity funds are typically established through transfers of assets from foreign exchange reserves,
among which the China Investment Corporation is the most prominent example. See Gilson & Milhaupt, supra
note 79, at 1355.
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See supra note 89 (visited on Apr. 7, 2014).
96
Articles of Association (Abstract), CHINA INVESTMENT CORPORATION, http://www.chinainv.cn/cicen/governance/articles.html.
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index 2012: Democracy at a standstill (2013), at 7.
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Overview, CHINA INVESTMENT CORPORATION, http://www.chinainv.cn/cicen/about_cic/aboutcic_overview.html.
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Source: China Investment Corporation.101

TABLE 2.1.B: COMPARISON OF INVESTMENT PRINCIPLES OF CIC AND ITS SUBSIDIARIES
CIC
International
Co., Ltd. (“CIC
International”)

China Investment Corporation
(“CIC”)

Central Huijin
Investment Ltd.
(“Huijin”)

Date of
Inception

September 29, 2007

December 2003

September 28,
2011

Capitalization

CIC’s registered capital is
US$200 billion.

In September 2007,
the Ministry of
Finance issued
special treasury
bonds and acquired
all shares of Huijin
from the People's
Bank of China. The
acquired shares were
then injected as part
of its initial capital

US$30 billion
was injected into
CIC International
in December
2011.102

The funding of CIC was done
through issuing special bonds
worth RMB1.55 trillion by the
Ministry of Finance. These funds
were, in turn, used to acquire
approximately US$200 billion of
China’s foreign exchange
reserves which formed the
foundation of CIC’s registered

As of 2012, a
total of US$49
billion had been
provided to the
company.103

Organizational Structure, CHINA INVESTMENT CORPORATION, http://www.chinainv.cn/cicen/governance/organizational.html.
102
China Investment Corporation, 2011 Annual Report 4 (2012), available at: http://www.chinainv.cn/cicen/include/resources/CIC_2011_annualreport_en.pdf.
103
CIC 2012 Annual Report, supra note 93, at 9.
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Shareholder

capital.

contribution into CIC.

The State Council

CIC holds the shares
of Huijin in
accordance with
relevant directive
issued by the State
Council.

CIC

Huijin's principal
shareholder rights
are exercised by the
State Council.
Subsidiaries

Central Huijin Investment Ltd.

None

CIC International Co., Ltd.

CIC International
(Hong Kong)
Co., Ltd.
CIC
Representative
Office in
Toronto104

Investment
Objectives

CIC’s business objectives are to
carry out an active and steady
operation, endeavor to maximize
the shareholder's interests within
an acceptable scope of risks, and
continuously improve the
corporate governance in the
state-owned major financial
institutions it controls.

Huijin acts as an
investor on behalf of
the State to achieve
the goal of preserving
and enhancing the
value of state-owned
financial assets.

Inherits CIC’s
investment
objectives.

Investment
Approach

CIC’s fundamental approach is to
hold, manage, and invest its
mandated assets to maximize
shareholder’s value.

Huijin does not
intervene in the dayto-day business
operations of the
firms in which it
invests.

Inherits CIC’s
investment
approaches.

Huijin makes
domestic equity
investments in major
state-owned financial
enterprises, and
exercises its
shareholder rights to
the extent of its
capital contribution.

CIC International
invests and
manages capital
outside Mainland
China, thus
covering all the
overseas
business of CIC.

CIC usually does not take a
controlling role or seek to
influence operations in the
companies in which it invests.
While every investment is
unique, CIC is committed to
investing long-term.
Investment
Scope

CIC’s investments are not limited
to any particular sector,
geography, or asset class and
include equity, fixed income, and
alternative assets in both
developed and emerging
markets.
CIC makes equity investments in
domestic financial institutions
primarily through its subsidiary
Huijin.

Huijin does not
conduct any other

104
Id., pointing out that both CIC International (Hong Kong) and CIC Representative Office in Toronto are
incorporated under CIC International.
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CIC shall not actively seek
investment in domestic nonfinancial enterprises, with the
exceptions of purchasing
overseas listed stocks, passive
shareholdings and other
circumstances as approved by
the relevant governmental
authorities.

business or
commercial activity.

Source: Unless otherwise indicated, the information above is collected from the official websites of CIC
(http://www.china-inv.cn/) and Huijin (http://www.huijin-inv.cn/). As for CIC international, the information is
from CIC’s 2011 annual report.

2.2

CIC’s Strong Connections with China’s Government

While CIC stresses that it operates with independence and its investment decisions are
based on the pure economics of each deal, one must note that CIC remains directly
accountable to the State Council,105 which is China’s highest executive and administrative
body. Most obviously, this is reflected in the fact that the appointment and removal of
directors into and from CIC’s board, which is its ultimate decision-making organ,106 shall be
subject to the State Council’s approval. In particular, CIC’s board should have one chairman
and may have one vice chairman, and both of whom must be appointed by the State
Council. 107 The board of directors and senior executives are monitored by the board of
supervisors, whose chairman must again be appointed by the State Council among the
supervisors.108 Similarly, the State Council also appoints all the members of Huijin’s board of
directors and board of supervisors.109 The fact that CIC is answerable directly to China’s top
central governmental organ actually confers it with a cabinet ministerial standing.110 In reality,
the senior officers of CIC are in constant contact with the high officials of the other relevant
ministry-level authorities in terms of responding to government, reporting on actions taken,
and negotiating investments in accordance with government policy, in a sense that all of these
individuals effectively owe their careers to the Communist Party and the government.111 A
more detailed account of the current, former and/or latter roles of the directors, supervisors,
and senior officers of CIC and Huijin is presented below in tables 2.2.A and 2.2.B.
TABLE 2.2.A: CURRENT, FORMER AND/OR LATER ROLES OF CIC’S DIRECTORS, SUPERVISORS,
AND SENIOR OFFICERS
Position in
CIC

Name

Member of
Executive
Committee

Term of
Office

Current, Former, and/or Later
Roles outside CIC

Overview, CHINA INVESTMENT CORPORATION, http://www.chinainv.cn/cicen/about_cic/aboutcic_overview.html.
106
Articles of Association (Abstract), CHINA INVESTMENT CORPORATION, http://www.chinainv.cn/cicen/governance/articles.html
107
Id.
108
Id.
109
Articles of Association (Abstract), CENTRAL HUIJIN INVESTMENT LTD., http://www.huijininv.cn/hjen/governance/governance_2008.html?var1=Governance.
110
Qingxiu Bu, China’s Sovereign Wealth Funds: Problem or Panacea?, 11 JOURNAL OF WORLD INVESTMENT &
TRADE 849, 877 (2010).
111
Clark & Monk, supra note 20, at 15.
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Board of Directors

Chairman &
CEO

Ding
Xuedong

Yes

July 2013 –
present

Former: Deputy Secretary of the
State Council; Vice Minister of
Finance; Director General of the
Department of Education,
Science and Culture; Director
General of the Department of
Agriculture, Director General of
the Department of State-owned
Capital Administration
Current: Chairman of Huijin

Chairman &
CEO

Lou Jiwei

Yes

2007 –
March 2013

Former: Deputy Secretary
General of the State Council;
Executive Deputy Minister of
Finance
Later: Minister of Finance

Vice
Chairman &
President

Gao Xiqing

Yes

200 –
February
2014

Former: Vice Chairman of the
National Council for the Social
Security Fund (“NCSSF”); Vice
Chairman of China Securities
Regulatory Commission
(“CSRC”)
Later: Retired

Vice
Chairman &
President

Li Keping

Yes

February
2014 –
present

Former: Vice Chairman of the
NCSSF

Executive
Director,
Executive
Vice
President &
Chief
Investment
Officer

Li Keping

Yes

June 2011 –
February
2014

Same as above

Executive
Director,
Executive
Vice
President &
Chief
Operating
Officer

Zhang
Hongli

Yes

2007 – June
2011

Independent
Director

Liu Zhongli

2007 –
present

- 202 -

Former: Deputy Minister of
Finance
Later: Retired

Former: Chairman of the
Economic Commission under
the Chinese People’s Political
Consultative Conference;
Chairman of the NCSSF;
Director of the Economic
Restructuring Office of the State
Council; Minister of Finance;
Commissioner of the State

Administration of Taxation

Independent
Director

Wang
Chunzheng

2007 –
present

Former: Head of the Office of
the Central Leading Group for
Financial and Economic Affairs;
Vice Minister of the National
Development and Reform
Commission (“NDRC”)

NonExecutive
Director

Zhang
Xiaoqiang

2007 –
present

Current: Vice Chairman of the
NDRC

NonExecutive
Director

Li Yong

2007 –
present

Current: Deputy Minister of
Finance

NonExecutive
Director

Chen Jian

March 2011
– present

Current: Vice Minister of
Commerce (“MOFCOM”)

NonExecutive
Director

Hu Xiaolian

2007 –
present

Current: Deputy Governor of the
People’s Bank of China
(“PBOC”)

NonExecutive
Director

Fang
Shangpu

March 2011
– present

Current: Deputy Administer of
the State Administration of
Foreign Exchange (“SAFE”)

NonExecutive
Director

NonExecutive
Director

Employee
Director &
Head of
Human
Resources
Department
Employee
Director &
Head of
Human
Resources
Department

2007 –
March 2011

Fu Ziying

2007 –
March 2011

Liu Shiyu

July 2009 –
present

Li Xin

2007 – July
2009

Yu Erniu

Current with CIC position:
Deputy Minister of the
MOFCOM
Later: Deputy Governor of
Jiangsu Province
Current with CIC position:
Deputy Governor of the PBOC
Later: Deputy Governor of the
PBOC
Former: Director General of the
Finance and Audit Department
at the State Administration of
Science, Technology and
Industry for National Defense;
Division chief at the Ministry of
Finance (“MOF”)
Former: Director and Chairman
of Remuneration Committee of
Bank of China; Division chief at
MOF
Later: Retired

Board of Supervisors
Chairman of

Li Xiaopeng

Yes

May 2013 –
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Former Vice President of the

Board of
Supervisors

Chairman of
Board of
Supervisors

present

Jin Liqun

Yes

September
2008 – May
2013

Industrial and Commercial Bank
of China (“ICBC”)
Former: Vice President of the
Asian Development Bank; Vice
Minister of Finance
Later: Chairman of China
International Capital Corporation
Limited (“CICC”) (after Li Jiange)
Former: Secretary of Committee
for Discipline Inspection at
China Banking Regulatory
Commission (“CBRC”)

Chairman of
Board of
Supervisors

Hu
Huaibang

2007 –
September
2008

Supervisor

Dong
Dasheng

June 2011 –
present

Current: Deputy Auditor General
of the National Audit Office
(“NAO”)

Supervisor

Zhou
Mubing

June 2011 –
present

Current: Vice Chairman of the
CBRC

Supervisor

Zhuang
Xinyi

June 2011 –
present

Current: Vice Chairman of the
CSRC

Linghu An

2007 – June
2011

Current with CIC position:
Deputy Auditor General of the
NAO

Supervisor

Later: Chairman of the Bank of
Communications; Chairman of
China Development Bank
(“CDB”) as from June 2013

Later: Retired
Current with CIC position:
Secretary of Discipline
Inspection of the CBRC
Supervisor

Wang
Huaqing

2007 – June
2011

Supervisor

Fan Fuchun

2007 – June
2011

Employee
Supervisor &
Head of
Internal Audit
Department

Cui
Guangqing

Later: Secretary of Discipline
Inspection of the CBRC;
Secretary of Discipline
Inspection of the PBOC as from
May 2012
Former: Deputy Chairman of the
CSRC
Later: Retired

2007 –
present

Former: Director General of the
Information and Postal Audit
Office and Deputy Director
General of the Department of
Monetary Audit at the NAO

March 2010
–

Former: Executive Director and
Executive Vice President of the

Other Members of Executive Committee
Executive
Vice

Peng Chun

Yes
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President

September
2013

Bank of Communications
Current with CIC position:
President of Huijin
Later: President of the Bank of
Communications

Executive
Vice
President

Executive
Vice
President &
Deputy Chief
Investment
Officer

Fan Yifei

Yes

March 2010
– present

Former: Executive Vice
President of the China
Construction Bank
Former: Director General of the
Department of Investment at the
NDRC

Yang
Qingwei

Yes

2007 –
December
2009

Current with CIC position:
Chairman of China Jianyin
Investment Ltd. as from
February 2009
Later: Chairman of China
Jianyin Investment Ltd.

Executive
Vice
President

Executive
Vice
President

Xie Ping

Wang
Jianxi

Yes

Yes

2007 –
present

Former: President of Huijin;
Various positions at the PBOC

2007 – May
2013

Former: Vice Chairman of Huijin;
Deputy Chairman of CICC;
Former Assistant Chairman of
the CSRC
Later: Retired

Executive
Vice
President &
Secretary of
Discipline
Inspecting
Commission

Liang Xiang

Yes

March 2012
– present

Former: Secretary of Discipline
Inspecting Commission in the
Export-Import Bank of China

Counselor &
Member of
Executive
Committee

Liang Xiang

Yes

2007 –
March 2012

Same as above

Chief
Strategy
Officer

Zhou Yuan

Yes

2012 –
present

Former: Executive Vice
Chairman of Hong Kong
Mercantile Exchange

2012 –
present

Former: Deputy Director
General of the Department of
Fiscal and Financial Affairs of
the NDRC; Former Deputy
Director General of the
Macroeconomic Control
Department of the State Council
Office for Restructuring the
Economic System

Chief Risk
Officer

Guo
Xiangjun

Yes
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Chief
Information
Technology
Officer

Member of
Executive
Committee

Hua Hua

Zhao
Haiying

Yes

Yes

2012 –
present

2012 –
present

Former: Vice President of Great
Wall Software International Ltd.

Former: Executive Vice
President and Director General
of the Non-Banking Financial
Institutions Department of Huijin;
Deputy Director of the
Department of Securities
Issuance Supervision at CSRC
Current: Executive Vice
President of Huijin

Sources: CIC annual reports 2008 – 2012, CIC’s official website and the relevant personnel announcements,112
and various news sources.

TABLE 2.2.B: CURRENT, FORMER AND/OR LATER ROLES OF HUIJIN’S DIRECTORS, SUPERVISORS,
AND SENIOR OFFICERS
Position in
Huijin

Name

Current, Former, and/or Later Role outside Huijin

Board of Directors

Chairman

Ding
Xuedong

Former: Deputy Secretary of the State Council; Vice
Minister of Finance; Director General of the Department of
Education, Science and Culture; Director General of the
Department of Agriculture, Director General of the
Department of State-owned Capital Administration
Current: Chairman & CEO of CIC

Vice Chairman

Li Jiange

Former: Deputy Director of the Development Research
Center of the State Council, Deputy Director of the
Economics Restructuring Office of the State Council, and
Vice Chairman of the CSRC.
Current: Chairman of CICC

President

Peng Chun

Former: Executive Director and Executive Vice President
of the Bank of Communications
Current: Executive Vice President of CIC
Former: Deputy Governor of the PBOC; Administrator of
the SAFE

Independent
Director

Wu Xiaoling

Independent
Director

Jin Lianshu

Current: Member of the Standing Committee and Vice
Chairman of the Financial and Economic Committee of the
National People’s Congress
Former: Director General of the Department of Industry
and Transportation at the MOF

To be found at: News Releases, CHINA INVESTMENT CORPORATION, http://www.chinainv.cn/cicen/resources/resources.html.
112
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Current: Chair of the Accounting Society of China
Board of Supervisors
Chairman of
Board of
Supervisors

Supervisor

Employee
Supervisor

Li Xiaopeng

Cui
Guangqing

Yuan
Linjiang

Former: Vice President of ICBC
Current: Chairman of CIC’s Board of Supervisors
Former: Director General of the Information and Postal
Audit Office and Deputy Director General of the
Department of Monetary Audit at the NAO
Current: Employee Supervisor & Head of Internal Audit
Department of CIC
Former: Deputy Division Chief of the Supplies Department
of the State Council, Deputy General Manager of the
Credit Management Department and Risk Management
Department of China Everbright Bank

Senior Management
Executive Vice
President

Executive Vice
President

Chen
You’an

Former: Assistant Governor of Gansu Province; President
of Lanzhou Branch of the CDB

Zhao
Haiying

Former: Executive Vice President and Director General of
the Non-Banking Financial Institutions Department of
Huijin; Deputy Director of the Department of Securities
Issuance Supervision at the CSRC
Current: Member of the Executive Committee of CIC

Executive Vice
President

Zhang
Hong’an

Former: Secretary of CIC’s Board of Directors; Division
Director of the Budget Department at the MOF

Source: Huijin’s official website.

From the two tables above, one can reasonably infer that the central government is able to
sustain effective control of CIC by virtue that almost all of its key personnel have followed
typical “political official career paths”. Except for Mr. Zhou Yuan (Chief Strategy Officer)
and Mr. Hua Hua (Chief Information Officer), all of the remaining 34 people that are working
or have worked for CIC have served as governmental officials in various governmental
authorities, or at least worked at one or more of state-owned financial institutions. In
particular, it is worth noting that all of the non-executive directors of CIC are in-office high
officials concurrently working at certain important economic, financial and foreign exchange
regulation authorities at the equal ministry-level, such as the National Development and
Reform Commission, the Ministry of Finance, the Ministry of Commerce, the People’s Bank
of China, and the State Administration of Foreign Exchange. As for the Executive Committee,
while the members there do act in accordance with their roles and report to the Chairman and
CEO in the first instance, their ultimate task is to be accountable to the State Council,113
which is the one and only shareholder of CIC. As such, it is logical to infer that the decisions
taken by CIC are the result of compromise and consultation amongst the various government
institutions involved;114 and the positions in CIC taken by former or current governmental
officials pragmatically are just “job-rotations” that are part of their career path within the
113
114

Clark & Monk, supra note 20, at 15.
Id.
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Communist Party. In this sense, CIC’s adoption of the Santiago Principles may be less about a
substantive effort to police its internal governance according to the guidelines generally
accepted there, but more about claiming external legitimacy, which is part of a more general
process of ‘normalizing’ relationships with the West.115 This being said, the commitment to
Western institutional “forms” should not be taken to represent a similar functional allocation
of powers and responsibilities consistent with the practice in many Western investment
agencies.116 A more realistic contemplation of CIC would rather be that it is an arm of the
Chinese government just like other state-owned enterprises concerned with its resource needs
and its status as a global power.117
III.

DATA AND DISCUSSION

Despite that CIC labels itself as a long-term financial investor which basically does not
seek control rights in its portfolio companies, the fact that it is overwhelmingly staffed with
former or current governmental officials and must ultimately be accountable to the State
Council nevertheless makes the outside world question otherwise. Has CIC been rigorously
complying with its formal investment principles in practice, or it was actually able to
influence, either directly or indirectly, the business operations of the companies it invested in?
For the purposes of shedding light on these questions, this Section III will turn to the real life
investment transactions made by CIC from its inception in 2007 to the end of 2013. In
particular, I will collect and study the key contractual terms of the investment agreements to
the extent available, which are then discussed in the context of the relevant events and
dealings surrounding these transactions, in order to offer a thorough understanding of the
content and level of CIC’s control / influence in its portfolio companies. The paragraphs
below elaborate this data exercise.
3.1

Data Collection and Description

Note that, although CIC publishes yearly an annual report as from 2008 118 where it
discloses the relevant financial information such as asset allocation and the rate of return of its
overseas portfolio,119 the disclosure does not include an exhaustive list of CIC’s investments
during that particular year, but is rather made in a manner to give examples thereof. Absent a
comprehensive collection of the historical investment transactions from the official source, the
Heritage Foundation’s China Global Investment Tracker so far remains the only publicly
available dataset of large (i.e., valued at more than US$100 million) attempted Chinese
outward investments and contracts worldwide (excluding bond deals), both failed and
successful, in all industries as from January 1, 2005.120 According to this dataset, there have
been altogether 48 investment transactions done by CIC in the period of 2007-2013, ranging
from May 2007 (investing in Blackstone) to September 2013 (investing in Uralkali). While
this list surely serves as a helpful basis to start my data collection, I didn’t take for granted
that it had already covered all of CIC investments made thus far, given that there is no official
disclosure from the investor itself in the first place. To be on the safe side, I double-checked
and supplemented the list by (1) searching the official websites and public announcements of
the relevant transaction parties and various news resources to ensure the accuracy of these
Id., at 23.
Id.
117
Id., at 19.
118
See Annual Report, CHINA INVESTMENT CORPORATION, http://www.china-inv.cn/cicen/annals/annals.html.
119
See KOCH-WESER & HAACKE, supra note 20, at 56.
120
China Global Investment Tracker, THE HERITAGE FOUNDATION,
http://www.heritage.org/research/projects/china-global-investment-tracker-interactive-map.
115
116
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entries; (2) comparing it with the “company deals” records of China Investment Corporation
in the Thomson Reuters’ Thomson One database from 2007 to 2013 (inclusive), as well as
with all the deals mentioned in CIC’s annual reports and news releases,121 to see whether this
list missed some transactions and thus could be supplemented; and (3) running a general
Internet search to capture those deals that took place during the period from July 1, 2013 to
December 31, 2013, which might still be too recent to be recorded in any of the ready
databases. The above-mentioned efforts finally generate a list containing an aggregate of 56
CIC transactions (excluding investments into asset management funds), among which 51 were
acquisitions (both primary and secondary), and the rest five were joint ventures. All of these
56 transactions were executed and completed directly between CIC (or one or more of its
subsidiaries, investment vehicles or agents) and the target, thus excluding deals that were
merely rumored or later suspended, and deals that only indirectly involved CIC as an
investor.122
In addition to the 56 deals mentioned above, CIC was also identified by a 2013 policy
paper from the U.S.-China Economic and Security Review Commission to have provided
financing into 18 investment fund vehicles.123 After applying similar refining methods, the
final list consists of 23 fund investments by CIC in the period of 2007-2013, dated from April
2008 (investing in JC Flowers) to June 2012 (investing in Russia-China Investment Fund).
Put together, these 79 transactions constitute my full sample of CIC investments from 2007 to
2013, which serves as the basis for hand-collecting the data on investment contract terms as
well as pre-and-post-transaction events relevant to CIC’s control and influence. The following
tables 3.1.A, 3.1.B, and 3.1.C enumerate these 79 transactions.

News Releases, CHINA INVESTMENT CORPORATION, http://www.china-inv.cn/cicen/resources/resources.html
For example, according to the 13-D and 13-G filings with the Securities Exchange Commission, CIC had
indirect control rights in three companies, namely, General Growth Properties, Inc., The Howard Hughes
Corporation, and Rouse Properties, Invc., by virtue of its investment in Brookfield, a Canadian private equity
fund.
123
See KOCH-WESER & HAACKE, supra note 20, at 50.
121
122
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CITIC Capital

Blackrock

Goodman Group

Jun-2009

Jun-2009

Jun-2009

Morgan Stanley

Dec-2007

Visa Inc

China Railway
Group Limited

Nov-2007

Mar-2008

Blackstone
Group LP

Target Name

May-2007

Time of
Investment

Australia

US

China

US

US

China

US

Location of
Target

Y

Y

N

IPO
transaction

Y

IPO
transaction

IPO
transaction

Target
Public as of
Transaction
?

ASX

NYSE

N/A

NYSE

NYSE

SEHK

NYSE

Target
Listing
Venue

Real estate

Finance

Finance

Finance

Finance

Transport

Finance

Target Sector

Property

Investment

Investment

Business
services

Investment

Railway

Investment

Target
Subsector

159
(AU$ 200)

2,800
(together
with other
investors)

Undisclosed

100

5,579

100
(HK$ 780)

3,000

Value
(US$ mil.)

TABLE 3.1.A: MAJOR CIC INVESTMENTS, 2007 – 2013
(EXCLUDING JOINT VENTURES AND INVESTMENTS IN FUND VEHICLES, N = 51)

Bailout
transaction
(Bridge loan,
which goes with
the options to buy
stapled securities

Supportive
transaction

Bailout
transaction

Note
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Noble Group Ltd

PT Bumi
Resources Tbk

Sep-2009

Sep-2009

Goodman Group

Aug-2009

Songbird Estates
PLC

Diageo

Jul-2009

Aug-2009

Teck Resources
Ltd

Target Name

Jul-2009

Time of
Investment

Indonesia

HK

UK

Australia

UK

Canada

Location of
Target

Y

Y

Y

Y

Y

Y

Target
Public as of
Transaction
?

Jakarta
Stock

SGX

LSE AIM

ASX

LSE and
NYSE

NYSE and
Toronto
Stock
Exchange

Target
Listing
Venue

Energy

Agriculture

Real estate

Manufacturing

Metals

Target Sector

Coal

Wholesaler of
agricultural
raw materials
and
commodities

Property

Beverages

Copper

Target
Subsector

1900

850

(GBP 1030)
(together
with other
investors)

1,730

396.3
(AU$ 500)

368 (GBP
224)

1,500

Value
(US$ mil.)

Bailout
transaction

Bailout
transaction
(combination of
preference
shares, ordinary
shares, warrants,
and a loan)

Bailout
transaction

Bailout
transaction

of Goodman)

Note
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Nobel Holdings
Investments Ltd

SouthGobi
Energy
Resources Ltd

Oct-2009

Poly (Hong
Kong)
Investments Ltd

Oct-2009

Oct-2009

JSC
KazMunaiGas
Exploration
Production

Target Name

Sep-2009

Time of
Investment

Canada

Russia

China

Kazakhstan

Location of
Target

Y

N

Y

Y

Target
Public as of
Transaction
?

Toronto
Stock
Exchange

N/A

SEHK

LSE and
Kazakhstan
Stock
Exchange

Exchange

Target
Listing
Venue

Energy

Energy

Conglomerate

Energy

Target Sector

Coal

Oil & gas

The overseaslisted company
of “China Poly
Group”, whose
business
covers real
estate, trading,
resources,
culture and
civil
explosives.

Oil and gas

Target
Subsector

500

300

53
(HK$ 408.6)

939

Value
(US$ mil.)

Supportive
transaction

Supportive
transaction

Note
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Iron Mining
International Ltd /
Hong Kong Lung
Ming Investment
Holdings

AES Corp

China Longyuan
Power Group

GCL-Poly
Energy Holdings
Ltd

Apax Partners
Worldwide LLP

Penn West
Energy Trust

Chesapeake
Energy Corp

Banco BTG
Pactual Group

Nov-2009

Nov-2009

Nov-2009

Feb-2010

May-2010

Jun-2010

Dec-2010

Target Name

Oct-2009

Time of
Investment

Brazil

US

Canada

UK

China

China

US

Mongolia

Location of
Target

N

Y

Y

N

Y

IPO
transaction

Y

N

Target
Public as of
Transaction
?

N

NYSE

NYSE and
Toronto
Stock
Exchange

N/A

SEHK

SEHK

NYSE

N/A

Target
Listing
Venue

Finance

Energy

Energy

Finance

Energy

Energy

Energy

Energy

Target Sector

Investment

Oil & gas

Oil & gas

Investment

Solar
photovoltaic

Wind power

Electrical
power

Iron

Target
Subsector

300

200

435

115
(rumored)

717
(HK$ 5,500)

400
(HK$ 3100)

1,581

500 to 700

Value
(US$ mil.)

Supportive
transaction

Note
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Northstar
Tambang
Persada Ltd
(40%
shareholder of
Indonesian
public company
PT. Delta Dunia
Makmur Tbk,
which holds
BUMA)

VTB Group

Morgan Stanley
real estate loan
portfolio

China Lumena
New Materials

Semiconductor
Manufacturing
International
Corporation
(“SMIC”)

Feb-2011

Feb-2011

Apr-2011

Apr-2011

Target Name

Dec-2010

Time of
Investment

China

China

Japan

Russia

Indonesia

Location of
Target

Y

Y

N/A

Y

N

Target
Public as of
Transaction
?

NYSE and
SEHK

SEHK

N/A

LSE and
Moscow
Exchange

N/A

Target
Listing
Venue

Manufacturing

Materials

Real estate

Finance

Energy

Target Sector

Semiconductor

Thenardite

Property

Banking

Coal

Target
Subsector

250

90

385

100

73

Value
(US$ mil.)

Supportive
transaction

The target is a
distressed asset
portfolio.

Note
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AES-VCM Mong
Duong Power Co

GDF SUEZ
Exploration &
Production
(“E&P”)
Business; and

Sep-2011

Oct-2011

Oct-2011

Diamond S
Shipping LLC

Aug-2011

Horizon Roads
(ConnectionEast)

10% stake in
train 1 of the
Atlantic LNG
liquefaction plant

Enogex
Holdings, LLC

Target Name

Jul-2011

Time of
Investment

Australia

Atlantic
LNG
liquefaction
plant
located in
Trinidad
and Tobago

France;

Vietnam

US

US

Location of
Target

Y

Y

N

N

N

Target
Public as of
Transaction
?

ASX

Euronext

N/A

N/A

N/A

Target
Listing
Venue

Transport

Energy

Energy

Transport

Energy

Target Sector

Tollway

Oil & gas

Coal

Shipping

Natural gas

Target
Subsector

270
(AU$ 300)

(E&P
business for
3,150,
Atlantic LNG
liquefaction
plant for
850)

4,000

93

100

518
(altogether
by the
investor
group)

Value
(US$ mil.)

Supportive
transaction (after
the transaction
ConnectionEast
was privatized
and delisted from

Bailout
transaction

Supportive
transaction

Supportive
transaction

Supportive
transaction

Note

- 216 -

EIG Global
Energy Partners
LLC

Sunshine
Oilsands

Polyus Gold
International Ltd

Feb-2012

Apr-2012

Kemble Water
Holdings
(Thames Water's
parent company)

Jan-2012

Feb-2012

Shanduka Group
(Pty) Ltd

Target Name

Dec-2011

Time of
Investment

Russia

Canada

US

UK

South Africa

Location of
Target

Y

IPO
transaction

N

N

N

Target
Public as of
Transaction
?

(Only the
global
depository
receipts in)
LSE and

SEHK

N/A

N/A

N/A

Target
Listing
Venue

Metals

Energy

Finance

Utilities

Finance

Target Sector

Gold

Oil

Investment
(Private equity;
and only
invests in
energy
resources and
related
infrastructure)

Water and
waste
management

Investment

Target
Subsector

425

150

Undisclosed

276

243
(South
Africa Rand
2,000)

Value
(US$ mil.)
ASX)

Note
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FGP Topco Ltd
(parent company
of Heathrow
Airport Holdings
Ltd)

Deutsche Bank
UK Headquarters

Nov-2012

Cheniere Energy

Aug-2012

Oct-2012

Eutelsat
Communications
SA

Jun-2012

Alibaba Group
Holding Ltd

EP Energy

May-2012

Sep-2012

Target Name

Time of
Investment

UK

UK

China

US

France

US

Location of
Target

N/A

N

N

Y

Y

N

Target
Public as of
Transaction
?

N/A

N/A

N/A

NYSE

Euronext

N/A

OTC (US)

Target
Listing
Venue

Real estate

Transport

Services

Energy

Technology

Energy

Target Sector

Property

Aviation

Business
services
(online
shopping)

Natural gas

Telecom

Oil & gas

Target
Subsector

392 (GBP
245)

730 (GBP
450)

1,000
(rumored,
the whole
ordinary
shares issue
raised 2
billion)

500
(rumored)

490
(EUR 385.2)

300

Value
(US$ mil.)

The target is a
312,000 square
feet office block

Supportive
transaction

Note
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Uralkali

Moscow
Exchange

Windfield
Holdings Pty Ltd
(SPV created to
acquire Talison
Lithium)

SIIC
Environment
Holdings Ltd

Chiswick Park
London

Nov-2012

Dec-2012

Feb-2013

Oct-2013

Nov-2013

Notes:

Target Name

Time of
Investment

UK

N/A

Y

N

Australia

China

IPO
transaction

Y

Target
Public as of
Transaction
?

Russia

Russia

Location of
Target

N/A

SGX

Talison was
listed in
Toronto
Stock
Exchange

Moscow
Exchange

Moscow
Exchange
and LSE

Target
Listing
Venue

Real estate

Property

Water
purification,
supply and
waste
treatment, and
related
facilities

Lithium

Metals

Utilities

Securities
exchange &
services

Fertilizer

Target
Subsector

Finance

Agriculture

Target Sector

1280 (GBP
780)

44.52 (SGD
56.1)

294.35
(CAD 300)

100 (but end
up with
smaller
stakes than
requested)

Undisclosed

Value
(US$ mil.)

The target is an
office park.

Supportive
transaction

Note
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GCL-Poly
Energy

Name of
Main JV
Partner
Energy

Target
Sector

Solar
photovoltaic

Target
Subsector

China

Location of
Main JV
Partner
Y

Main JV
Partner Public
as of the
Transaction?
HKSE

Listing
Venue of
Main JV
Partner

500

Value of
CIC's
Contribution
(US$ mil)

Note

For example, CIC invested in Uralkali in November 2012 by purchasing convertible bonds from the target. See Private issue of exchangeable unlisted bonds due 2014 (the
“Bonds”), URALKALI, Nov. 9, 2012, http://www.uralkali.com/press_center/company_news/item4116/. In September 2013, such bonds were converted into 12.5% equity in
the target. See Changes in Uralkali Shareholder Structure, URALKALI, Sep. 24, 2013, http://www.uralkali.com/press_center/company_news/20130924/. Chengdong
Investment Corporation is one of CIC’s investment vehicles. Apparently, the time of investment for this transaction should be November 2012 and not September 2013; and
the entry in the Heritage Foundation’s China Global Investment Tracker database is thus not correct.
125
For example, CIC’s investment of 9.3% common units of Blackstone dated May 2007 was raised to 12.5% in October 2008, based on exactly the same terms (except that
the newly bought units are not subject to transfer restrictions). But this raising of ownership is not separately listed in my sample. See The Blackstone Group L.P., Current
Report (Form 8-K), Oct. 16, 2008, available at: http://www.sec.gov/Archives/edgar/data/1393818/000119312508211436/d8k.htm. Similarly, CIC invested US$5.6 billion
into Morgan Stanley in December 2007 in exchange for an ownership of 9.86%. In June 2009, CIC followed up the investment in order to bring its equity ownership back to
9.86%, which was diluted to 7.68% after the October 2008 investment by Mitsubishi UFJ Financial Group into Morgan Stanley. See CIC purchases $1.2 billion Morgan
Stanley common stock, CHINA INVESTMENT CORPORATION, http://www.china-inv.cn/cicen/resources/news_20090828_442031.html. Again, this June 2009 follow-on
transaction was also not listed in my sample.

124

Nov-2009

Time of
Transaction

TABLE 3.1.C: MAJOR CIC-INVESTED JOINT VENTURES, 2007 – 2013 (N=5)

(1) The time of investment for each of the transactions is generally set at the time when a transaction is officially announced by the parties involved therein, or the date of
executing definitive investment agreements. When neither of the above is available, the time of investment mentioned in media anecdotes is used. As such, I do not
record, for example, the time when only non-binding letters of intent are signed, the time when an already-executed transaction is completed, or the time when
convertible bonds are converted into common equity.124
(2) Follow-on capital investments based on the same terms of an earlier transaction are not separately enumerated in my sample.125
(3) For the value of investment I use, to the extent possible, the numbers indicated in the official public announcements of the transactions, or in the definitive investment
agreements. When neither of the above is available, the amount of investment mentioned in media anecdotes is recorded.
(4) A “supportive transaction” means that the concerned transaction was to support certain undertakings of the target firm, e.g., to raise funds to acquire another firm or
to pursue some project. A “bailout transaction” means that the concerned target firm was in heavy indebtedness or could even be on the edge of bankruptcy, and CIC
was imported as a bailout investor to save it.
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Global
Logistic
Properties
Limited
(GLP)

Dec-2011

GLP

Penn West
Energy
Trust

May-2010

Nov-2012

Intel
Capital

Feb-2010

Holdings
Ltd

Real
estate

Real
estate

Energy

Finance

Property
(Provider of
modern
logistics
facilities)

Property
(Provider of
modern
logistics
facilities)

Oil & gas

Investment

Singapore

Singapore

Canada

US

Y

Y

Y

N

SGX

SGX

NYSE and
Toronto
Stock
Exchange

N/A

Unknown

272.9

799.73 (CAD
817)

N/A

Supportive
transaction

Supportive
transaction
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Month

April

Early in
2008

Early in
2008

Early in
2008

September

March

June

June

Year

2008

2008

2008

2008

2008

2009

2009

2009

Unknown

Unknown

Morgan Stanley
Real Estate Fund
VII Global

Reserve Primary
Fund

DWS Money
Market Trust

JP Morgan Prime
Money Market Fund

Invesco Aim Liquid
Assets Portfolio

Unknown

Fund Name

Hedge fund

Fund of hedge
funds

International
property
investment fund

Money market
mutual fund

Money market
mutual fund

Money market
mutual fund

Money market
mutual fund

Private equity buyout

Fund Nature

Morgan Stanley

Blackstone

Morgan Stanley

Deutsche Asset
Management

JP Morgan

Invesco

JC Flowers

Fund Manager

US

US

US

US

US

US

US

US

Country

Unknown

500

800

5,400
(11.1% as of
Sep 2008)

1,500

2,300

2,100

3,200

Amount of
Investment
(US$ Mil)

Unknown

Unknown

6000

Unknown

Unknown

Unknown

Unknown

4000

Amount
of Fund
(US$ Mil)

TABLE 3.1.C: MAJOR CIC INVESTMENTS INTO FUND VEHICLES, 2007 – 2013 (N=23)

Less likely to invest in large
financial institutions than in
smaller banks and brokerages
that have not been the
customary targets of SWFs.

Fund's Planned Investments
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February

February

2010

2010

February

2010

February

September

2009

2010

September

2009

February

August

2009

2010

Month

Year

Unknown

Unknown

Apax Europe VII

US Oil Fund

SPDR Gold Trust

Unknown

Unknown

Unknown

Fund Name

Private equity

Private equity

Private equity buyout

Commodity
ETF

Largest
physically
backed gold
exchange
traded fund
(“ETF”) in the
world.

Real estate
fund

Hedge fund

Hedge fund
(fixed assets)

Fund Nature

Pantheon Ventures

Lexington Partners

Apax Partners

US

US

UK

US

US

State Street Global
Advisors

United States
Commodity Funds
LLC

US

US

UK

Country

Goldman Sachs

Oaktree Capital
Management LP

Capula Investment
Management LLP

Fund Manager

500

500

956 (EUR
685)

79

156

600 - 700

1,000

200

Amount of
Investment
(US$ Mil)

Unknown

Unknown

1,550
(EUR
1,120)

Unknown

Unknown
(0.4% of
the Trust's
total
shares)

Unknown

Unknown

Unknown

Amount
of Fund
(US$ Mil)

Crude oil futures

In US distressed assets
ranging from real estate to
infrastructure.

In distressed debt and other
fixed-income assets.
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See supra note 122.

May

2012

126

April

March

2011

2012

March

2010

December

February

2010

2011

Month

Year

A Capital China
Outbound Fund

Unknown

New Germany
Fund Inc.

Goodman Trust
Australia

Brookfield Retail
Holdings III LLC
(BRH III)

Unknown

Fund Name

Private equity growth fund

Private equity

Diversified,
activelymanaged
closed-end
mutual fund

Real estate
fund

Private equity

Private equity

Fund Nature

A Capital

Blackrock

Deutsche Asset
Management

Goodman

Brookfield Asset
Management

Goldman Sachs

Fund Manager

Belgian

US

US

Australia

Canada

US

Country

Unknown

200

5% of the
fund

156.24

Two CIC
vehicles
collectively
hold
99.499848%
in BRH III.

500

Amount of
Investment
(US$ Mil)

250 - 500

Unknown

Unknown

1,260
(AUD
1,400)

Unknown

Unknown

Amount
of Fund
(US$ Mil)

Take minority stakes alongside
Chinese companies in midsized
European companies with
strong potential in China.

Invest both domestically and
overseas, according to different
sources.

100% of the ordinary units of
ING Industrial Fund (IIF)

General Growth Properties, Inc.
(GGP);
The Howard Hughes
Corporation; and
Rouse Properties, Invc.126

Fund's Planned Investments
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Month

June

Year

2012

Russia-China
Investment Fund

Fund Name

Private equity

Fund Nature

Russian Direct
Investment Fund
(“RDIF”, Russia's
SWF)

Fund Manager

Russia

Country

1,000
(another
1,000 by
RDIF, the
rest from
third party
investors)

Amount of
Investment
(US$ Mil)
3,000 –
4,000

Amount
of Fund
(US$ Mil)
Equity investments primarily in
Russian economy.

Fund's Planned Investments

3.2

General Characteristics of the Investments

As shown in the three tables above, CIC has invested in altogether 17 different countries
in all of the 79 transactions. In both the samples of non-fund investments and fund
investments, the US was the most frequent destination: 12 out the 56 non-fund investments
and 17 out of the 23 fund investments were made into the US firms. In particular, the heavy
concentration of investments in funds created by the US fund managers may be reflecting the
US’s leading position in the global fund management industry. 127 Following the US, the
second largest group of firms absorbing CIC’s investments was from China itself, consisting 9
different firms in aggregate. 128 Note that, except for CITIC Capital and Alibaba Group
Holding Ltd., both of which are closely-held companies, all of the remaining 7 Chinese firms
were listed overseas (primarily in Hong Kong). If looking from the perspective of developed
vs. developing countries, CIC obviously have made more transactions in the former than in
the latter group of countries for its non-fund investments, while the number of countries in
each camp is actually the same. As for fund vehicles, all of CIC’s investments were made into
developed countries except for Russia. See table 3.2.A below.
TABLE 3.2.A: GEOGRAPHY OF CIC’S INVESTMENTS (N=79)
Non-Fund Investments and JVs

Fund Investments

Number of Developed
Countries

8 (Australia, Canada, France, Hong
Kong, Japan, Singapore, the UK, the
US)

5 (Australia, Belgium,
Canada, the UK, the
US)

Number of
Transactions in
Developed Countries

34 (Australia 4, Canada 5, France 2,
Hong Kong 1, Japan 1, Singapore 2, the
UK 7, the US 12)

22 (Australia 1,
Belgium 1, Canada 1,
the UK 2, the US 17)

Number of Developing
Countries

8 (Brazil, China, Indonesia, Kazakhstan,
Mongolia, Russia, South Africa, Vietnam)

1 (Russia)

Number of
Transactions in
Developing Countries

22 (Brazil 1, China 10, Indonesia 2,
Kazakhstan 1, Mongolia 1, Russia 5,
South Africa 1, Vietnam 1)

1 (Russia 1)

Moreover, the majority of the companies invested by CIC were public companies. Among
the 52 different targets (including three targets that are real estate property and loan
portfolio129) in the non-fund investments sample, the numbers of companies listed vs. nonlisted as of the time of transaction are 26 and 17, respectively. If the 6 firms that CIC invested
in their initial public offerings 130 and the 2 firms which are parent companies of listed
entities131 are also added into the group of listed companies, the number of public companies
See Fund Management, THE CITYUK, September 2013, available at: https://www.thecityuk.com/research/ourwork/reports-list/fund-management-2013/, pp. 5 (pointing out that London is the second largest global centre for
hedge fund managers after New York) & 7 (pointing out that The US was by far the biggest source of mutual
funds with more than a half of the world total). As for private equity, most of the world’s 50 largest firms are
headquartered in the US. See The 2013 PEI 300, PRIVATE EQUITY INTERNATIONAL,
http://www.peimedia.com/pei300.
128
GCL-Poly Energy Holdings Ltd. is counted once as it appears both in the non-fund acquisition sample and in
the joint venture sample.
129
They are marked as “N/A” in the column of “Target Public as of Transaction?”.
130
They are marked as “IPO transaction” in the column of “Target Public as of Transaction?”.
131
Namely, these two firms are Northstar Tambang Persada Ltd., the 40% shareholder of Indonesian public
127
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will be twice of non-public ones. The reasons that public firms are preferred over non-public
ones may be that for a foreign investor like CIC, the former type of companies infers less
information asymmetry if compared to the latter type, thanks to the mandatory disclosure
required for public companies.132 Moreover, because there is a ready market, i.e., the stock
exchange, for the shares of the companies listed there, the investor exit is thus made easier.133
Note that, for an external investor that typically does not seek control rights as what CIC
explicitly claims itself to be, investor lock-in can be a severe problem in closely-held firms, as
a minority investor usually has no credible means to threaten exit by easily withdrawing
capital or selling its ownership interests to third parties when managers underperform or
engage in self-dealing.134
In terms of years of investment, CIC was set up in 2007 but for the first two years after its
inception, only US$21 billion was invested. The gradual deployment of capital was
considered “appropriate”, as CIC was still a new company while the global market conditions
were highly turbulent as a result of the financial crisis.135 Although after the full-fledged year
of 2009, CIC slowed down its pace of investment in 2010 due to the general uncertainty
among SWFs about the market prospects,136 it gradually shifted its traditional “stocks + bonds”
strategy and expanded the scope of its alternative investments to include, among other things,
private equities and hedge funds.137 This can be seen from the composition of CIC’s 2010
transactions – 7 of the 14 investments in that year were made into fund vehicles, and 5 of
them were private equity funds. 138 In particular, it has to be noted that the 8 transactions
company PT. Delta Dunia Makmur Tbk., and Windfield Holdings Pty Ltd., which is a special purpose vehicle
created to acquire Talison Lithium, an Australian public company listed in Toronto Stock Exchange.
132
Jere R. Francis, The role of accounting and auditing in corporate governance and the development of
financial markets around the world, 10 ASIA-PACIFIC JOURNAL OF ACCOUNTING & ECONOMICS 1, at 7
(submitting that “greater disclosure means more transparency and less information asymmetry between insiders
and outsiders”) and at 26 (concluding that “credible accounting facilitates contracting and resolves information
asymmetry between the firm and the outside investors”).
133
The importance of having a ready market that matches potential sellers with buyers is best illustrated by the
role played by private secondary markets in filling the liquidity gaps in the venture capital cycle, which cannot
be sustained alone by the sluggish IPO market after the financial crisis. It is submitted that the online markets for
secondary trading of the shares of non-listed, high technology companies may be seen as an essential ingredient
of the new venture capital cycle. Without sufficiently clear options to exit from portfolio firms, it would be
difficult to align the interests of the entrepreneurs and those who invest in a company during the different stages
of its development. By matching sellers of shares in VC-backed firms with multiple potential buyers, these
exchanges have created a space for trading in an asset class that would otherwise be highly illiquid. See Jose
Miguel Mendoza & Erik P.M. Vermeulen, Towards a New Financial Market Segment for High tech Companies
in Europe, in EUROPEAN FINANCIAL MARKET IN TRANSITION, 383-420 (Hanne S. Birkmose et al. eds. 2011),
available at: http://ssrn.com/abstract=1829835, at 15 & 16.
134
See JOSEPH A. MCCAHERY & ERIK P. M. VERMEULEN, CORPORATE GOVERNANCE OF NON-LISTED COMPANIES
8 (2008) (submitting that “shareholders in non-listed companies have fewer market mechanisms to restrict
opportunistic behavior”). See also Darian M. Ibrahim, The New Exit in Venture Capital, 65 VAND. L. REV. 1, 7
(2012) (pointing out that investor lock-in is a severe problem in closely held corporations, in that minority
shareholders can neither look to the corporation for redemption, nor is there a ready market for selling shares to
third parties).
135
China Investment Corporation, 2009 Annual Report 32 (2010), available at: http://www.chinainv.cn/cicen/annals/aboutcic_annals2009.html.
136
See supra notes 36 & 37.
137
China Investment Corporation, 2010 Annual Report 27 (2011), available at: http://www.chinainv.cn/cicen/annals/aboutcic_annals2010.html.
138
While figure 3.2.B generally supports this point, one must note that it does not show the whole picture as the
investments recorded in this paper do not represent the full portfolio of CIC, which include cash funds and others,
equities, fixed-income securities, and alternative investments. This being said, the Global Investment Portfolio
Distribution published by CIC itself in its 2010 annual report shows that the proportion of alternative
investments in its full portfolio in 2010 significantly increased relative to 2009. See CIC 2010 Annual Report, id.,
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where CIC invested in troubled companies and distressed assets (marked as bail-out or
distressed asset transactions in table 3.1.A) were mostly seen in the first years after its
incorporation; and 6 of them took place before the end of 2009. While the reduction of capital
deployment into troubled companies and distressed assets surely was due to the financial
crisis gradually fading away after 2010, it also showed that CIC had intensified market
research in the following years and started to take more prudent actions to manage its
portfolio given the complex market conditions.139
FIGURE 3.2.B: YEARS OF INVESTMENTS BY CIC (N=79)
30
25
20
15
10
5
0
2007

2008

2009

2010

NonͲFundTransactions

2011

2012

2013

FundTransactions

FIGURE 3.2.C: INDUSTRY SECTOR DISTRIBUTION OF CIC’S INVESTMENTS
Transport;4

Agriculture;2

Utilities;2

Conglomerate;
1

Technology;1
Services;1

Energy;17

Realestate;6
Meterials;1
Metals;3
Manufacturing;
2

Finance;12

Note: Based on CIC’s non-fund investments (presented in tables 3.1.A and 3.1.B above); including
altogether 52 different targets after removing the repeated ones.

at 29.
139
China Investment Corporation, 2011 Annual Report, supra note 102, at 24.
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Services;2

Mining;10
Finance,
Insuranceand
RealEstate;19

RetailTrade;2

Construction;
2

Manufacturing
;25

Transportation
,
Communicatio
ns,Electric,
Gas,And
S i
Note: Based on CIC’s 13-F investments (filed with the SEC on February 5, 2010)140; covering 65 different
securities after removing the repeated ones and those securities that do not have SIC codes.

For the 52 targets presented in the first pie chart above, I generally used the industry
sectors designated to them in the Heritage Foundation’s China Global Investment Tracker
dataset. For those firms that are not covered there, I searched their official websites to
designate the industry sector. Obviously, CIC’s investments heavily concentrate in energy
(especially oil & natural gas) and finance firms, which count for more than half of all its
portfolio companies. For the firms and securities included in CIC’s 2010 13-F filing, I
checked their US Standard Industrial Classification (“SIC”) codes and used the major group
divisions141 to designate their industry sectors. Similarly, CIC’s 13-F investments also heavily
cluster in certain industry groups, particularly manufacturing, finance, and mining. Note that,
besides the 10 firms that fall directly into the mining group, there are also 4 firms in the
manufacturing group that are actually engaged in energy-and-resource-related businesses
according to their sub-sector codes.142
Therefore, while CIC officially claims itself to be a financial investor that operates on a
commercial basis,143 the industry sector distribution of its past investments actually presents a
quite different story. The CIC is seen to have heavily invested both upstream, in resources,
and downstream, in utilities and logistics sectors. 144 Regardless whether the investment
transactions are commercially sensible or not, they are highly strategic in nature as they are
targeted at areas in which China’s economy has structural weaknesses. 145 The CIC’s
investment pattern suggests that in addition to its role as portfolio investor, it is also being
utilized as a tool to ensure the access to raw materials, as part of China’s broader economic
140
China Investment Corporation, Form 13-F (Feb. 5, 2010), available at:
http://www.sec.gov/Archives/edgar/data/1468702/000095012310009135/0000950123-10-009135.txt.
141
These are decided by the first two digits of the four-digit SIC codes. See SIC Division Structure, UNITED
STATES DEPARTMENT OF LABOR, https://www.osha.gov/pls/imis/sic_manual.html.
142
These four firms are: Precision Castparts Corp. (3320, manufacturing: iron & steel foundries); Smith Intl Inc.
(3533, manufacturing: oil & gas filed machinery & equipment); Tesoro corp. (2911, manufacturing: petroleum
refining); and Valero Energy Corp. (2911, manufacturing: petroleum refining).
143
See supra note 100.
144
See KOCH-WESER & HAACKE, supra note 20, at 26.
145
Id.
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development and energy needs. 146 Actually, even CIC itself has also admitted that when
choosing potential investment targets, it tends to invest in companies that will benefit from the
“China factor” and take advantage of the potential growth of the Chinese economy. 147 To
support this, the 2009 investment in Canada’s Teck Resources was cited as an example. Teck
is Canada’s largest diversified resource company whose major products include copper,
steelmaking coal (coke), zinc, and energy, 148 and China, which is undergoing a profound
process of urbanization and industrialization and needs vast quantities of energy and resources
to do to, is the largest consumer of its goods.149 The deal was considered as having enabled
both sides to closely work together and identify future opportunities of mutual interest.150 A
similar example is CIC’s 2009 investment in Hong Kong-based commodity supplier Noble
Group. Given China’s position as the world’s biggest buyer of commodities including
soybeans, soybean oil, cotton, iron ore, aluminum, copper and zinc, CIC’s acquisition of
significant equity stake in Noble is surely of great strategic value, as what China needs, Noble
helps to provide.151
3.3

Direct Control in CIC’s Investments
3.3.1

Level of Ownership, Voting Rights, Director Nomination Rights and Board
Representation of CIC’s Non-Fund and Non-JV Investments

The very first mechanism of direct control that a shareholder has is of course its level of
ownership and the voting rights that attach thereto. 152 Moreover, in order to make voting
rights more useful, a shareholder also has the right to nominate potential candidates into the
board, thus limiting the informational and transaction costs of evaluating candidates, and
permitting large electoral groups to vote on a limited number of viable candidacies.153 Having
director representatives in the boards of portfolio companies is surely imperative, because
boards not only have an vital role to play in the area of monitoring and risk oversight, but also
in giving informal advice and strategy support to management, 154 thus implying essential
control mechanisms for an outside investor like an SWF. Fundamentally, these formal
elements of corporate governance are of great importance, in a sense that an SWF’s informal
influence depends ultimately on its ability to vote the shares it holds.155 The complete data
over the contractual terms of the 51 non-JV investments made by CIC into 50 different nonDixon & Monk, supra note 11, at 112.
See CIC 2010 Annual Report, supra note 137, at 30.
148
About us, TECK RESOURCES LTD.,
https://www.teck.com/Generic.aspx?PAGE=Teck+Site%2fAbout+&portalName=tc.
149
Teck Resources Ltd., Annual Report 2009, at 9, available at:
http://teck.com/Generic.aspx?PAGE=Teck%20Site/Investors%20Pages/Financial%20Reporting%20Pages/Annu
al%20Reports&portalName=tc.
150
Id., at 33.
151
Kyunghee Park, CIC Buys 15% Stake in Noble Group to Gain Commodities (Update2), BLOOMBERG.COM,
Sep. 22, 2009, http://www.bloomberg.com/apps/news?pid=20602011&sid=atgmiy6i5IWI.
152
Julian Velasco, The Fundamental Rights of the Shareholder, 40 UC DAVIS LAW REVIEW 407, 416 (2006)
(pointing out that “[s]hareholders have the right to vote on important matters relating to the business, which
gives them some control over the corporation”). Empirically, it is found that voting against a portfolio company
at its annual meeting is the second most important form of activism (after institutional selling) for institutional
investors to influence changes in the company, with 66% of the investor respondents stating that they would take
such an approach. See McCahery et al., supra note 83, at 25.
153
Lawrence A. Hamermesh, Director Nominations, 39 DEL. J. CORP. L. (2014 forthcoming), available at:
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=2359513, at 15.
154
Joseph A. McCahery & Erik P.M. Vermeulen, Understanding the Board of Directors after the Financial Crisis:
Some Lessons for Europe, 41 JOURNAL OF LAW AND SOCIETY 121, 126 (2014).
155
Gilson & Milhaupt, supra note 79, at 1364.
146
147
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fund targets, including those over the level and change of ownership, voting rights, director
nomination rights, and board representation, are presented in the appendix of this paper. These
data are collected to the largest extent possible from the official transactional documents and
periodical financial reports, which are available for those firms that were already public or
were about to go public as of the time of transaction. If not, I then search for public
announcements of the transactions made by the targets or CIC, where a brief summary of the
key transactional terms may be provided even when the whole investment agreements are not
disclosed. These data are supported or double-checked with the target companies’ official
websites and media anecdotes – they are useful particularly in revealing the ownership
structure and transactions details of private companies for which the abovementioned sources
are generally not available.
In terms of the level of ownership, CIC typically acquired significant but non-controlling
stakes in target companies (see table 3.3.1.A). Despite its often large shareholding percentages,
the voting rights that CIC has in its target firms are, to the extent that the relevant information
is available or applicable, very much restricted. In particular, it explicitly gave up the right to
vote when entering into the investment agreements with 6 firms, namely, Blackstone, Morgan
Stanley, Chesapeake Energy, Northstar Tambang Persada Ltd., EIG Global Energy Partners,
and Cheniere Energy, while in other 5 firms its voting rights are limited in different ways, e.g.,
by setting out certain specific items it is entitled to vote (Goodman Group), by requiring it to
vote according to certain directions or recommendations (AES Corp.), by issuing to it a
different class of securities which have only limited (Teck Resources) or no voting rights
(Songbird Estates)156, or by capping its voting rights at a maximum percentage (SouthGobi).
Among all of the 51 investment transactions, there are only two targets where one can clearly
figure out that CIC have secured for itself full voting rights, namely, China Lumena New
Materials157 and SMIC, and it is worth noting that both of them are Chinese firms.
TABLE 3.3.1.A: OVERVIEW OF CIC’S OWNERSHIP AND DIRECT CONTROL RIGHTS IN ITS NONFUND AND NON-JV INVESTMENTS (N=51)
Number of Targets
Ownership Percentage
0  5%

9

5%  10%

11

10%  15%

9

15%  20%

3

>20%

8

Board Representation
No board representation

29

156
Note that, in Songbirds Estates, CIC holds not only preference shares but also ordinary shares, but only its
preferences shares are without voting rights.
157
Although the voting rights will only be available to CIC when its converts its convertible bonds into shares.
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Among which, CIC had right to nominate director(s) but didn’t
With board representation

4
9

Note: the number of targets in each category is counted only to the extent the relevant information is available or
applicable, thus the numbers do not add up to 51. Goodman Group, in which CIC has made investment twice, is
counted only once.

Similarly, CIC generally does not have much direct control in the targets’ boards either.
The number of firms where CIC does NOT have a board seat is more than three times of the
firms where CIC is indeed represented in the board (table 3.3.1.A). In particular, there are four
cases where CIC does not have any board seat despite that the investment agreements with the
targets, namely, Goodman Group, Songbird Estates, SouthGobi and Banco BTG Pactual,
explicitly allowed it to nominate director(s) into their boards. A closer look at CIC’s board
representation together with its ownership relative to the other major shareholders in the target
firms generates even more interesting findings, which are presented in table 3.3.1.B below.
While it is logical that a shareholder typically cannot secure itself a board seat when its
ownership is too small, such as the cases where CIC only holds 1% of Diageo and 3.11% of
Banco BTG Pactual and thus has no board representations in these two firms, this is
apparently not the major reason explaining CIC’s generally low level of board representation
in its target firms. In contrast, CIC is among the biggest shareholders in 10 firms,158 none of
which has one or more shareholders beneficially owning more than 50% shares and thus can
elect the entire board without concurrence of the other shareholders of the company,159 while
it still does not hold any seat in the board thereof. It is worth noting that, although CIC does
not directly have a director in Noble Group, Mr. Li Rongrong, the former chairman of China’s
State-Owned Assets Administration and Commission (the “SASAC”)160 began to serve as a
non-executive director at Noble as from May 2011. Likewise, while CIC does not have any
board seat in Sunshine Oilsands despite it is the second largest shareholder thereof, China Life,
the largest state-owned commercial insurance group in Mainland China,161 and BOCGI, the
overseas investment arm of the state-owned Bank of China, co-invested with CIC and each of
them has a seat in the board of Sunshine Oilsands.162 Arguably, such board seats taken by
former senior governmental official and large Chinese SOEs may indirectly compensate for
CIC’s absence in the targets, as fundamentally these directors should all speak for the interests
of the Chinese government, which decides the career of the officials and owns the investing
SOEs.
These 10 firms are: Goodman Group, Songbird Estates, Noble Group, China Lumena New Materials,
Diamond S Shipping, Sunshine Oilsands, Polyus Gold, Eutelsat Communications, Uralkali, and Moscow
Exchange.
159
For example, in SouthGobi, Ivanhoe held as of March 2012 approximately 58% of the company’s issued and
outstanding common shares. Subject to CIC’s right to appoint a director, Ivanhoe’s ownership interest enables it
to elect the entire board without the concurrence of any of the company’s other shareholders. See SouthGobi,
Annual Report 2011, available at: http://www.southgobi.com/i/pdf/YE-2011.pdf, at 84. The CIC indeed does not
have any seat in SouthGobi’s board. The other five firms which have absolute controlling shareholder(s) and
CIC is not represented in their boards are: CITIC Capital, JSC KazMunaiGas Exploration Production, China
Longyuan Power Group, VTB Group, and SIIC Environment Holdings.
160
Since October 2010, Mr. Li began to serve as the Vice Chairman of the Economic Committee of the 11th
Chinese People’s Political Consultative Conference, and is currently a member of the 17th Central Committee of
the China Communist Party. See Li Rongrong (ᵾ㦓㶽), CHINAVITAE,
http://www.chinavitae.com/biography/Li_Rongrong.
161
About us, CHINA LIFE, https://www.chinalife.com.cn/publish/yw/index.html.
162
Board of Directors, SUNSHINE OILSANDS LTD., http://www.sunshineoilsands.com/about-us/board-ofdirectors.html.
158
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TABLE 3.3.1.B: CIC’S BOARD REPRESENTATION vis-À-vis ITS RELATIVE OWNERSHIP IN TARGET
FIRMS (N=25)
Number of Targets
No board representation

18

CIC is one of the biggest shareholders but has no board seat

10

CIC's shareholding is simply too small to have a board seat

2

No board seat because of absolute controlling shareholder(s)

6

With board representation

7

CIC is or is among the biggest shareholders

5163

Note: Here the sample consists of only 25 non-fund and non-JV target firms, because for them the information
about CIC’s ownership relative to other shareholders and CIC’s board representation is both available, thus
enabling me to analyze the relationship between the two.

The next important question is, to the extent that CIC does have direct control power in
the form of voting rights and/or board seats, whether it has actively exercised such control in
target companies. To answer this, I searched the Factiva database from September 2007 (when
CIC was incorporated) to December 2013 using key words of “vote”, “approve”, “propose”,
and “reject” (and their different conjugation forms) combined with the name of each of the
target companies except those in which it is clearly known that CIC has neither voting right
nor board seat. According to the findings, CIC has NOT been identified to have voted in favor
or against certain issues, regardless in annual shareholder meetings or in board meetings,
NOR is there any record showing that CIC has made any proposal to be voted at any
shareholder meeting. Such findings should be carefully construed. It might seem too abrupt to
conclude from there that CIC is passive and does not exercise at all the key control rights that
it has as a shareholder. Even if CIC indeed voted in shareholder or board meetings, this fact
may not necessarily be disclosed in voting poll outcome announcements or board resolution
announcements, which only publish the overall percentages of votes for each of the relevant
agenda items. Another important source to know how exactly certain shareholder / director
has voted or voiced on certain issues is the insiders of the relevant target firms or people close
to their boards, who may talk about this when they are interviewed by journalists. But again,
such anecdotes are largely not caught by the Factiva search, except for one case detailed in
box 3.3.1 below.
BOX 3.3.1: CIC’S ROLE IN SMIC
On June 29, 2011, Semiconductor Manufacturing International Corporation held its
annual general meeting where one of the agenda items was to decide over re-election of
directors. The poll result for re-electing Mr. David N. K. Wang, SMIC’s chief executive, was

These five firms are: AES Corp., GCL-Poly Energy Holdings, SMIC, GDF SUEZ E&P, and Shanduka Group.
CIC also installed directors in Teck Resources, where it has only 6.7% voting right despite having 17.2%
economic ownership; and in FGP Topco Ltd. (Heathrow Airport’s parent company), where it holds 10% but
actually is the smallest shareholder.
163
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that only 41.79% of the votes were cast in favor, and Mr. Wang failed to be re-appointed into
the board.164 According to media anecdotes, the direct reason for the failure of Mr. Wang’s reelection was that despite smaller shareholders such as Taiwan Semiconductor Manufacturing
Company Limited, Walden International, and New Enterprise Associates (NEA) voted in favor of
him, Datang Telecom Technology & Industry Holdings Co., Ltd. (“Datang”), which was the
largest shareholder of the company, voted against, while CIC and Shanghai Industrial
Investment (Holdings) Company Limited, being the second and third largest shareholders,
abstained from voting. Datang voted against Mr. Wang because it wanted to campaign for
Simon Yang, SMIC’s chief operating officer, to replace Mr. Wang as chief executive.
Three days later, in an urgently-convened interim board meeting, Mr. Zhang Wenyi, who
was the former chairman of SMIC’s smaller rival Shanghai Huahong and former vice-minister
of China’s Ministry of Electronics Industry, and who had just entered the board of SMIC as
from June 30, 2011 as an independent non-executive director, was nominated by CIC as an
candidate to fulfill the vacated executive director position after Mr. Wang’s failure of reelection. Note that, this happened against the background that, according to CIC’s investment
agreement, it could only nominate ONE director, and at that time it had already Mr. Lawrence
Juen-Yee as a non-executive director in SMIC’s board. Datang initially was against Mr.
Zhang’s election giving reason of “potential competition between Huahong and SMIC”, and its
two board representatives both voted for Simon Yang to be the executive director to replace
Mr. Wang. Mr. Zhang Wenyi finally managed to be elected as the executive director, and was
appointed as the acting CEO of the company. 165 This was seen by the outside as a
compromise between Datang and SMIC’s overseas shareholders: the former agreed that Mr.
Zhang would become the new chairman of SMIC’s board, while the latter agreed upon the
resignation of Mr. Wang, which took effect as from July 13, 2011.
The drama described above represented public feud between two state-owned
shareholders of SMIC, which began when Jiang Shangzhou, SMIC’s former chairman, died
on June 27, 2011. Datang was brought into SMIC in 2008 and soon increased its stake to
19.4%, making it SMIC’s largest shareholder. It was reported that Datang had wanted to fully
consolidate SMIC to create a vertically-integrated telecoms technology company, but such
ambitions received a blow last year, when the well-connected Mr. Jiang, a former government
official, brought in CIC as the second largest shareholder with a 13.6% stake.
Source: Summarized from Wang (2011)166, Wan (2011)167 Hille & Kwong (2011).168

3.3.2

Direct Control Rights in CIC’s JV Investments and Fund Investments

The key terms of CIC’s five JV investments are presented in table 3.3.2.A. It can be seen
that typically, CIC does not hold majority equity stake in the JVs it invested in, and in none of
the cases CIC actively manages the JV.
As to the 23 fund investments that CIC has made, I was able to find the relevant terms
about CIC’s control rights in 8 of them, which are presented in table 3.3.2.B. Note that,
investing in secondary market can not only help an SWF like CIC to mitigate the political
Semiconductor Manufacturing International Corporation, Annual General Meeting Held on 29 June, 2011
Poll Results, http://www.smics.com/attachment/201107251154271_en.pdf.
165
Semiconductor Manufacturing International Corporation, Appointment of Chairman, Redesignation of
Director and Independent Non-Executive Director, Resignation Of Chief Executive Officer, Appointment of
Acting Chief Executive Officer and Authorised Representative, Clarification Announcement, Resumption of
Trading, http://www.smics.com/attachment/20110715201701001240916_en.pdf.
166
Xiaorui Wang, Meiyou yingjia – Zhongxin Guoji Neihong Ji [A Game with no winner – the internal strife of
SMIC], 15 IT SHIDAI ZHOUKAN [IT TIME WEEKLY], available at:
http://www.ittime.com.cn/index.php?m=content&c=index&a=show&catid=14&id=377 (2011).
167
Xiaoxiao Wan, Zhengduo Zhongxin Guoji [The Fight for SMIC], JINGJI GUANCHA BAO [THE ECONOMIC
OBSERVER], July 8, 2011, http://www.eeo.com.cn/2011/0708/205704.shtml.
168
Kathrin Hille & Robin Kwong, SMIC’s future unclear after Wang’s resignation, FINANCIAL TIMES, July 18,
2011.
164
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backlash against it injecting capital into high-profiled public companies 169 given the less
regulation and disclosure imposed on private equity, it also has the advantage of allowing CIC
to build indirectly but quickly a more mature and diversified portfolio, 170 and making it less
vulnerable to domestic criticism if its investments went sour. In particular, it has been
submitted that usually as one of the major investors, CIC has been able to use its size to win
special terms from private equity groups, including lower fees and transfer of knowledge on
specialist markets. 171 For example, Lexington Partners, Goldman Sachs and Pantheon
Ventures have each agreed to manage US$500m for CIC through special accounts, which are
to be kept separate from their main funds.172 Another example supporting this point is CIC’s
investment in JC Flowers, where the terms for CIC are more favorable than the standard terms
for investors.173 In its more recent investments, CIC has also been identified to have gone
from merely investing in private equity funds to creating funds to meet both its needs and
China’s strategic imperatives,174 with examples such as the joint private equity fund that it
initiated with Blackrock, the A Capital China Outbound Fund and the Russia-China
Investment Fund, which were all created in 2012.175

Henny Sender, Sovereign wealth funds find new private equity bedfellows, FINANCIAL TIMES, Feb. 15, 2008.
Martin Arnold, China fund in private equity push, FINANCIAL TIMES, Feb. 17, 2010.
171
Id.
172
Id.
173
Henny Sender, CIC close to fund deal with JC Flowers, FINANCIAL TIMES, Feb. 8, 2008.
174
Henny Sender, CIC fund to help China invest in Europe, FINANCIAL TIMES, May 12, 2012.
175
Id.
169
170
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Nov/2009

Time of
Investment

GCL-Poly
Energy
Holdings
Ltd

Name of
Main JV
Partner

GCL Ploy:
51%

CIC: 49%

JV
Ownership
Structure
GCL Poly

JV
Managed
by

The actual controlling person
of GCL Poly covenants that
he or any of his controlled
entity will conduct competing
business during the entire JV
term and 18 months after its
termination.

Normal matters are decided
by simple majority; but there
is also a list of reserved
matters that require the
approval or affirmative vote
of one CIC director.

CIC can appoint 2 out of 5
directors.

Contractual Terms on
CIC's Ownership and
Control Rights

Completion of the
JV is conditioned
upon and will take
place the same
time as the closing
of CIC subscribing
GCL Poly's shares
(see appendix).

To jointly invest in
and develop
photovoltaic
electricity
generation
business.

JV shares are transferrable
to each partner's whollyowned affiliates, otherwise,
the other partner needs to
approve.

After 3 years, CIC may give
a prior notice to offer to sell
to GCL Poly part or whole
of its shares at a price of no
less than 15% annual IRR
of its investment in the JV.
If GCL Poly does not take
up the shares within 45
days, then CIC can sell to a
third party that is NOT a
competitor of GCL Poly, at
ANY price and terms as
CIC sees fit.

After 3 years, GCL Poly
may give a prior notice to
offer to sell to CIC part or
whole of its shares. If CIC
does not take up the shares
within 45 days, then GCL
Poly can sell to a third party
on NO more favorable
terms.

Transactions
Related to the JV

Purpose of the
Creating the JV

Contractual Terms on
Changing Ownership

TABLE 3.3.2.A: CIC’S CONTROL RIGHTS IN ITS JV INVESTMENTS (N=5)
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Penn
West

Global
Logistic
Properties
Limited
(GLP)

Dec/2011

Intel
Capital

Name of
Main JV
Partner

May/2010

Feb/2010

Time of
Investment

GLP: 50%

CIC: 50%

Penn West:
55%

CIC: 45%

N/A

JV
Ownership
Structure

GLP

Penn
West

N/A

JV
Managed
by

Unknown

Unknown

N/A. This JV is a loose
collaboration between CIC
and Intel Capital to work
together to identify and
support strategic investments
in pioneering companies
across a wide array of
technology sectors including
cleantech, software and
services, mobility and digital
home.

Contractual Terms on
CIC's Ownership and
Control Rights

Unknown

To purchase 15
logistics facilities
from LaSalle
Investment
Management in
Japan.

To form a
partnership and
develop Penn
West’s bitumen
assets located in
the Peace River
area of Canada.

To pair the
resources of CIC
with the technology
expertise of Intel
Capital to explore
investments outside
China, seeking
cross border
opportunities that
will benefit both the
U.S. and China.

N/A

Unknown

Purpose of the
Creating the JV

Contractual Terms on
Changing Ownership

Earlier in 2011,
GLP established a
50/50 JV with
Canada Pension
Plan Investment
Board (“CPPIB”) to
develop modern
logistics facilities in

Concurrent with
this JV transaction,
CIC has also
agreed to
purchase 5% of
Penn West’s
issued and
outstanding trust
units (see
appendix).

Transactions
Related to the JV
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Unknown

Unknown

Unknown

Apr/2008

Feb/2010

Feb/2010

CPPIB:
11.6%

Unknown

Contractual Terms on
CIC's Ownership and
Control Rights

Unknown

Contractual Terms on
Changing Ownership

Private equity

Private equity

Private equity
- buyout

Pantheon
Ventures

Lexington
Partners

JC Flowers

Firm

To buy Prosperitasassets in Brazil.
This JV is the first
JV, i.e., the
Stabilized JV,
which is intended to
buy the first
portfolio of the
logistics facilities.

Purpose of the
Creating the JV

The second JV is
the Development
JV, which was by
and among GLP,
CPPIB and GIC,
where GLP owns
41.3%, CPPIB
39.6% and GIC
19.1%.

Japan.

Transactions
Related to the JV

Same as above

CIC’s investment will be managed through special accounts, which are to be kept
separate from the main funds of the fund managers.

The terms for CIC will be more favorable than the standard terms for investors.

CIC will not be involved in regular management, but JC Flowers will brief it on some
significant investments in advance.

Relevant Terms on CIC’s Control Rights in the Fund

TABLE 3.3.2.B: CIC’S CONTROL RIGHTS IN ITS FUND INVESTMENTS

GLP

JV
Managed
by

Fund Nature

GIC 20%;

GLP:
34.2%;

CIC:
34.2%;

Fund Name

GLP

Nov/2012

JV
Ownership
Structure

Time of
Investment

Name of
Main JV
Partner

Time of
Investment
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Russia-China
Investment Fund

Goodman Trust
Australia (“GTA”)

Mar/2011

Jun/2012

Brookfield Retail
Holdings III LLC
(“BRH III”)

Mar/2010

A Capital China
Outbound Fund

Unknown

Feb/2010

May/2012

Fund Name

Time of
Investment

Private equity

Private equity
- growth fund

Real estate
fund

Private equity

Private equity

Fund Nature

Russian Direct
Investment
Fund (“RDIF”,
Russia's SWF,
which is 100%
owned by VEB)

A Capital

Goodman

Brookfield

Goldman
Sachs

Firm

Mr. Hu Bing is the Co-CEO of the fund. He is the managing Director and Head of
Special Investments Department at CIC.

RDIF will be primarily responsible for building up the professional investment team and
fund management.

The fund is organized as a limited partnership and run commercially.

A capital will be the general partner of the fund, while Belgian Federal Holding Co. and
CIC are the limited partners.

Board representation unknown.

GTA will be owned by Goodman (holding a 19.9%), CPPIB (holding 42.5%), APG
(holding 25.2%) and CIC (holding 12.4%).

GTA is an A$1.4 billion fund established by Goodman and the three consortium partners
to acquire and hold the ING Industrial Fund (“IIF”) portfolio. After this transaction, IIF
was delisted from ASX.

The two CIC subsidiaries are able to appoint and remove the members of the board of
directors of BRH III.

Two of CIC's subsidiaries hold a collective 99.499848% ownership interest in BRH III.

Same as above

Relevant Terms on CIC’s Control Rights in the Fund

3.4

Indirect Control of CIC in its Investment Targets

It has been shown above that CIC has rather limited direct control rights in its
investment targets, in a way that its voting rights are often restricted, and it has been a
rule rather than exception that it is not represented in targets’ boards, even if it was
contractually allowed to nominate directors in the first place. This being said, one
must note that using formal corporate governance mechanisms to influence a portfolio
company’s decision making is not the only way an SWF could seek to secure a
strategic advantage from a portfolio firm.176 Rather, corporate boards should envision
a role in improving firm performance by approving strategy directions and giving
‘informal’ advice and support to the executive managers. 177 Given that CIC is
generally committed to invest long-term instead of seeking quick exits from its
portfolio companies,178 there could be ample post-investment opportunities for it to
influence a target firm, which does not have to happen in formal corporate governance
framework but can rather derive from the lasting strategic relationship between the
target firm and CIC. In this Section 3.4, I focus on the related business transactions or
dealings by and among firms from the target’s or CIC’s network that may take place
before or after a particular CIC investment. Table 3.4 below presents a list of
examples of these network transactions, collected from media anecdotes and
announcements of the relevant firms. Note that, this list is not exhaustive, in a sense
that it neither means to capture the network transactions relating to all of CIC’s targets,
nor does it intends to enumerate all the relevant business dealings of each of the
included target firms, but only covers those major representative transactions.
These examples show that in many cases, CIC and many of its target firms do
maintain active business contact after direct CIC investments took place, and in some
cases the business dealings, direct or indirect, started already before that. Typically,
investment by CIC would open or strengthen a target firm’s business in China, which
is doubtlessly a very big and important market. While it is indeed true that nowadays,
the Chinese economy policy process is no longer monopolized solely by political
elites like before with non-state actors, particularly those from the business world and
even the scholarly community, playing a greater role, 179 one must note that the
Chinese government is still deeply involved in the economy. For one thing, it has
important sources of leverage over China’s state-owned enterprises,180 which is seen
as the vehicles of implementing the government’s industrial policies. Although for the
See Gilson & Milhaupt, supra note 79, at 1365.
See Joseph A. McCahery et al., The Present and Future of Corporate Governance: Re-Examining
the Role of the Board of Directors and Investor Relations in Listed Companies, 10 EUROPEAN
COMPANY AND FINANCIAL LAW REVIEW 117, 131 (2013). The problem is, however, that while
policymakers and regulators have focused on allocating formal control rights in general meetings of
shareholders, they often miss implementing provisions that are valuable and often informal in
providing investors with more opportunities to interact with companies. See also Joseph A. McCahery
& Erik P.M. Vermeulen, Six Components of Corporate Governance that Cannot be Ignored (March
2014) (Lex Research Topics in Corporate Law & Economics Working Paper No. 2014-2; European
Corporate Governance Institute (ECGI) - Law Working Paper No. 248/2014; Tilburg Law School
Research Paper No. 08/2014), available at: http://ssrn.com/abstract=2406565, at 25.
178
See table 2.1.B.
179
Scott Kenney, Statement to the U.S.-China Economic and Security Review Commission, The Extent
of the Government’s Control of China’s Economy, and Implications for the United States, Hearing, May
24-25, 2007, available at: http://origin.www.uscc.gov/sites/default/files/transcripts/5.2425.07HearingTranscript.pdf, at 39.
180
Id., at 42.
176
177
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past two decades, SOEs appear to have retreated from the more competitive and more
labor intensive industries, they still play a dominant role in core industries, such as
petroleum, coking, nuclear fuel, raw chemical material, transport equipment, as well
as mining and supply of electric and heat power, gas and water.181 Obviously, these
industries coincide to a large extent with the sector distribution of CIC’s investments,
which heavily concentrate on energy and resources firms, and to a lesser extent also
on transport and utilities firms. 182 Arguably, this supports the claim that China’s
foreign relations often are tied to its desire to open new markets to Chinese imports
and also to access resources to fuel China’s continued economic growth.183 Moreover,
the government also heavily scrutinizes foreign investments, which are often made to
comply with mandatory equity ownership thresholds as well as undergo lengthy
governmental approval procedures and other political bureaucracies, especially in
those restricted industries.184 But even in those lines of businesses where not many
specific investment limitations are present in writing, there is still tremendous amount
of government influence in practice, both at the provincial and central government
level, on who gets to invest and under what terms.185 As such, it is of great importance
for a foreign firm wishing to do business in China to be able to sustain a good
relationship with the government.
Along this line of reasoning, the opportunity of having CIC as an investor
apparently bears great meaning to a target firm. The CIC’s status as an important
state-owned enterprise under the direct leadership of the State Council underscores its
influence among the highest level of Chinese governmental bureaucracies. A target
firm thus would have sound incentives to keep a good post-investment relationship
with CIC, as the image of a trustful business partner with the official state investment
company will not only facilitate further dealings with Chinese governmental officials,
but also help bring about more potential business opportunities with key Chinese
SOEs, such as the case of Teck Resources and GDF SUEZ (see table 3.4). The role
played by CIC there is best described by Mr. Gérard Mestrallet, Chairman and CEO
of GDF SUEZ, when commenting on the execution of significant agreements with
Chinese parties in 2013: “The signing of these agreements is proof of our
commitment to China, further strengthened in recent years thanks to our partnership
with the Chinese sovereign fund CIC. It enables us to increase and diversify GDF
SUEZ’s activities in this country, where the Group has a strong presence in the
environmental sector and is experiencing growth in the energy and energy services
sectors.”186

Working Group on Privatisation and Corporate Governance of State Owned Assets, State Owned
Enterprises In China: Reviewing the Evidence, OECD,
http://www.oecd.org/daf/ca/corporategovernanceofstate-ownedenterprises/42095493.pdf (2009), at 13.
182
See supra Section 3.2.
183
Carolyn Cheeks Kilpatrick, Statement to the U.S.-China Economic and Security Review
Commission, supra note 179, at 78.
184
See Bureau of Economic and Business Affairs, 2013 Investment Climate Statement – China, U.S.
DEPARTMENT OF STATE, Feb. 2013, available at:
http://www.state.gov/e/eb/rls/othr/ics/2013/204621.htm.
185
Barry D. Solarz, Statement to the U.S.-China Economic and Security Review Commission, supra
note 179, at 168.
186
China: GDF SUEZ develops its presence in natural gas storage, LNG and the environment, GDF
SUEZ, Apr. 25, 2013, http://www.gdfsuez.com/en/journalists/press-releases/china-gdf-suez-developsits-presence-in-natural-gas-storage-lng-and-the-environment/
181
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In addition to helping open up and strengthen business ties with the Chinese
market, CIC often actively collaborates with its targets in potential investments into
related business projects. When asked about the CIC investment in its 2009 Q3
earnings conference call, Mr. Paul Hanranan, president and CEO of AES Corporation,
stated: “potentially to the extent there are larger transactions, what we would likely do
is go to [CIC] with the opportunities for the large transactions and see if they would
want to become, on a case by case basis, a joint venture partner, particularly for big
investments where we think that makes sense.” 187 Indeed, this statement well
describes how the post-investment CIC-target collaboration can take place. Such
collaborative relationship could have already been agreed in the form of a strategic
cooperation agreement when the CIC investment took place, such as the cases of
Goodman Group, PT Bumi, GCL-Poly, and Penn West; but it could also be gradually
developed in the years following the CIC investment, such as that with Blackstone,
Morgan Stanley, and Russian’s large state-owned bank VTB Group, which started
after CIC invested in VTB in 2011 (see table 3.4 below). While CIC also benefited
from these collaborative relationships with its portfolio firms in a sense that it was
introduced into their networks and could thus access good new business projects in
foreign countries, CIC could still have important say in these relationships being a
deep-pocketed investor or co-investor that is ready to expend large amount of capital
into the projects. This again qualifies as a sound reason for a CIC portfolio company
to respect this cash-rich business partner and keep a good long-term relationship with
it after the direct investment happens.
As such, the ability of CIC to smoothen for its portfolio companies the progress of
doing and enlarging their potential business in China, combined with the network
transactions where it co-invests and cooperates with the portfolio companies as a
valuable business partner, enable CIC to extract private potential private control
benefits from its target firms.188 Such control benefits are indirect, as they are realized
without CIC necessarily possessing or making use of formal control rights such as
voting and board seats in the portfolio firms; yet can still be influential, as they are
derived from long-term business relationships where both sides practically cannot
easily afford losing each other, and especially not CIC if the concerned target firms
have active business in China.
TABLE 3.4: EXAMPLES OF LONG-TERM CIC-TARGET COLLABORATIVE RELATIONSHIP
Blackstone

CIC bought 9.3% of Blackstone’s common units in May 2007.
Blackstone opened its Beijing representative office in August 2008.
CIC invested US$500 million in a fund of hedge fund managed by Blackstone
in June 2009.
CIC co-invested with Blackstone in Cheniere Energy in August 2012.
Blackstone sold London office park Chiswick Park to CIC in November 2013,

187
Q3 2009 AES Corporation Earnings Conference Call – Final, AES CORPORATION, Nov. 6, 2009,
accessed from Factiva.
188
Dewenter et al., supra note 50, at 275 (submitting that network transactions, such as those where the
target firm had some business-related contact with the SWF’s network of investments, and also those
cases where the wealth fund took an equity interest in another firm that is wholly or partially owned by
the target firm, may provide opportunities for SWFs to extract private control benefits from target
firms).
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and continued to act as the asset manager for CIC in the premise.

Morgan
Stanley

CIC invested in Morgan Stanley in December 2007.
CIC committed US$800 million in Morgan Stanley Real Estate Fund VII Global
in March 2009; and in June 2009, it was identified to have ventured into
hedge-fund investing by earmarking money to be seen by Morgan Stanley’s
asset management unit.
In 2010 CIC invested in Morgan Stanley’s Japanese real estate loan portfolio.

Invesco

CIC invested US$2.1 billion in Invesco Aim Liquid Assets Portfolio in early
2008.
In the transaction where CIC bought the Deutsche Bank’s headquarter in
London in November 2012, Invesco bought the office block on behalf of CIC
as the asset manager there.

Teck
Resources

CIC’s July 2009 investment in Teck Resources laid the groundwork for CIC's
entry into Canada. Mr. Felix Chee, who basically facilitated CIC-Teck deal,
was appointed as the CIC director in Teck’s board, and later also became the
Chief Representative of the very first overseas representative office of CIC,
which was set up in January 2011 in Toronto.
CIC’s July 2009 investment in Teck Resources has also allowed Teck to
advance business with Chinese companies such as Jiangxi Copper Co.,
China’s largest integrated copper producer, which imported in October 2010
over 60,000 tons of copper ore concentrates from Teck’s copper mine in
Chile.
Teck opened in April 2013 an office in Shanghai to further strengthen its
business ties in China. In 2012, China accounted for over 25% of Teck’s total
revenues and became its biggest market.

Diageo

Diageo bought interests in two Chinese wine producers in 2007.
CIC invested in Diageo in July 2009.

Goodman
Group

Together with CIC’s August 2009 A$ 500 million investment into Goodman,
CIC and Goodman also signed a Relationship Agreement where the parties
will work together to explore a range of opportunities including:
x

Participation in new acquisitions;

x

Acquisition of assets currently held on Goodman’s balance sheet;

x

Participation in significant private and public market situations across
Goodman’s platform; and

x

CIC working with Goodman to grow its business globally.

CIC invested in Goodman Trust Australia in March 2011 to help the fund
acquire and privatize ING Industrial Fund.
PT Bumi

In addition to CIC’s US$1.9 loan to PT Bumi in September 2009, CIC and
Bumi agreed to form a strategic alliance, allowing CIC to facilitate and
participate in the future financing needs of Bumi or its affiliates, including
project finance for its expanding infrastructure. CIC and Bumi also agreed to
jointly pursue other investment opportunities in mining sector.
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AES Corp

CIC invested in AES in November 2009. In addition, they also signed a letter
of intent to invest 35% into AES Wind Generation, but this project didn’t
proceed as planned and the LOI lapsed in June 2010.
In September 2011, CIC helped AES by buying a 19% stake in the AES-VCM
Mong Duong Power Co., Ltd. in Vietnam, so that AES could raise funds for
constructing Mong Duong 2, a joint venture between AES (10%) and the
state-owned Vietnam National Coal – Mineral Industries Holding Corporation
(90%).

GCL-Poly

In addition to CIC’s November 2009 investment in GCL-Poly, the two parties
also agreed to set up a JV to jointly invest in and develop photovoltaic
electricity generation business.

Diamond S
Shipping

CIC and Wilbur L. Ross Jr. co-invested in China Longyuan in November 2009.

Apax

In February 2010, CIC invested in both Apax Partners Worldwide LLP
(acquiring 2.3% stake), and Apax Europe VII (with the amount of EUR685
million), a private equity fund managed by Apax.

Penn West

Along with CIC’s May 2010 investment in Penn West, the parties also agreed
to form a partnership together to develop Penn West’s bitumen assets located
in the Peace River area of northern Alberta, Canada.

VTB Group

CIC invested in VTB Group in February 2011.

In August 2011, CIC invested in Diamond S Shipping, which was founded by
WL Ross & Co. LLC.

After that, they co-invested in Polyus (April 2012), Urakali (November 2012),
and Moscow Exchange (December 2012). These investments were likely to
be brought to CIC by VEB (in the case of Moscow Exchange by RDIF, which
is Russia's SWF and 100% owned by VEB).
In June 2012, CIC invested in Russia-China Investment Fund, a fund
managed by RDIF, and VEB is the strategic partner of the fund.
In October 2013, VTB and China National Petroleum Corporation (“CNPC”)
signed a memorandum of understanding on mutual business cooperation,
under which VTB Group will provide CNPC with a range of products and
services to support the Chinese company’s business development activities
across Russia and the CIS, particularly in Kazakhstan and Azerbaijan.
SMIC

CIC invested in SMIC in April 2011. According to the following sentence from
2012 annual report, SMIC and CIC had (or proposed) a joint venture: "In
addition, an advance of US$3.9 million was made in 2011 to Zhongxin
Xiecheng Investment (Beijing) Corporation Limited in conjunction with a joint
venture between China Investment Corporation and the Company. The
advance converted to capital of the new company after it was formed in
2012."

GDF SUEZ

In addition to CIC’s October 2011 minority investment in the Exploration &
Production Division of GDF SUEZ and the acquisition by CIC of a 10% stake
in train 1 of the Atlantic liquefied natural gas (“LNG”) liquefaction plant in
Trinidad and Tobago, GDF SUEZ and CIC also agreed to cooperate on a nonexclusive basis in three areas in the Asia-Pacific region:
x

Joint investment opportunities in existing and new energy-related
projects;

x

Financing cooperation in new projects; and
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x

Commercial sponsorship and support to GDF SUEZ.

As part of the development of its activities in the region, GDF SUEZ also
signed with CNOOC a cooperation agreement in the LNG sector.
On the occasion of the French President François Hollande’s visit to China in
April 2013, GDF SUEZ signed several significant agreements with Chinese
partners in the field of natural gas storage, the provision of LNG regasification
facilities and the environment. These agreements reflect the gathering
momentum of GDF SUEZ’s development strategy in China.
Shanduka
Group

CIC’s December 2011 investment in Shanduka Group allows both sides to
jointly explore future investment opportunities in South Africa and other parts
of Africa.

EIG Global
Energy
Partners

In February 2012, CIC purchased a minority stake in EIG Global Energy
Partners. CIC is also an investor in funds managed by EIG.
CIC invested together with EIG Global Energy Partners in Sunshine Oilsands
in February 2012.

Source: Collected from media anecdotes and press releases of the relevant firms.

3.5

Huijin Investments

After discussing the control rights, both direct and indirect, of CIC in its portfolio
companies, this Section 3.5 will focus on Huijin, CIC’s wholly-owned subsidiary.
Table 3.5 below presents the equity holdings of Huijin in 19 SOEs as of the end of
2013.189 This list is originally published on the official website of Huijin, 190 and I
supplement it by checking the portfolio companies’ 2013 annual reports or their
official websites to reveal Huijin’s comparative ownership percentages relative to the
other major shareholders (holding 5% and above) in them. In addition, I also collect
data over the director and supervisor seats taken by Huijin in these firms. It can be
seen that, Huijin typically hold significant equity stake, in some cases even absolute
controlling stake, thus is almost always the largest shareholder in its portfolio
companies.191 This underlines the fact that is Huijin is exclusively mandated to hold
interest on behalf of the Chinese government in state-owned financial assets and
achieve the goal of preserving and enhancing the value thereof.192 In addition to its
large equity ownership, Huijin’s monitoring role is further fortified by the directors
and supervisors it has appointed into its portfolio companies; and it is not uncommon
that Huijin’s board representatives sit in important committees or act as chairman of
189
Note that, one of these 19 SOEs is UBS Securities Co., Ltd., which was originally included in
Huijin’s list of portfolio companies as of the end of 2012, but no longer appears in the 2013 version of
this list as published on Huijin’s official website. This is because Huijin no longer holds any equity
interest in the company after the transfer of its shares to Guangdong Provincial Communication Group
Company Limited was approved by the CSRC in the beginning of 2014. See Z-Ben Advisors, Central
Huijin sels entire stake in UBS Securities, Zed-Alert, Jan. 13, 2014, http://ruvakrz.z-ben.com/zedalert/central-huijin-sels-entire-stake-ubs-securities.
190
See Investments, CENTRAL HUIJIN INVESTMENT LTD., http://www.huijininv.cn/hjen/investments/investments_2008.html?var1=Investments.
191
Only except in China Development Bank Corporation, China Securities Co., Ltd., and UBS
Securities Co., where Huijin is the second, second and third largest shareholder, respectively. As for
Guotai Junan Investment Management Co., Ltd., no information is disclosed about its ownership
structure thus it is impossible to figure out Huijin’s ownership relative to other major shareholders
therein. See table 3.5, infra.
192
See supra table 2.1.B.
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portfolio companies. Note that, while the directors installed by CIC in its target firms
have all been non-executives (see appendix) except for Mr. Zhang Wenyi of SMIC,
who entered board first as a non-executive director but soon was appointed as the
chairman and acting CEO of the company (see box 3.3), this is not always the case of
Huijin. To the extent the relevant information is available, Huijin has executive board
seats in China Reinsurance (Group) Corporation, China Galaxy Financial Holdings
Co., Ltd., and China Investment Securities Co., Ltd.. Therefore, to the extent of these
three companies, Huijin does participate in the day-to-day business operations
through the executive directors installed in them, instead of investing only as a
monitoring shareholder.193

193
Note that, Huijin claims that it normally does not intervene in the day-to-day business operations of
the firms in which it invests. See supra table 2.1.B.
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Banking

Industrial
and
Commercial
Bank of
China
Limited

Banking

Banking

China
Development
Bank
Corporation

Agricultural
Bank of
China
Limited

Core
Business

Company
Name

Y

Y

N

Public?

40.28%

35.33%

47.63%

Ownership

Ministry of
Finance, 39.21%

Ministry of
Finance, 35.09%

Ministry of
Finance, 50.18%

Other SHs (>5%)

Mr. Shen Bingxi sits in Strategic
Planning Committee, Nomination
and Remuneration Committee, and
Risk Management Committee.

Executives: 4;
Non-executives: 6;
Independent nonexecutives: 5

Mr. Cheng Fengchao sits in Strategic

Mr. Lin Damao sits in Nomination
and Remuneration Committee, Audit
Committee, and Risk Management
Committee.

Huijin has 6 non-executive directors.

Total: 15

Mr. Li Jun sits in Risk Management
Committee and Audit Committee.

Ms. Ge Rongrong sits in Risk
Management Committee and
Nomination Committee.

Ms. Wang Xiaoya sits in Strategy
Committee and Compensation
Committee.

Executives: 3;
Non-executives: 6;
Independent nonexecutives: 6

None

None

Unknown

Unknown

Huijin has 3 non-executive directors.

Supervisor
Representation

Director and Board Committee
Representation

Total: 15

Executives: 2;
Non-executives: 8;
Independent nonexecutives: 3

Total: 13

Board Size and
Structure

TABLE 3.5: HUIJIN’S INVESTMENTS IN STATE-OWNED FINANCIAL INSTITUTIONS (N=19)
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Banking

Banking

China
Construction
Bank
Corporation

Core
Business

Bank of
China
Limited

Company
Name

Y

Y

Public?

57.26%

67.72%

Ownership

Temasek, 7.15%

None

Other SHs (>5%)

Executives: 4;
Non-executives: 5;
Independent nonexecutives: 6

Total: 15

Executives: 4;
Non-executives: 5;
Independent nonexecutives: 5

Total: 14

Board Size and
Structure

None

None

Mr. Zhao Chao sits in Strategic
Planning Committee and County
Area Banking Business
Development Committee.

Mr. Xiao Shusheng sits in Strategic
Planning Committee, County Area
Banking Business Development
Committee, and Risk Management
Committee.

Mr. Li Yelin sits in Strategic Planning
Committee and Risk Management
Committee.

Planning Committee, County Area
Banking Business Development
Committee, and Audit Committee.

Director and Board Committee
Representation

The board of
supervisors
consists of 3
supervisors
representing
shareholders; 4
representing

Ms. Li Xiaoling

None

Supervisor
Representation
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Insurance

Banking

China
Everbright
Bank Co.,
Ltd.

China Export
& Credit
Insurance
Corporation

Core
Business

Company
Name

N

Y

Public?

73.63%

41.66%

Ownership

Unknown

None

Other SHs (>5%)

Unknown

Mr. Wu Jian sits in Risk
Management Committee (chairman)
and Audit Committee.

Executives: 2;
Non-executives: 8;
Independent nonexecutives: 5

Unknown

Mr. Wu Gaolian sits in Risk
Management Committee and
Remuneration Committee.

Mr. Wang Zhongxin sits in Strategy
Committee and Risk Management
Committee.

Ms. Wang Shumin sits in Strategy
Committee and Remuneration
Committee.

Mr. Wu Gang sits in Strategy
Committee and Remuneration
Committee.

Ms. Narentuya sits in Strategy
Committee and Audit Committee.

Huijin has 6 non-executive directors.

Director and Board Committee
Representation

Total: 15

Board Size and
Structure

Unknown

None

employees; and 2
external
supervisors.

Supervisor
Representation
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Insurance

Insurance

China
Reinsurance
(Group)
Corporation

New China
Life
Insurance
Co., Ltd.

Core
Business

Company
Name

Y

N

Public?

31.34%

84.91%

Ownership

Baosteel Group
Corporation,
15.11%

Ministry of
Finance, 15.09%

Other SHs (>5%)

Ms. Zhao Haiying sits in Strategy
and Investment Committee, and
Nomination and Compensation
Committee.

Mr. Liu Xiangdong sits in Audit
Committee, and Risk Management
Committee.

Mr. Meng Xingguo sits in Strategy
and Investment Committee, and Risk
Management Committee.

Huijin has 3 non-executive directors.

Executives: 2;
Non-executives: 7;
Independent nonexecutives: 6

Mr. Ren Xiaobing (vice president).

Executives: 4;
Non-executives: 2;
Independent nonexecutives: 3

Total: 15

Huijin has 1 executive director.

Director and Board Committee
Representation

Total: 9

Board Size and
Structure

The supervisory
board consists of 7
supervisors, among
which 4 represents
shareholders and
the rest 3
represents
employees.

Ms. Ai Bo (from
CIC)

The supervisory
board consists of 5
supervisors, 3
representing
shareholders, the
other 2
representing
employees.

Mr. Wei Shiping
(from CIC)

Mr. Ouyang Jinbao
(from CIC)

Mr. Wang
Yonggang
(chairman)

Supervisor
Representation

- 250 -

Investment

Securities

China
Galaxy
Financial
Holdings
Co., Ltd.

Shenyin &
Wanguo
Securities
Co., Ltd

Investment

Investment

China
Jianyin
Investment
Limited

China
International
Capital Co.,
Ltd.

Core
Business

Company
Name

N

N

N

N

Public?

43.35%

55.38%

78.57%

100%

Ownership

Mingly

China National
Investment and
Guaranty Co.,
Ltd., 7.65%;

KKR Institutions
Investments L.P,
10.00%;

TPG Asia V
Delaware, L.P.,
10.30%;

GIC 16.35%;

China Everbright
Group, 12.51%

Shanghai Jiushi
Corporation,
13.38%; and

Ministry of
Finance, 21.43%

None

Other SHs (>5%)

Unknown

Unknown

Unknown

Unknown

Board Size and
Structure

Mr. Li Jiange (chairman, nonexecutive)

Mr. Li Jiange (chairman, nonexecutive)

Mr. Xu Guoping (executive, used to
work in Huijin)

Mr. Chen Youan (chairman, nonexecutive)

Unknown

Director and Board Committee
Representation

Unknown

Unknown

Unknown

Unknown

Supervisor
Representation
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Securities

Securities

UBS
Securities
Co., Ltd.

Securities

China
Securities
Co., Ltd.

China
Investment
Securities
Co., Ltd.

Core
Business

Company
Name

N

N

N

Public?

(used to
hold
14.01%, but
such equity

0%

100%

40%

Ownership

Beijing Guoxiang
Asset
Management
Co., 33%;

None

CITIC Securities
Co., Ltd., 7%.

Century Golden
Resources
Group, 8%; and

Beijing Stateowned Capital
Operation And
Management
Center, 45%;

Great Eastern
Life Assurance
Company
Limited, 5.00%

Corporation,
7.35%; and

Other SHs (>5%)

Unknown

Unknown

Executives:
unknown;
Non-executives:
unknown;
Independent nonexecutives: 2

Total: 11

Board Size and
Structure

Unknown

Mr. Hu Changsheng (vice chairman
and president, executive, worked in
Huijin before the chairmanship)

Mr. Long Zenglai (chairman, nonexecutive, worked in Huijin before
the chairmanship)

Unknown

Director and Board Committee
Representation

Unknown

Unknown

Unknown

Supervisor
Representation

- 252 -

Asset
management

Guotai
Junan
Investment
Management
Co., Ltd.

N

N

N

Public?

14.54%

70.00%

100%

UBS AG, 20%;

stake was
transferred
to
Guangdong
Provincial
Communica
tion Group
Company
Limited as
from 2014.)

Unknown

Unknown

None

China National
Cereals, Oils and
Foodstuffs
Corporation,
14%.

Guodian Capital
Holding Co.,
14%; and

Other SHs (>5%)

Ownership

Unknown

Unknown

Unknown

Board Size and
Structure

Unknown

Unknown

Mr. Yuan Linjiang194

Director and Board Committee
Representation

Unknown

Unknown

Unknown

Supervisor
Representation

194

See Board of Supervisors, CENTRAL HUIJIN INVESTMENT LTD., http://www.huijin-inv.cn/hjen/governance/governance_bos.html. Mr. Yuan already served as the Deputy
General Manager of the Credit Management Department and Risk Management Department of China Everbright Bank before he joined Huijin.

Asset
management

Investment

China
Everbright
Industry
Group
Limited

Jiantou
Zhongxin
Assets
Management
Co, Ltd.

Core
Business

Company
Name
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Note: If the “Board Size and Structure” column is marked as “unknown” while the “Director and Board Committee Representation” column still indicates certain Huijin
representatives, it means that the board structure of the company is not disclosed and the exact board representation of Huijin is unknown. In these cases, I check the resumes
of the company’s key personnel (typically senior executives and/or board chairmen) that are disclosed on its official website, and consider a person as a Huijin representative
if the disclosure indicates that he sits in the company’s board and has worked in Huijin immediately before his position in the portfolio company.

IV.

CONCLUSION

In recent years, the increasing cross-border investments by sovereign wealth funds
have aroused high profile controversies, particularly over the strategic motives behind
them and the potential control they could exert over target firms. While there is
already a burgeoning body of studies providing important empirics on the
characteristics and performance of SWF investments, the specific contractual terms of
their investment transactions, which offer direct evidence over the nature and level of
SWF control in their portfolio companies, are still largely left unresearched. Being the
official SWF from the world’s second largest economy, China Investment
Corporation is under the direct leadership of the Chinese central government, and
many of its senior officers are previous or current high governmental officials.
Although CIC claims itself as a purely financial investor and does not seek control in
its portfolio companies, the majority of its investments concentrate on energy and
resources firms, showing that it has been utilized as a tool to ensure the access to raw
materials, as part of China’s broader economic development and energy needs.
Using a hand-collected dataset consisting of 51 M&As, 5 JVs and 23 fund
investments made by CIC from 2007 to the end of 2013, this paper analyzes important
direct control rights, such as level of ownership and voting rights, as well as director
nomination and board representation, of CIC in its target firms. It is found that CIC
usually holds significant but non-controlling equity stakes, concentrating on the range
of 5% to 20%, thus making it the largest or one of the largest blockholders of the
companies. In contrast to such big equity blocks that they hold, CIC’s voting rights
are, to the extent the relevant information is available, often restricted in the
investment contracts it entered into with their targets. It explicitly gave up its voting
rights in 6 firms, in other 5 firms its voting rights were either limited in different ways
or capped to certain percentages. In terms of the board representation, CIC does not
have any seat in boards of 29 targets, while only has installed directors in 9 targets. It
is worth noting that, CIC’s absence in target boards is often not because of its small
shareholding or the existence of absolute controlling shareholder(s) there; rather, in
many cases, CIC is among the biggest shareholders and/or was vested with the right
to nominate director(s) explicitly by the investment agreements. Except for SMIC, a
Chinese company in which CIC is the second largest shareholder, there is no evidence
of CIC pursuing shareholder activism by exercising its voting rights or bringing up
proposals, neither in shareholder or board meetings of the portfolio companies.
Although the findings summarized above show that CIC does not seem to have
actively exercised its formal control rights, it is not warranted to so conclude that it is
largely a passive investor and does not have much control over its target firms. A
further examination of the pre-and-post transaction business dealings happened across
the networks of CIC and its targets shows that practically, it is often not necessary for
CIC to possess or use formal corporate governance tools to exert control over the
targets. Rather, the fact that it is a cash-rich investor and is often among the
shareholders with largest economic ownership in the portfolio companies, combined
with its profound connections with the Chinese government which plays an
overarching role in China’s economy, makes it a powerful business partner for firms
wishing to pursue future cooperation and co-investment projects, and firms expecting
to enter and grow in the Chinese market. Because the target firms cannot easily afford
losing such an important investor and business partner, there are plenty of
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opportunities that CIC could extract indirect private control benefits from them in the
long-term post-investment relationships.
These findings about CIC’s investments and control rights in its portfolio
companies may shed light on the highly-controverted issue of SWF regulation. It
shows that, forcing SWFs to remain passive in the corporate governance realm by, for
example, asking them to suspend their voting rights can often be unnecessary, as the
investment agreements between an SWF and its targets could have already installed
certain contractual restrictions to that end. More importantly, for an SWF that holds
non-controlling but significant economic ownership, formal corporate governance
mechanisms are not the only set of means that it can employ to influence the target
firms. Rather, the long-term collaborative relationship between the two sides can
create many opportunities for the SWF to secure strategic control benefits over target
firms, while such indirect control cannot be captured by simply limiting the SWF
from making use of its formal corporate governance rights. Therefore, the regulators
of countries hosting SWF investments have good reasons to first examine their
existing laws and regulations and consider carefully the necessity and level of
regulation they are going to propose for SWFs as a particular group of investors, as
regulatory measures rushed out of short-term fad or political pressure may backfire
for protectionism in the long run.
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* Standstill:
CIC's beneficial
ownership must
be at anytime
less than 10%.
If less, CIC can
acquire
additional
common units
in the open
market (this
cap was raised
to 12.5% in
October 2008).

* 9.3% of
outstanding
common units
(2008 annual
report).

May/2007

Blackstone
Group LP

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

* Only can vote when the LP
Agreement is going to be
amended to have material
adverse effect on the rights
and preferences of the
common units beneficially
hold by CIC. In such case,
the amendment needs to be
approved by no less than
majority of the common units
beneficially owned by CIC.

* Further issuances: for
one year after the closing
of IPO, Blackstone must
not offer any new
securities representing
5% or more of its
common units in a
registration-exempt
transaction whose terms
are more favorable than
the terms with CIC.

* After that, CIC may sell
up to 1/3 of the common
units each year of the
subsequent 3 years, but
also need to notify
Blackstone in advance.

* May not transfer the
purchased common units
for at least 4 years after
the closing of
Blackstone's IPO without
prior written consent of
Blackstone.

* Is a limited partner by
holding common units of the
Blackstone Group LP;

As of February 2009,
the only 5%-andabove common unit
holder with voting
rights is Investment
Funds Managed by
Affiliates of AXA
Financial, Inc.,
holding 13% of the
class (2008 annual
report).
* NO voting rights (while
other common unit holders
have only limited voting
rights), and NO right to elect
Blackstone's general partner
or its directors, which will be
elected by its founders;

Contractual Terms on
Changing CIC's
Ownership

Contractual Terms on
Voting Rights and Director
Nomination Rights

Ownership of CIC
Relative to other
SHs *
No board
representation.

Board
Representation

APPENDIX: DIRECT CONTROL RIGHTS OF CIC IN ITS NON-JV, NON-FUND INVESTMENTS (N=51)

CIC's holding
was raised to
12.5% on
October 16,
2008 by
renewing the
investment
letter
agreement. All
other terms
were the
same, except
the new
agreement
provided that
the additional
common units
acquired by
CIC are NOT
subject to the
transfer
restrictions in
the original
investment
agreement.

Afterwards
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4.3% of the
shares that are
offered in HK
H-share IPO;
but only 0.7%
of the
company's
outstanding
shares
following the
A+H share
IPO.

Nov/2007

9.86%.

CIC’s
ownership shall
be no more
than 9.9%.

Dec/2007

Morgan Stanley

China Railway
Group Limited

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

CIC will be a PASSIVE and
FINANCIAL investor. It shall
have no special rights of
ownership and NO role in
the management, including
NO right to designate a
member of Morgan Stanley's
board.

Unknown

Unknown

As of April 2008,
Morgan Stanley only
had one 5%-andabove shareholder,
namely, State Street
Bank and Trust
Company,
beneficially holding
12.97% common
stock (2008 proxy
statement).

Contractual Terms on
Voting Rights and Director
Nomination Rights

Ownership of CIC
Relative to other
SHs *

No transfer allowed prior
to the first anniversary of
the closing date.

Standard pre-emptive
right;

Unknown

Contractual Terms on
Changing CIC's
Ownership

No board
representation.

No board
representation.

Board
Representation

CIC's
ownership
was diluted to
around 7.68%
following
Mitsubishi UFJ
Financial
Group’s
investment in
Morgan
Stanley in
October 2008.
In June 2009,
CIC
participated in
Morgan
Stanley’s
public offering

Afterwards
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CITIC Capital

Jun/2009

40%

Undisclosed

Mar/2008

Visa Inc

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

CIC is the single
largest shareholder;
but effectively CITIC
Group Corporation is
the largest
shareholder as it
owns CITIC Capital
through two of its
subsidiaries.

Unknown

Ownership of CIC
Relative to other
SHs *

Unknown

Unknown

Contractual Terms on
Voting Rights and Director
Nomination Rights

Unknown

Unknown

Contractual Terms on
Changing CIC's
Ownership

No board
representation.

No board
representation.

Board
Representation

Qatar
Holding LLC
entered CITIC
Capital in
August 2012
by subscribing
new shares,
owning
22.22%. As a
result, CIC's
shares were
diluted to
31.11%.

and bought
US$1.2 billion
common stock
to bring its
equity
ownership
back to
9.86%.

Afterwards
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Goodman Group

Jun/2009

Not more than
19.9% of
Goodman's
stapled
securities, after
converting
BOTH the
options and the
exchangeable
preferred units
issued in the
August
transaction
below.

Less than 3%

Jun/2009

Blackrock

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

N/A

Unknown

Ownership of CIC
Relative to other
SHs *

N/A, as this is a bridge loan
transaction.

Unknown

Contractual Terms on
Voting Rights and Director
Nomination Rights

CIC received options to
buy Goodman's stapled
securities traded on the
ASX with a two year term.

Unknown

Contractual Terms on
Changing CIC's
Ownership

N/A

No board
representation.

Board
Representation

CIC invested
again in
August 2009,
see below.

CIC could
have sold
most of its
Blackrock's
holdings
around
September
2012.

Afterwards
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* Standstill: CIC
will not acquire
additional
securities of
Teck (other
than pursuant
to its antidilution rights).

17.2% equity
stake but only
6.7% voting
interests.

Jul/2009

Teck Resources
Ltd

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name
* CIC subscribed class-B
shares of Teck, and invested
as a long-term passive
financial investor.

Teck A shareholders
will hold 61.8% voting
interest upon
completion of the
transaction, and
Temagami Mining
Company Limited will
hold a 28.5% voting
interest.

Standstill: CIC should refrain
from soliciting proxies,
proposing to effect any
extraordinary transaction
involving Teck, or assisting
any third party in doing so.

* Class A common shares
carry 100 votes per share;
Class B subordinate voting
shares carry 1 vote per
share. The approval of the
holders of Class B shares is
generally required before
fundamental corporate
changes can be enacted,
and for that purpose the
Class B shareholders will
vote separately from the
Class A shareholders.

Contractual Terms on
Voting Rights and Director
Nomination Rights

Ownership of CIC
Relative to other
SHs *

* Anti-dilution: Provided
CIC does not sell any
purchased shares, it will
have the right to maintain
its percentage ownership
interest through open
market purchases or
through participation in
additional issuances of
Teck Class B shares.

* CIC agrees to hold the
purchased shares for at
least one year following
closing. After the oneyear holding period, CIC
should also not sell the
purchased shares to a
participant in the
worldwide mining, metals
or minerals industries, or
to a material customer of
Teck.

Contractual Terms on
Changing CIC's
Ownership
Felix Chee,
special advisor,
appointed into the
board since 2010.
He is also a
member of audit
committee and
pension
committee.
Mr. Chee is the
chief
representative of
CIC in Canada.

Board
Representation
Afterwards

- 261 CIC is the largest
shareholder in
Goodman.

As of August 2009,
the 3%-and-above
shareholders in
Diageo were Capital
Research and
Management
Company, holding
4.99%; and Legal &
General Group Plc,
holding 4.12% (2009
annual report).

Ownership of CIC
Relative to other
SHs *

* CIC redemption right:
CIC cannot require
Goodman to redeem its
exchangeable preferred
units, except following

* Goodman redemption
right: Goodman can opt
to redeem the
exchangeable preferred
units, only in full, and
under certain conditions.

* Transferability: free
transferability is only
available in tranches after
certain dates.

Unknown

Unknown

* CIC will only be able to
vote on those preference
matters, including payment
of dividend or distribution in
respect of the exchangeable
preferred units; reduce of
capital; approving the terms
of buy-back agreement;
winding-up; disposal of the
whole property, business
and undertaking, and any
proposal that affect rights
attached to the
exchangeable preferred
units.

Contractual Terms on
Changing CIC's
Ownership

Contractual Terms on
Voting Rights and Director
Nomination Rights

195

Goodman Group, Goodman confirms relationship with China Investment Corporation, Dec. 12, 2012, available at:
http://www.asx.com.au/asxpdf/20121212/pdf/42bwqq4flqlp0f.pdf.

Goodman Group

Aug/2009

Not more than
19.9% of
Goodman's
stapled
securities, after
converting
BOTH the
options
purchased in
the June 2009
bridge loan
transaction
above and the
exchangeable
preferred units
sold in this

1%

Jul/2009

Diageo

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

No board
representation.

No board
representation.

Board
Representation

* CIC still
holds around
9.9%, and
continues to
be the largest
investor in
Goodman.195

* CIC sold
6.9% of its
stake on Dec.
15, 2012.

Afterwards
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Songbird Estates
PLC

Aug/2009

Time of
Investment and
Target Name

14.72% of
issued ordinary
share capital
and 45% of
issued
preference
share capital.

transaction.

Percentage of
Ownership
Purchased

Qatar holds the other
55% of preference
shares (2009 annual
report).

As of March 2010,
the other 3%-andabove ordinary
shareholders of
Songbirds were:
Qatar (23.96%), Click
(23.95%), Morgan
Stanley (9.34%).
Thus CIC was the
third largest ordinary
shareholder of
Songbird.

Ownership of CIC
Relative to other
SHs *

* Each of them also has veto
right over actions relating to
the company's capital

* Board can consist of
maximum 14 directors, 2 are
independent, up to 3 to be
appointed by CIC (the same
also for Qatar, Glick and
Morgan Stanley). Each of
CIC, Qatar, Glick, and
Morgan Stanley can appoint
a representative to the
executive committee of the
board, which reviews the
company's budget and
operating plan.

* Preference shares: nonvoting, non-convertible, have
fixed cumulative dividend.
Preference shares are
unlisted.

* CIC can nominate a
member to the board of
Goodman, subject to CIC
holding a minimum of 10%
of Goodman's issued capital.

* For other matters, CIC
irrevocably agrees to abstain
from voting.

Contractual Terms on
Voting Rights and Director
Nomination Rights

Preference shares not to
be redeemed for at least
two years after issue.

Goodman's failure to pay
distributions on the
securities, or in the event
of default.

Contractual Terms on
Changing CIC's
Ownership

CIC has NO board
representation.

In the fact the
board has only
consisted of 11
members, and
each of the other 3
substantial
shareholders
(Qatar, Glick, and
Morgan Stanley)
appointed 3
directors.

Board
Representation

The terms of
the preference
shares were
relaxed in
August 2012.

Afterwards
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14.91%

Sep/2009

Noble Group Ltd

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

CIC is the second
largest shareholder,
after Noble Temple
Trading Inc., holding
23.81%. Lexdale
International Limited
is the third largest
shareholder, holding
9.26% (2009 annual
report).

Ownership of CIC
Relative to other
SHs *

Investment agreement
contains no terms on these
issues.

structure.

Contractual Terms on
Voting Rights and Director
Nomination Rights

* For a period of 3 years
after the completion of
the placement, without
the prior written consent
of the Company, CIC

* Pre-emptive right to
maintain CIC's
shareholding for 3 years
after the completion of
the placement, provided
that such right shall
terminate if CIC's
shareholding interest is
less than 5% of the total
issued share capital of
Noble;

* No disposal of any CIC
shares in a negotiated
transaction to any party
whose principal business
competes directly with a
principal business of
Noble, unless with
Noble's prior written
consent;

* 3-month lock-up from
the completion of the
placement;

Contractual Terms on
Changing CIC's
Ownership

Although CIC did
NOT appoint any
director in the
board, it is worth
noting that as from
May 2011, Mr. Li
Rongrong, the
former chairman
of the SASAC,
began to serve as
a non-executive
director at Noble.

Board
Representation
Afterwards
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N/A

Sep/2009

PT Bumi
Resources Tbk

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

N/A

Ownership of CIC
Relative to other
SHs *

N/A, as this is a debt
transaction.

Contractual Terms on
Voting Rights and Director
Nomination Rights

N/A, as this is a debt
transaction.

* Noble has right of first
refusal if CIC sells its
shares.

shall not acquire further
securities such that its
total ownership would
exceed 20% of Noble's
total issued share capital;

Contractual Terms on
Changing CIC's
Ownership

No board
representation.

Board
Representation

Tranche 1 of
the debt was
prepaid in
November
2011;
the remaining
debt was
settled in
October 2013
with CIC.
Among other
things, a
portion of
CIC's debt
balance was
be swapped
by Bumi's
holdings in a
number of its
subsidiaries;
and up to
US$150

Afterwards
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Oct/2009

Nobel Holdings
Investments Ltd

Oct/2009

Poly (Hong Kong)
Investments Ltd.

22% (assuming

As of 2010 year end,

CIC owns 45% of
Nobel, Kaisun Energy
Group Limited owns
5%, and the rest 50%
remains with Nobel.

Unknown

2.3%

Oct/2009

45%

As of 2008 year end,
the biggest
shareholder of the
company was NC
KMG, holding 61.36%
of total issued
ordinary share capital
(2009 annual report).

11%

JSC
KazMunaiGas
Exploration
Production

Sep/2009

Ownership of CIC
Relative to other
SHs *

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

* CIC will not have any

Unknown

Unknown

Unknown

Contractual Terms on
Voting Rights and Director
Nomination Rights

* Conversion timing: CIC

Unknown

Unknown

Unknown

Contractual Terms on
Changing CIC's
Ownership

No board

Unknown

No board
representation.

No board
representation.

Board
Representation

South Gobi

million by new
shares of
Bumi.
This swap was
approved by
Bumi's
shareholders
in January
2014.

Afterwards
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Percentage of
Ownership
Purchased

full conversion
of the
convertible
debenture)

Time of
Investment and
Target Name

SouthGobi
Energy
Resources Ltd

the only two 10%and-above
shareholders of
SouthGobi were
Ivanhoe Mines Ltd.,
holding 57%; and
CIC, holding 13.6%
(2010 annual report).

Ownership of CIC
Relative to other
SHs *

* While the debenture loan is
outstanding, or while CIC
has a minimum 15% direct
or indirect stake in
SouthGobi, CIC has the right
to nominate one director to
SouthGobi’s Board, which
has 8 Board members.

voting rights in SouthGobi
beyond 29.9%.

Contractual Terms on
Voting Rights and Director
Nomination Rights

* Preemptive right and
right of first offer: While
the debenture loan is
outstanding, or while CIC
has a 15% direct or
indirect stake in
SouthGobi, CIC has
certain pre-emption rights
on a pro-rata basis, and
the right of first offer for
any direct and indirect
sale of Ivanhoe Mines’
ownership stake in
SouthGobi.

has the right to convert
the debenture, in whole
or in part, into common
shares 12 months after
the date of issue; while
SouthGobi has the right
to call for the conversion
of up to half of the
debenture on the earlier
of 24 months after the
issue date under certain
agreed circumstances;

Contractual Terms on
Changing CIC's
Ownership
representation.

Board
Representation

called for
conversion
and CIC
converted half
of the
debenture into
common
shares in
March 2010,
and after the
conversion
CIC owned
only 13.6% of
common
shares (2010
annual report).

Afterwards

- 267 -

33%

Oct/2009

* Standstill: The
total shares
beneficially
owned by CIC
should not be
more than
15%. But this
standstill
obligation shall
not prevent CIC
from exercising
its preemptive
rights.

AES Corp

CIC is the largest
shareholder in AES,
holding 16.44%
(proxy statement
February 2012).

Ownership of Iron
Mining International
Ltd as of April 2012:
1/3 - CIC, 1/3 Boldtumur Eruu Gol
LLC, and 1/3 - Lung
Ming.196

Ownership of CIC
Relative to other
SHs *

* CIC, as security for its
obligations above, must
irrevocably appoint AES as

* For all other matters, CIC
can vote as it determines in
its sole and absolute
discretion;

* For the election of directors
and for equity incentive
plans or other employee or
director compensation
matters, CIC must vote ALL
of its shares in the manner
recommended by the board;

* Pre-emptive right: CIC
shall have preemptive
right provided that the
offering of new securities
shall be at least US$50

* Transfer: No transfer
allowed within 12 months
of the closing without
prior written consent of
AES. But CIC can
transfer a maximum of no
more than 1% of the
Company’s shares at any
time as long as such
transfers are made in the
open market. When CIC
sells more than 5%, the
shares must be first
offered to AES.

The terms of CIC's
investment in Iron Mining
International involve a
$500 million convertible
loan, with an option for
the company to increase
the loan to $700 million.

Unknown

* CIC shall cause all shares
beneficially owned by it to be
counted as present at any
AES’s stockholder meeting;

Contractual Terms on
Changing CIC's
Ownership

Contractual Terms on
Voting Rights and Director
Nomination Rights

Mr. Zhang
Guobao appointed
to AES board by
CIC in December
2011. He is ViceChairman of
China’s NDRC
and recently held
the position of
Administrator
(Minister-Level) of
the Chinese
National Energy
Administration.

Unknown

Board
Representation

The
transaction
was closed in
March 2010.
CIC's
beneficial
ownership
reduced to
8.29% as of
December
2013 as a
result of
selling a total
of 120 million
shares both
back to AES
and to the
market.

Afterwards

Foster Stockbroking, Haranga Resources Ltd (HAR.ASX), Iron ore in Mongolia with nearby infrastructure in place, EQUITY RESEARCH METALS & MINING, Apr. 12, 2012,
http://www.haranga.com/pdfs/FosterStockbroking12Apr12.pdf, at 13.

196

15%

Nov/2009

Iron Mining
International Ltd /
Hong Kong Lung
Ming Investment
Holdings

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name
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China Longyuan
Power Group

Nov/2009

Time of
Investment and
Target Name

5.32%

Percentage of
Ownership
Purchased

CIC is the second
largest shareholder,
holding 5.09%. The
biggest shareholder
is Guodian Group,
holding 63.68% (2009
annual report).

Ownership of CIC
Relative to other
SHs *

Unknown

Unknown

million.

its attorney and proxy; and
such irrevocable proxy shall
only be terminated when
CIC's economic interest
percentage is 5% or less;
* CIC has right to designate
1 director into AES's board,
provided that it holds more
than 5% of the outstanding
shares of common stock of
AES.

Contractual Terms on
Changing CIC's
Ownership

Contractual Terms on
Voting Rights and Director
Nomination Rights

No board
representation.

Board
Representation
Afterwards

- 269 -

20.09%

Nov/2009

GCL-Poly Energy
Holdings Ltd

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name
CIC was the second
largest shareholder in
GCL-Poly, holding
20.09% as of 2010
year end. The largest
shareholder was a
company beneficially
owned by Mr. Zhu
Gong Shan, GCLPoly's chairman
(2010 annual report).

Ownership of CIC
Relative to other
SHs *
* CIC is subject to 9month lock-up; but can
transfer to any affiliate or
wholly-owned third party
subsidiary;

CIC could appoint two nonexecutive directors into the
board, provided that it owns
more than 12% of GCLPoly’s shares; or otherwise
one director, if it holds
between 5% and 12%. GCLPoly’s board consists of 12
directors.

* CIC has preemptive
right on a pro rata basis.

* Within these 9 months,
GCL Poly shall not issue
new shares to third
parties at a price equal or
lower than CIC's
subscription price without
CIC's prior written
consent;

Contractual Terms on
Changing CIC's
Ownership

Contractual Terms on
Voting Rights and Director
Nomination Rights

Mr. Zhou Yuan
has been a nonexecutive director
and a member of
the Connected
Transaction
Committee of the
GCL-Poly since

Ms. Bai Xiao Qing,
non-executive
director from
December 2009 to
March 2012. She
is the Managing
Director of the
Special
Investments
Department of
CIC.

Mr. Chau Kwok
Man, Cliff, nonexecutive director
from December
2009 to November
2012. He is the
Managing Director
and Head of
Finance
Department of
CIC.

Board
Representation

CIC’s
ownership
was
approximately
20.1% of the
issued share
capital of
GCL-Poly as
of December
31, 2012
(2012 annual
report).

Afterwards
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Apax Partners
Worldwide LLP

Feb/2010

Time of
Investment and
Target Name

2.3%

Percentage of
Ownership
Purchased

Unknown

Ownership of CIC
Relative to other
SHs *

Unknown

Contractual Terms on
Voting Rights and Director
Nomination Rights

Unknown

Contractual Terms on
Changing CIC's
Ownership

Unknown

Mr. Zhang Qing,
the Head and
Managing Director
of Special
Investment
Department of
CIC, appointed as
a non-executive
director since
March 2012.

November 2012.
Mr. ZHOU has
been CIC's Chief
Strategy Officer
since February
2012, and CIC's
Head of Finance
Department since
November 2012.

Board
Representation
Afterwards
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Chesapeake
Energy Corp

Jun/2010

Undisclosed

5.3%

May/2010

Penn West
Energy Trust

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

Unknown

Unknown

Ownership of CIC
Relative to other
SHs *

CIC bought Chesapeake
non-voting convertible
preferred stock, which pays
a 5.75% cumulative dividend
and has a liquidation
preference of US$1,000 per
share.

Investment agreement
contains no terms on these
issues.

Contractual Terms on
Voting Rights and Director
Nomination Rights

* The preferred stock will
be subject to mandatory
conversion after May 17,
2015 into Chesapeake
common stock, at the
option of the company
and subject to certain
conditions.

* Preferred stock are not
redeemable;

Preemptive right: CIC
shall have preemptive
right provided that its
ownership maintains
above certain levels.

Transferability: For one
year commencing upon
the closing date, CIC
must notify Penn West if
it determines to sell more
than 500,000 units in a
single transaction or 1
million units in any month.

Contractual Terms on
Changing CIC's
Ownership

No board
representation.

No board
representation.

Board
Representation
Afterwards
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3.11%

Dec/2010

Banco BTG
Pactual Group

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

In Banco BTG
Pactual SA, the
interests of the Dec.

The members of the
December 2010
investors (including
CIC) and some other
people collectively
represent around
2.2% of the voting
power of all shares
entitled to vote at a
general meeting of
the shareholders of
BTG Pactual
Participations. BTG
GP owns shares that
represent around
95.4% of the voting
power of all shares
entitled to vote at a
general meeting of
the shareholders of
BTG Pactual
Participations. André
Santos Esteves, the
controlling
shareholder, controls
BTG GP.

Ownership of CIC
Relative to other
SHs *
* Transfer: No transfer
allowed before the
consummation of IPO;
limited transfer starting
from 6 months after the
consummation of IPO
and ending on the first
anniversary of the
consummation of IPO;
afterwards, may freely
transfer. In both cases,
the transfers must be on
a recognized securities
exchange on which the
Units generally trade.

* So long as the members of
the investor Consortium (of
which CIC is a member)
continue to hold, in
aggregate, directly or
indirectly, at least 5% of the
total outstanding securities
of BTGI and Banco BTG
Pactual ("Requisite
Ownership Percentage"), the
board of directors of each
Issuer shall nominate one
individual designated by the
representative of the
members of the Consortium
such that the members of
the Consortium will have 1
designee on each such
board. The boards of
directors of the Issuers are
responsible for, among other
things, electing and
removing the executive
officers and supervising the
other members of
management. In addition,
the representative of the
members of the Consortium
has the right to designate
one non-voting observer to
attend meetings of the board
* Right of First Offer
(“ROFO”): if any member
of the Consortium or any

* Tag-along right: Within
the first year following the
IPO, the Consortium
members have priority
participation rights if the
partners or BTG Pactual
Holding proposes to
transfer any of BTG
Pactual’s equity securities
in connection with change
of control or to a strategic
investor.

Contractual Terms on
Changing CIC's
Ownership

Contractual Terms on
Voting Rights and Director
Nomination Rights

No board
representation.

The boards of
directors of Banco
BTG Pactual SA
and BTG Pactual
Participations
(collectively, the
"Issuers"), shall
consist of between
5 and 11 directors.

Board
Representation
Afterwards

- 273 -

Northstar
Tambang
Persada Ltd.
(40% shareholder

Dec/2010

Time of
Investment and
Target Name

8% (in BUMA)

Percentage of
Ownership
Purchased

After the transaction,
Northstar Equity
Partners continues to
retain voting rights

Unknown.

of directors of each Issuer.
Moreover, the members of
the Consortium agree to
refrain from requesting the
adoption of the cumulative
voting procedure (BTG
Pactual’s Euronext
prospectus).

2010 Investors are
part of the free float,
which is only 16.7%
of the voting rights.
(BTG Pactual
website).

None of the acquirers
(including CIC) has voting
rights in Northstar Tambang
Persada Ltd..

* CIC Letter Agreement: So
long as CIC affiliates
continue to hold at least 50%
of the equity originally
purchased in 2010, the
Issuers have agreed, subject
to certain conditions, to
nominate one individual
identified by such affiliates
for election to the board of
directors of each Issuer at
the annual shareholders
meeting of such Issuer’s in
2012 and 2013 (BTG
Pactual’s Euronext
prospectus).

Contractual Terms on
Voting Rights and Director
Nomination Rights

Ownership of CIC
Relative to other
SHs *

Unknown

partner desires to transfer
investor subject Units in a
ROFO Transaction, BTG
Pactual Holding shall
have a right of first offer.

Contractual Terms on
Changing CIC's
Ownership

Unknown

Board
Representation
Afterwards

- 274 -

Morgan Stanley
real estate loan
portfolio

Feb/2011

VTB Group

N/A

N/A

Foreign institutional
investors' holding
almost doubled and
reached 17%.

VTP Group's
controlling
shareholder, Federal
Agency for State
Property
Management,
reduced its stake
from 85.5% to 75.5%
after the transaction.

Undisclosed,
but the investor
group
subscribed
ordinary shares
have bought
around 10%
altogether.

Feb/2011

Ownership of CIC
Relative to other
SHs *
and a controlling
interest in Northstar
Tambang Persada
Ltd..

Percentage of
Ownership
Purchased

of Indonesian
public company
PT. Delta Dunia
MakmurTbk.,
which holds
BUMA)

Time of
Investment and
Target Name

N/A

Unknown

Contractual Terms on
Voting Rights and Director
Nomination Rights

N/A

Unknown

Contractual Terms on
Changing CIC's
Ownership

N/A

CIC has neither
management
board nor
supervisory
council
representation.

Board
Representation
Afterwards
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6.41% (2011
annual report)

Apr/2011

China Lumena
New Materials

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name
As of 2011 year end,
CIC was the second
largest shareholder in
China Lumena,
holding 6.41%, after
Mr. Suo Lang Duo Ji,
holding 33.53% (2011
annual report).

Ownership of CIC
Relative to other
SHs *

* Voting: CIC has no right to
attend or vote at any
meeting of China Lumena as
a bondholder, until and
unless its converts bonds
into shares. A bondholder
may exercise its conversion
right only from and including
the date falling 6 months
from the closing.

* The bond has interest rate
6% per annum.

Contractual Terms on
Voting Rights and Director
Nomination Rights

* The bonds will mature in
3 years post-closing and
will be redeemed by the
company at maturity.

* Transfer: A bondholder
may assign or transfer
any of its bonds with the
prior written consent of
China Lumena to any
third party, but it will be
reasonable for China
Lumena to withhold
consent to any
assignment or transfer to
a third party engaged in
(A) the mining,
processing or
manufacturing of natural
thenardite products or (B)
the production,
development and sales of
polyphenylene sulfide
products).

Contractual Terms on
Changing CIC's
Ownership
No board
representation.

Board
Representation
Afterwards
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13.6% (based
on 13-D filing
as of June 3,
2011 which
used the
number of
ordinary shares
from May 2011)

Apr/2011

Semiconductor
Manufacturing
International
Corporation

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name
In June 2012, CIC
converted all of its
convertible preferred
shares into common
stocks at the
conversion rate of 10
ordinary shares per
convertible preferred
share, and its
warrants expired
without being
exercised. As a result
of such, CIC was the
second largest
shareholder in the
SMIC, holding
11.27%, after Datang
Telecom Technology
& Industry Holdings
Co., Ltd., which held
19.27% (2012 annual
report).

Ownership of CIC
Relative to other
SHs *
Mr. Lawrence
Juen-Yee Lau has
been a director
since 2011. In
2010, he was
appointed
Chairman of CIC
International
(Hong Kong) Co.,
Limited.
Mr. Zhang Wenyi
was nominated by
CIC and was
elected as a
director in July
2011. Mr. Zhang is
now the CEO and
chairman of
SMIC’s board. Mr.
Zhang has served
as Vice Minister of
China’s Ministry of
Electronics
Industry.

* Preemptive rights: CIC
has the right to subscribe
for such number of
additional convertible
preferred shares so as to
enable it to hold a pro
rata portion of SMIC's
issued share capital
equal to the original
percentage of CIC.
* Lock-up: CIC shall not
transfer the convertible
preferred shares, without
prior written consent of
SMIC, for a period of two
years from closing of
share purchase
transaction. However,
such lock-up restrictions
will cease to apply if
certain key people stop
their employment with
SMIC.

* Voting right: CIC is entitled
to receive notice of, attend
and vote at any
shareholders meeting SMIC.
* CIC can nominate 1
director into the board, which
consists of 10 directors.

Board
Representation

Contractual Terms on
Changing CIC's
Ownership

Contractual Terms on
Voting Rights and Director
Nomination Rights

On 18
December
2013, SMIC
agreed to
issue preemptive bonds
to CIC, which
will be
convertible to
approximately
0.9% of the
issued share
capital of
SMIC as
enlarged
assuming full
conversion.

Afterwards
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Diamond S
Shipping LLC

Aug/2011

10.5%

Undisclosed

Jul/2011

Enogex Holdings,
LLC

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

According to
Diamond S’s
prospectus filed in
February 2014, it has
5 shareholders with
5%-and-above
ownership interests,
namely, WL Ross
Group, LP (32.2%);
First Reserve
Management, LP
(27.2%); CarVal
Investors, LLC
(18.3%); CIC (8.6%);
and
Siguler Guff Advisers,

The investor group
(including CIC) was
brought in by ArcLight
to support its
investment in Enogex
Holdings.

Enogex Holdings,
LLC is a joint venture
set up by OGE
Energy Corp. (owning
90.1%) and ArcLight
Capital (owning9.9%)
on October. 6, 2010.

Ownership of CIC
Relative to other
SHs *

Unknown

Unknown

Unknown

Unknown

Contractual Terms on
Changing CIC's
Ownership

Contractual Terms on
Voting Rights and Director
Nomination Rights

No board
representation.

Unknown.

Board
Representation
Afterwards
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Horizon Roads
(ConnectionEast)

Oct/2011

GDF SUEZ E&P
Business; and
Atlantic LNG
liquefaction plant

Oct/2011

13.84%

30% of GDF
SUEZ E&P,
and 10% stake
in the train 1 of
the Atlantic
LNG
liquefaction
plant in
Trinidad and
Tobago

19%

Sep/2011

AES-VCM Mong
Duong Power Co

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

Unknown

The rest of GDF
SUEZ E&P is owned
by GDF SUEZ Group
(GDF SUEZ E&P
website).

AES: 51%, and
Posco Energy 30%
(website of AES-VCM
Mong Duong Power).

LLC (6.4%).

Ownership of CIC
Relative to other
SHs *

Unknown

Unknown

Unknown

Contractual Terms on
Voting Rights and Director
Nomination Rights

Unknown

Unknown

Unknown

Contractual Terms on
Changing CIC's
Ownership

As to other
investors in the
consortium, APG
Asset
Management has
1 director,

The board of
ConnectionEast
consists of 9
directors, where
CIC has 1 director
named Dapeng
Xu.

GDF SUEZ E&P
International’s
board is
composed of 7
members, 5 from
GDF SUEZ, 2
from CIC (GDF
Suez E&P
website).

Unknown

Board
Representation
Afterwards
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CIC is the second
largest investor in
Shanduka, holding
25.73%, after
Tshivhase, which
holds 29.63%
(Shanduka's
website).

25.73%

Dec/2011

Shanduka Group
(Pty) Ltd

Ownership of CIC
Relative to other
SHs *

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

Unknown

Contractual Terms on
Voting Rights and Director
Nomination Rights

Unknown

Contractual Terms on
Changing CIC's
Ownership

Mr. Zhang Qing,
Managing Director
in Special
Investments
Department in
CIC. Mr. Zhang
replaced Mr. Hu
Bing, who was
appointed in
March 2012 and
resigned in
November 2012.
Mr. Hu was the
Head of Special
Investments
Department in CIC
(Shanduka’s 2012
and 2013 annual

CIC has 2
directors in an 11people board.

National Pension
Service has 1,
Universities
Superannuation
Scheme has 2,
and
Arbejdsmarkedets
Tillagspension has
1.

Board
Representation
Afterwards
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EIG Global
Energy Partners
LLC

Feb/2012

Undisclosed

CIC's has a minority
investment.

Unknown

8.68%

Jan/2012

Kemble Water
Holdings
(Thames Water's
parent company)

Ownership of CIC
Relative to other
SHs *

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

CIC's investment has NO
voting rights and is subject
to certain protective rights.

Unknown

Contractual Terms on
Voting Rights and Director
Nomination Rights

Unknown

Unknown

Contractual Terms on
Changing CIC's
Ownership

Unknown

Dapeng Xu
became a nonexecutive director
in October 2012.
He is a director in
CIC’s Special
Investment
Department.

The board of
Thames Water
consists of 16
directors, and CIC
has 1 director.

Mr. Wang Hui,
Head of the
Metals and Mining
Team of Special
Investments
Department of CIC
(Shanduka's
website).

reports).

Board
Representation
Afterwards
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Polyus Gold
International Ltd

Apr/2012

5% less 1
share

7.43%

Feb/2012

Sunshine
Oilsands

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name

As of 2012 year end,
Polyus's holding of
voting rights were as
follows: Mr. Suleiman
Kerimov (40.22%);
Mr. Mikhail Prokhorov
(37.78%); CIC
(4.99%); and JSC
VTB Bank (3.65%)
(2012 annual report).

China Life is the fifth
largest investor,
holding 5.99%; and
BOCGI’s ownership
is less than 5% and
thus is not disclosed
(2012 annual report).

CIC is the second
largest investor in the
company, owning
8.45%, after Orient
International
Resources Group
Limited, owning
9.42%.

Ownership of CIC
Relative to other
SHs *

* CIC was provided with
anti-dilution protection
prior to admission of
Polyus into LSE.

* Restrictions on
depositing shares into
Global Depositary
Receipts program for
specified periods if CIC's
ownership goes above
5%;

* 180-day lock-up after
closing;

Unknown

Unknown

Unknown

Contractual Terms on
Changing CIC's
Ownership

Contractual Terms on
Voting Rights and Director
Nomination Rights

No board
representation; the
board has 8
directors.

China Life has 1
director in the
board, namely, Mr.
Tingan Liu; and
BOCGI has 1
director, namely,
Haotian Li.

No board
representation; the
board has 10
directors.

Board
Representation
Afterwards
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Undisclosed

Unknown

As of June 30, 2012,
CIC was the third
largest shareholder of
Eutelsat, after Fonds
Stratégique
d’Investissement
(25.62%) and Abertis
Telecom S.A.U.
(8.35%) (Eutelsat
reference document,
2012-2013).

Unknown

Ownership of CIC
Relative to other
SHs *

Invested as a co-investor
with Blackstone.198

No voting rights.

CIC is a passive investor
that will not be joining the
board.197

Unknown

Contractual Terms on
Voting Rights and Director
Nomination Rights

Unknown

Not to dispose of the
acquired shares during
the initial 6 months.

Unknown

Contractual Terms on
Changing CIC's
Ownership

Blackstone have 2
board seats in
Cheniere Energy
Partners LP (2012
annual report);
while CIC will
have no direct
influence on
Cheniere.199

No board
representation.

No board
representation.

Board
Representation

197

Mark Holmes, Eutelsat CEO Discusses CIC Investment, GE-23 Acquisition, Ambitions in Asia, SATELLITETODAY.COM, June 28, 2012,
http://www.satellitetoday.com/telecom/2012/06/28/eutelsat-ceo-discusses-cic-investment-ge-23-acquisition-ambitions-in-asia/.
198
Henny Sender, China fund invests in US gas export plant, FINANCIAL TIMES, Aug. 21, 2012.
199
Id.

Cheniere Energy

Aug/2012

Eutelsat
Communications
SA

Jun/2012

7%

9.9%

May/2012

EP Energy

Percentage of
Ownership
Purchased

Time of
Investment and
Target Name
Afterwards

- 283 -

As of December 2012
(after Qatar acquired
shares in FGP), the
shareholders in FGP
were: Ferrovial
(33.65%), Qatar
(20%), Britannia
Airport Partners
(13.29%), GIC
(11.88%), Alinda
(11.18%), and CIC
(10%). Thus CIC was

Unknown

Ownership of CIC
Relative to other
SHs *

CIC can join the boards of
FGP Topco Ltd and of
Heathrow Airport Holdings
Ltd.

Unknown

Contractual Terms on
Voting Rights and Director
Nomination Rights

Unknown

Unknown

Contractual Terms on
Changing CIC's
Ownership

Mr. Zhang Qing
was appointed as
a non-executive
director in March
2013. He is

Heathrow Airport
Holdings Limited
has a board of 15
directors, where
CIC appointed 1
director.

Unknown, but
likely no board
representation.201

Board
Representation
Afterwards

200

Bloomberg News, CIC-Led Group Said to Pay $2 Billion for Alibaba Holding, BLOOMBERG.COM, Sep. 20, 2012, available at: http://www.bloomberg.com/news/2012-0919/cic-led-group-said-to-pay-2-billion-for-alibaba-holding.html.
201
Alibaba was a closed corporation as of the CIC transaction thus its board composition was not disclosed. However, sources said that in considering where to list its shares
in its 2014 IPO, Alibaba had proposed allowing a group of 28 partners, who own about 10% of the company, to nominate a majority of its corporate board. Those partners
would include founder Jack Ma and other senior executives. Doing so is to ensure that Alibaba’s top executives can still keep control of the board after IPO. See Telis Demos
et al., Alibaba: NYSE, Nasdaq Approve Partnership Structure Proposal, WSJ.COM, Oct. 21, 2013; and Paul J Davies, Alibaba board wrestles over listed future, FINANCIAL
TIMES, Sep. 8, 2013. As such, and given that the investor consortium altogether hold only 5.6% of the company, it is unlikely that CIC alone would have a seat in the insidercontrolled board.
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Group.
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(5.7%), MICEXFinance (6.6%), and
VTB Bank (5.4%).202
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Ownership
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202
ɋɨɫɬɚɜ ɚɤɰɢɨɧɟɪɨɜ ɈȺɈ Ɇɨɫɤɨɜɫɤɚɹ Ȼɢɪɠɚ, ɜɥɚɞɟɸɳɢɯ ɛɨɥɟɟ 5% ɭɫɬɚɜɧɨɝɨ ɤɚɩɢɬɚɥɚ ɨɛɳɟɫɬɜɚ [Shareholder of Moscow Exchange, holding more than 5% of
the share capital of the company], MOSCOW EXCHANGE, http://moex.com/s798 (item 5).
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The company has a
controlling
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Shanghai Industrial
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(“SIHL”), which owns
50.79% of the
company after the
transaction.
The majority
shareholder of SIHL
is Shanghai Industrial
Investment
(Holdings), which is
supervised by the
Shanghai
Government.
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* When the “Ownership of CIC Relative to Other SHs” column is marked as “unknown”, it means that the target is either a closed company and thus does not disclose its
ownership structure, or CIC’s ownership there is too small to be disclosed and thus not able to be compared with other shareholders.
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CHAPTER VI
CONCLUSION

In light of the fast expanding affluent Chinese population that demands a more diversified
investment menu for their growing wealth, various types of alternative investment funds have
emerged and achieved remarkable development in China in recent years. Traditionally marked
by their highly contractual nature, these funds in developed countries are generally distant
from governmental intervention. Unlike the West, however, the Chinese economic miracle
was created with heavy involvement of a powerful government, which plays an overarching
role in directing resources and policing the national economy. As such, it is logic to expect
that these funds cannot entertain the same level of contractual flexibility in China, but has to
route themselves through the various “official” channels that are offered by the regulators first
to serve the needs of those market participants that are either state-owned or have strong
connections with the government. As such, they are managed and operated differently and
thus bear unique characteristics than their counterparts in developed markets.
The aim of this thesis thus is to paint a picture of the alternative investment fund industry
in China, when a lot has already taken place but academic research is still lagging very much
behind. Because an alternative investment fund generally undergoes three key phases in its
life cycle, namely, fundraising, investment, and exit, the first three chapters of this thesis
correspondingly cover these three key phases. Focus is attached to hedge funds and venture
capital funds, an important subtype of private equity; in addition, each of the specific topics
discussed in the three chapters is also chosen because of its novelty. Within such a framework,
chapter II opens the thesis with a discussion of the fundraising phase by focusing on the
contractual terms of the so-called “sunshine funds”, a type of private-offered securities
investment funds that are organized as trusts and are in many ways comparable to typical
hedge funds in the United States. Chapter III follows into fund investment phase and sheds
light on venture capital in China, in order to unveil how VC investments were made in
practice via using an offshore investment structure and relocating portfolio companies abroad.
Chapter IV proceeds further to the exit phase, and analyzes to what extent a governmentinitiated marketplace, namely, the New Third Board, can help to provide an extra exit channel
for venture capital when the access to IPO in China is highly dictated by the government in
the first place. On top of chapters II to IV, chapter V turns to a special but recently highly
thought-provoking type of alternative investment fund, i.e., sovereign wealth fund, where a
government transforms its conventional role as a regulator into an entrepreneur by actively
making investments itself. The focus there is given to the contractual terms of the investment
agreements and control rights of China Investment Corporation, the official sovereign wealth
fund of China.
Before private-offered funds were officially recognized and regulated in the new
Securities Investment Fund Law which took effect as from June 2013,1 there was no explicit
legal authority for private fund managers to pool capital from investors. As such, a trust was
thus far the most appropriate platform offered under the Chinese regulatory framework for the
Zhonghua renmin gonghe guo zhengquan touzi jijin fa [Law of the People’s Republic of China on Securities
Investment Fund] (adopted by the Standing Committee of the 10th National People’s Congress, Oct. 28, 2003)
(amended Dec. 28, 2012) (took effect June 1, 2013) (hereinafter the “Securities Investment Fund Law”),
LAWINFOCHINA, available at: http://www.lawinfochina.com, arts. 88-97.
1
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purposes of creating hedge-fund-like vehicles in China. As chapter II demonstrates, on the
one hand, trust-like sunshine funds do have similar contractual arrangements as typical LPorganized hedge funds, such as charging, on top of a fixed management fee, a performancebased compensation, which also largely cluster at 20%. On the other hand, there are also
undeniable differences between them, which are resulted from the mandatory involvement of
the trust company in sunshine funds. Normally, a trust company is merely a transaction
executor responsible for carrying out investment orders from the investment adviser. It also
shares with the investment adviser a small portion of performance-based compensation in
exchange for such services to the fund. This being said, given that it is actually the trust
company that executes trust contracts with fund investors, it is understandable that it needs to
install a number of measures to protect its pecuniary interests and reputational capital from
being hurt as a result of acting as a direct contractual party. This means that investment
advisers need to accept certain conditions that are much more stringent than mere profit
sharing, such as a higher level of fund manager capital contribution and narrowed decision
making power. Typically, an investment adviser to a sunshine fund in China is required to
contribute or hold at least 10% of the fund’s total assets. If a fund fails to perform well, the
trust company retains the power to sell all of the fund’s assets and terminate the fund without
consulting with the investment adviser. Although these covenants and arrangements seen in
sunshine funds contracts are harsh and sometimes even incentive dampening, they are
unlikely to be eliminated as long as trust companies remain involved.
Hedge fund industry in China is surely still in its infancy and has a long way to go. Many
new things have been and are still being attempted in midst of frequent promulgation of new
regulations by the government, which, however, were often made at a low level of
consistency and even lacking in-depth consideration. Emerging as a new type of investment
vehicle and originated from the gray regulatory areas, Chinese sunshine funds have
demonstrated remarkable competence by taking advantage of favorable legal provisions and
adapting to unfavorable ones. Currently, the industry is expecting to see how the newly
materialized limited partnership would shape the future development of hedge funds in China.
For example, fund managers have already shown considerable creativity in inventing the
trust-in-LP funds, which are essentially a limited partnership with a collective trust scheme as
one of its investors. These variant funds are proven to be an effective alternative to the
conventional sunshine fund trusts, when they were prohibited to open new securities accounts
during 2009 to 2012.2 More recently, private-offered fund managers were explicitly allowed
by the new Securities Investment Fund Law to directly manage their own funds and promote
them to qualified institutions and high-net-worth individuals, provided that they are first being
registered with the Asset Management Association of China (“AMAC”),3 a self-regulatory
The suspension of approving new account opening applications by trust companies for securities investment
trusts started in 2009. See footnotes 126 & 127 and 132-134 of chapter II. This suspension was only lifted in
August 2012, thus lasted for three years in total. See Guanyun xintuo chanpin kaihu yu jiesuan youguan wenti de
tongzhi [Notice on Issues Concerning the Account Opening and Settlement for Trust Products] (promulgated by
the China Securities Depository and Clearing Corporation Limited, Aug. 31, 2012), LAWINFOCHINA, available
at http://www.lawinfochina.com. See also Kuang Zhiyong, Xintuo kaihu sannianhou jiejin Quanshang jijin
dashang shunfengche [Suspension of Trust Securities Account Opening Lifted after Three Years; Benefiting
Securities Companies and Funds], DIYI CAIJING RIBAO [FIRST FINANCIAL DAILY], Sep. 3, 2012, available at:
http://www.yicai.com/news/2012/09/2045709.html.
3
See Securities Investment Fund Law, supra note 1, arts. 90, 91 & 95. See also Simu touzi jijin guanliren dengji
he jijin bei’an guanli banfa (shixing) [Measures for the Registration and Filing of Private-Offered Fund
Managers and Funds (for Trial Implementation)] (promulgated by the Asset Management Association of China,
Feb. 7, 2014), available at: http://www.amac.org.cn/flfg/flfgwb/zlgz/385709.shtml.
2
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industrial organization directly under the operational guidance, supervision, and
administration of China Securities Regulatory Commission.4 The first batch of 50 alternative
asset managers, including 33 sunshine fund managers, was already registered in March 2014,
thus enabling them to operate more like their hedge fund counterparts internationally, instead
of having to make use to the trust platform.5
While it is certainly good news that the new Securities Investment Fund Law formally
acknowledges the legality of private-offered funds including sunshine finds in China, one
must note that such legality is only available when the requirements for registration and filing
of these funds and their managers with a semi-governmental industry association are met. So
far, such requirements do not yet make exemptions based on fund scale and nature. All
private-offered investment funds, regardless the amount of their total assets, and all fund
managers, including venture capitalists, are all mandated to register themselves with the
AMAC.6 Non-or-flawed compliance may result in the AMAC directly enforcing one or more
of a series of reputational and disciplinary sanctions on its own, or reporting to the CSRC for
further administrative and legal sanctions if the case is of more serious nature.7 As such, and
given that the AMAC is factually under the leadership of the CSRC, China’s highest
regulatory watchdog for its securities and futures market, it can be argued that private-offered
investment fund industry is now effectively embraced into the realm of direct regulatory
scrutiny, which is imposed on top of the relevant laws and regulations governing the various
platforms and business forms sustaining the funds. To be sure, it still remains to be seen how
the Chinese hedge funds industry will develop within this newly crafted regulatory landscape;
but for now, one may reasonably argue that limited partnerships will gradually grow equal to,
if not surpass, trusts as the key business form among Chinese hedge fund managers to contain
their new funds, where they can have higher level of independence and flexibility in running
business and do not have to share their decision-making power with someone else.
Similar to sunshine fund managers, venture capitalists have also been highly ingenious in
doing their business in China. In particular, because the concept of modern entrepreneurial
finance venture capital was actually brought into the country by foreign VC firms, which
managed to maintain their leading position as the major player in China’s new venture
financing market since their first entry in the 1990s and only until the recent financial crisis,
China’s VC investment process has been shaped with significant influence from the practice
of foreign venture capitalists. Among other things, this is exemplified by how they managed
to, through using a unique offshore investment structure, replicate the US-style VC contracts
that are familiar to them in their past experience. This is extensively discussed in chapter III.
Given the general lack of a share-based system for closely-held companies under the current
Chinese corporate law, it is difficult for Chinese VC investment contracts to directly make use
of convertible securities, which is the key investment instrument supporting the US-style VC
contracts. Rather than designing a new model of venture capital financing contracts
particularly applicable within the Chinese legal context, more venture capitalists have chosen
an indirect approach: relocating Chinese portfolio companies to a foreign jurisdiction, whose
4
Introduction, ASSET MANAGEMENT ASSOCIATION OF CHINA,
http://www.amac.org.cn/cms/article/preview?ID=382746.
5
China registers first 50 onshore alternative asset managers, HEDGE FUND INTELLIGENCE, Mar. 24, 2014,
http://www.hedgefundintelligence.com/Article/3322471/China-registers-first-50-onshore-alternative-assetmanagers.html.
6
See Measures for the Registration and Filing of Private-Offered Fund Managers and Funds (for Trial
Implementation), supra note 3, arts. 5 & 11.
7
Id., arts. 30 & 31.
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legal regime would allow them to use US-style VC contracts to provide the financing. Under
such an indirect approach, both the investment and the exit of a VC financing deal are
completed out of China. As chapter III finds out, among the 29 VC-invested Chinese firms
that were financed and listed during 1990-2005, the funding of most of them actually
happened outside China in certain offshore entities, confirming the wide use of offshore
investment structures to make Chinese VC investments. However, instead of going to the US,
the destinations of the relocations (both the ones pre-and-upon the first round of VC financing)
were offshore tax havens such as the Cayman Islands and the British Virgin Islands. While it
may be convincing to hypothesize that venture capitalists move their portfolio companies
from a developing country such as China to the US in order to access better legal protection
and economic conditions, it is doubtful that this hypothesis still holds if the relocation
destinations are some non-US tax haven jurisdictions. Arguably, the more reasonable
explanation would emphasize the influence of venture capitalists’ past experience.
Chapter III thus presents an interesting example of how a group of private market
participants, even in a country where their contractual flexibility is in many ways restricted by
a stringent set of laws and regulations, can still manage to erect an effective industrial practice
by virtue of its first mover advantage. As foreign venture capitalists have been the leading
investors in China’s new venture financing market, the frequent relocation of Chinese
portfolio companies to a foreign jurisdiction can render it practically easier for them to use
US-style VC investment contracts, which they have already accustomed themselves to. Such
practice is so powerful that, even after its prevalence got the government to intervene by
promulgating a series of regulations to bring it under direct scrutiny, it still persists. One
important reason explaining this is that using such investment structure serves to facilitate
future overseas listing of portfolio firms and thus enable exit of venture capitalists. Among
other things, one key motive for many small-and-medium Chinese firms to seek floating their
shares on foreign stock exchanges is that China’s domestic IPO resources are highly
controlled by the central government, which installs a rigorous prior examination and
approval regime to filter potential applicant firms. Under this regime, it is much more difficult
for small, private firms to access the IPO market if compared to large state-owned enterprises.
As a result, venture capitalists often do not see a smooth exit route by embarking on an IPO in
China’s stock exchanges. This being said, a government-initiated pilot program, namely the
New Third Board, was created in 2006 with the intention to facilitate the share transfer and
fundraising in particular for high-tech Chinese SMEs. As a venue enabling the quotation and
trading of non-listed shares, it could potentially open a new channel of exit and bring about
pre-IPO liquidity for investors in SMEs. This leads to the questions that are going to be
explored in chapter IV, i.e., what role has the New Third Board been playing in China’s VC
cycle, and whether it actually can function as expected as a new exit venue to produce interim
liquidity to Chinese entrepreneurial firms and venture capitalists when needed.
Because firms quoted on the New Third Board could both trade their issued and
outstanding shares and also raise new capital through capital increase private placements,
theoretically the market could be attractive both as an interim exit venue for original
shareholders to obtain liquidity, and also as a platform for new investors to have easy access
to pre-IPO shares. As such, chapter IV approaches the above-mentioned questions from a
unique angle. Based on a sample consisting of a total of 102 firms that have been quoted on
the New Third Board from January 23, 2006 to December 31, 2011, chapter IV examines the
entries vs. exits of venture capitalists investing in this market. In general, the data show that
VCs were much more likely to increase than decrease their ownership on the New Third
Board, which is particularly achieved by taking the opportunities of subscribing new shares
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issued in capital increases. Out of the total 85 VCs that invested in the 102 firms, 33 were
already with the firms as of first quotation, 39 VCs subscribed new shares in capital increases,
33 VCs bought shares from existing shareholders, while only 11 exited. As such, it can be
concluded that being a really thin market, the New Third Board could hardly qualify as an
effective venue for venture capitalists to exit invested firms. In particular, this is reinforced by
the finding that the New Third Board failed to offer the opportunity of exit early enough – on
average, the incorporation-quotation gap for a quoted firm was 7.6 years, which was not
considerably smaller when compared to the 10-year gap for a firm listed on the ChiNext.
For the purposes of strengthening the role of the New Third Board in promoting exit in
China’s VC cycle, a key task facing the policymakers was that the market should be improved
in such a way to increase its scale and more essentially, its liquidity. To that end, a
straightforward policy recommendation is that the government should loosen its control in
terms of selecting firms for quotation, so that liquidity will be available to investors both at an
earlier stage and also at a higher level, thus making them more willing to exit instead of
waiting for the ultimate IPO. Correspondingly, the New Third Board should also broaden the
base of potential investors by setting certain standards to allow natural persons to invest in
quoted firms. While the National Equities Exchange and Quotations, which replaced the New
Third Board as the official nationwide OTC market of China as from February 2013, has
significantly enlarged the pool of potential firms eligible for quotation, broadened the investor
base, and also offered various additional mechanisms such as market making and call auctions
to boost share transfers, it is still very, if not more, strictly watched and controlled by the
government. Firms quoted there are included into the regulatory framework for public
companies, meaning that they must obtain double approvals from both the NEEQ itself and
also the CSRC in order to access the market. Given the deep-rooted tradition of government
policing national economy in China, it is unlikely that the CSRC will soon relax its control
over admitting firms into the NEEQ, as that will create inconsistency within the system unless
the CSRC also loosens its examination of direct IPO applications. For now, it is generally
reasonable to argue that for those SMEs that are not yet able to directly list on public stock
exchanges but need interim liquidity already, the NEEQ does serve as a platform to achieve
the purpose and thus play a role in China’s VC cycle, as long as these firms can survive the
regulatory scrutiny and be quoted there first.
Following the order of fundraising, investment and exit, chapters II to IV thus depict
important types of alternative investment funds such as hedge funds and venture capital in
China, giving particular emphasis on their interaction with the government. It is shown that
the state surely plays an overarching role in China’s alternative investment industry; and such
role is not only reflected in its conventional power of stipulating regulations and imposing
administrative supervision, but also in the initiatives it takes to build institutions and direct
resources. Chapter V adds to such understanding by shifting the focus to China Investment
Corporation, the official sovereign wealth fund owned and managed by the state itself. It is
consistent with the growing interests over China, which is already a long-time popular
investment destination, and now is establishing itself as a major outbound investor globally.
Using a hand-collected dataset consisting of 51 M&As, 5 JVs and 23 fund investments made
by CIC from 2007 to the end of 2013, chapter V analyzes the contractual terms of CIC’s
investment agreements, as well as important direct control rights, such as level of ownership
and voting rights, and director nomination and board representation, of CIC in its target firms.
It is found that CIC usually holds significant but non-controlling equity stakes, concentrating
on the range of 5% to 20%, thus making it the largest or one of the largest blockholders of the
companies. In contrast to such big equity blocks that they hold, CIC’s voting rights are, to the
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extent the relevant information is available, often restricted in the investment contracts it
entered into with their targets. Moreover, it is a rule rather than exception that CIC is
generally not represented in targets’ boards. It is worth noting that CIC’s absence in target
boards is often not because of its small shareholding or the existence of absolute controlling
shareholder(s) there; rather, in many cases, CIC is among the biggest shareholders and/or was
explicitly vested with the right to nominate director(s) by the investment agreements.
Although CIC does not seem to have actively exercised its formal control rights, it is not
warranted to so conclude that it is largely a passive investor. Rather, consistent with its image
as a powerful regulator in front of alternative investment funds inside China, it also maintains
effective control in its overseas investments and target firms. This is confirmed by a further
examination of the pre-and-post transaction business dealings happened across the networks
of CIC and its targets. The fact that CIC is a cash-rich investor and is often among the
shareholders with largest economic ownership in the portfolio companies, combined with its
profound connections with the Chinese government which plays an encompassing role in
China’s economy, makes it a powerful business partner for firms wishing to pursue future
cooperation and co-investment projects, and firms expecting to enter and grow in the Chinese
market. Because the target firms cannot easily afford losing such an important investor and
business partner, there are plenty of opportunities that CIC could extract indirect private
control benefits from them in the long-term post-investment relationships. Therefore,
practically it is often not necessary for CIC to possess or use formal corporate governance
tools to exert control over the targets.
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