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BUSINESS VEHICLES UNDER CHINESE COMPANY LAW TYPES OF COMPANIES UNDER THE COMPANY LAW

+: b there was no market. Large SOEs were even responsible for the
cal and educational expenses for workers and their family members.
51,15 to compete against other market players when market competition

stake in the development of SOEs. According to the Peterson Institute for Interpag
Economics, SOEs now account for 25 per cent of China’s industrial output,
100 or so SOEs dominate critical industries including banking, telecommunicg;
steel, transportation and electricity. Besides, around 100,000 local-government-gu
SOEs are competing with private firms in a wide range of industrial sectors § cly

ent and enterprise in China started in the mid-1980s. In
real estate and hotels.? n of governm rp

the government announced the decisions of the Central Committee
o Structural Reform and ordered the separation of government intervention
e operation. It also granted more autonomy to SOEs on business decision
' SOEs could be more profit-driven.” The reforms continued. According
cil’s Decisions on Deepening Enterprise Reform and Invigorating
later announced in December 1986, a SOE could retain extra profit after
‘fixed remittance target.’” As some empirical studies indicated, this
n an increase in marginal profit retention rates. Meanwhile, SOE managers
obtained considerable freedom in management.*'

The government has a strong interest in safeguarding tax payers’ assets, but
not necessarily mean that management of the SOEs are more focused on bu
healthy corporate governance system. The state control over SOEs is exercised:
the appointment of senior executives in SOEs. Appointments of SOEs’ senior
are usually determined by the Communist Party Committee or by subordinate uy
government at or above county level, even if it is formally subject to the con
specific line of industrial ministry. They aim to achieve certain social objectivi
than solely focus on the commercial benefits of shareholders. This is differes
the concept that a business corporation is voluntarily taking on social responsib;
part of an SOE’s major business objective is actually to assist the state in imple :
government policies. And. this creates several problems. Firstly, business goals
be easily measured and there is no obvious way to determine the priority
goals, which creates monitoring difficulties. Secondly, there is a conflict of
between the state as the controlling shareholder and other shareholders. Thy
exploits minority shareholders by achieving policy goals rather than share
value maximisation. And, ironically, legal protection for minority shareholders
mean constraints on the state’s ability to perform its duties in promoting governn
policies.

1]

joned incentive system has helped improve the efficiency of SOEs. It
aat between 1980 and 1989, over 87 per cent of growth in total factory
ulted from improved incentives, intensified market competition, and
rce allocation.™ However, SOE losses started to spin out of control in
Qns.” The debt-to-asset ratio of the whole industrial SOE sector increased
 per cent in 1980 to about 67.9 per cent in 1994.* Such high financial
ed to suggest that firms were too reliant upon short-term profit and loss
ormance. 1995 witnessed for the first time a zero absolute growth in
t in the state-owned sectors.™ Total losses as a ratio of the net output of all
erprises increased from 2.43 per cent in 1980 to 8.24 per cent in 1997.%
o became worse in 1997, which was evidenced by the fact that one fourth
ises suffered from losses in 1997, as opposed to one eighth in 1980.7
making enterprises relative to profits in profitable enterprises rose from
in 1978 to 45.92 per cent in 1997. Meanwhile, the ratio of profits to
t dropped to 8.63 per cent of investment in 1997.% The continuous drop
ughout the reform period.

1.4.2 SOE reforms: policy and legislative moves §

One of the most distinctive features of China’s economic gr ition §
be the government’s gradualist approach to reforming the SOEs the late
there was no legal private ownership. Family businesses emeg uring the earl

mid-1980s in some parts of China, despite their illegal 7 'In the early
the central government and its ministries controlled 2,500 or so large enterprises #
30 per cent to 50 per cent share of gross value of industrial output. Provincial and
governments controlled 30,000 to 40,000 or so small and medium-sized enterpr
with 25 to 30 per cent share of gross value of industrial output. County and prefecty
governments controlled around 40,000 to 50,000 enterprises with 13 to 15 pere
share of gross value of industrial output.*®

*China’s SOE Reform: A Corporate Governance Perspective, Guanghua School of Management™
Paper, Peking Universily, 1998).

and Zhang W, “Understanding State Enterprise Reform from a Firm Theory Perspective: Past
s and Future Study Directions™ (2003) 25(5) Journal of Guangxi University (Philosophy and Social

Hong YM, McMillan J and Naughton B, “Autonomy and Incentives in China State Enterprises™ (1994)
rterly Journal of Economics at 183-209.
Impact of Economic Reform on the Performance of Chinese State Enterprises, 1980-1989" (1997}
I of Political Economy at 10801 106.
s Unfinished Economic Revolution (Brookings Institution Press, 1998).
Xie P, Deby Consolidation in China’s State-Owned Economy (China Financial Publishing House,

The main trigger for the SOE reform was the chronic unprofitability of the SOE sed
“SOE™ had over time become a term associated with gross inefficiency: often, SC
were wasting resources, recruiting more employees than needed, and producing mé

Statistical Yearbook.

Rozelle S, “Privatizing Rural China: Insider Privatization, Innovative Contracts and the Performance

*  Davis B, “China’s State-owned Sector Gets a New Boost™ (24 February 2014) The Wall Street Journal atAZ p Enterpriscs™ (2003) 176 The China Quartetly at 9811005,

* Watts J, “In China’s Richest Village, Peasants Are All Shareholders Now — by Order of the Party™, The Gaf
(10 May 2005 p 12.
“ Wong CPW, “Between Plan and Market: The Role of the Local Sector in Post-Mao China™ (1987) 11 Jours
Comparative Economics at 385-398,

» “Economic Reforms and State Sector Bankruptey in China” (2001) 166 The China Quarterly at
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FORMS OF ESTABLISHMENT WITH FOREIGN INVESTMENT

Remaining profit from the previous year can be distributed together

with that of the current year

The foreign investor of a CJV may recoup its investment during the
life of the joint venture

EJVs Clvs WFOEs EJVs CJVs WFOEs
Time limit | Contributed by instalments: the first instalment must be at leag Reserve fund Same as EJV but is | Reserve fund
for ca'piia'l of the registered capital and must be contributed within 90 e weliie: and ap:piicable to those Staff welfare: and
contribution | upon the issuance of the business license and the last i fund vith legal  person bonus fund
should be paid within 3 years P status only
The balance of the contribution shall observe the following timets o Ef{]r:;rpnsc Spsion
upon the issuance of the business license:
Feglcred capial (5N Deadline (vears) 2.4 Foreign-invested Companies Limited by Shares (FICLSs)
Less than 0.5 million 1
0.5—1 million 1.5 » refers to a foreign-invested company limited by shares, which can be
13 miillion 5 d either by all foreign investors or by way of a Sino-foreign JV. An FICLS
wh d between an FIE, subject to the fulfilment of certain preconditions, and a
3-10 million 3 shares. In principle, an FICLS should be treated as a separate
over 10 million set by the approval authority X vehicle. China has authorised the use of FICLSs since 1995 when
z - ' ; in Questions on the Establishment of Foreign-invested Companies
Dietiorof | e restricied | Same- as EJVs. for | Same as BIVs sy Shares Tentative Provisions
the project | projects:  duration | those with  legal \ I
must be fixed and | person status name indicates, an FICLS issues shares, and, for the first time, it closely
shall be no more than . nbles major corporate organisations used by international foreign investors.
30 years Those without legal efore. an FICLS is the only form of FIEs that can be listed on the PRC or overseas
e St e change. For this reason, an FICLS is also referred to as a joint-stock company.
For ‘encunap. of | daiin. shold. be ¢ forms of FIEs must be converted into the FICLS before they can be listed in
permitted  projects: | shorter, usually 5-10 A
duration can be fixed | years @
o nok by Exedgf @ 2.4.1 Governing law
fixed the duration @ :
shall be no more than ,\\ s, except for certain aspects of its establishment, are subject to both the
50 years Q- any Law and the FICLS Regulations (rather than the FIE Laws).'? FICLS
. : T N— 3 ons encourage the establishment of technologically advanced production-
:::;ﬁ;;nr:lg E;xedth:nd S;Sar:asﬁ. B::fiiicn 0;1 i ﬁtﬁ thiere s tml . companies.'” The statutes that regulate FICLSs have similar characteristics to
: . P L W _shareholder, s ny laws of industrialised countries.
registered  capital | contract and  the | is not an issue.
PHCRE g s e o i i Among  multipl 2.4.2 Use or function of FICLSs
the duration of the
project sharcholders, ny years, foreign investors were only able to adopt one of three vehicles for their
as EJV nt projects in China, i.e. a(n) EJV, CJV or WFOE. One of the disadvantages
Profit Cannot be distributed unless the loss of the previous years has been ese three structures is that they can only sell self-manufactured products. As
distribution | made up onal companies grew in China, they began looking for a more flexible

vehicle to satisfy their business needs such as general trading rights to sell all
ed finished products in China, the ability to provide comprehensive services for

mlerim Provisions on Certain Questions Concerning the Establishment of Foreign-invested Companies

amited by Shares (the FICLS Provisions) (issued by the Ministry of Commerce of People’s Republic of China
MOFCOM] on 10 January 1995).
gn-invested Company Limited by Shares Provisions (FICLS Provisions), Art. 4.
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PIERCING THE CORPORATE VEIL
BASIC NOTIONS OF A COMPANY

- a controlling shareholder, de facto controller, director, supervisor
4 <or officer uses his-or her relationship to damage the interests of
sfmpan}f causing it loss, he or she may be liable for damages to the

resorting to the veil-piercing doctrine as a shareholder may have committed g
intentional indemnity confra bonos mores against creditors. An aggrieved credjtop
obtain compensation through a tort action against the defaulting shareholder " w0

the company is unable to discharge its debt due to abusive conduct by the de f'-:-_ ‘company.
D Chinese courts may, for example, ignore the existence of the corporate

“ireat a company’s debt as the debt of the company’s shareholders. In doing
“pierce the corporate veil”.

e elements need to be satisfied when a court pierces
ﬂle CG]:'E‘EZ I;Ij:s:i\tft:e behaviour is intended to evade the debt payment: (ii)
{1)' mtt;ﬂ rinciple of separate legal personality and limited liability iJs abused
. b}z:-; and (iii) consequence — the abuse of the corporate ve:_-il -::azses
Joes to the creditor’s interests. Among these elements, the miscon uc;
thcmost complicated one. The other two are probab!y more stra:ghtfon;ar
decisive in the court’s evaluation on whether the veil should be pierced or
; nt can be inferred from the behaviour of the defcndant'whlle the
damage caused to the creditors” interests becomes less important
\rduct can be established by the court.™

As a matter of fact, even prior to the formal adoption of the veil-piercing och
by the Company Law of 2005, a number of local courts had affirmed eqyi
procedures and legal claims to serve “Justice” in some veil-piercing cases. The
courts directly “made” law and granted remedies in the interest of vague prineip
“fairness”, rationality” or “appropriateness”. The all-purpose and catch-all “goog
and fair dealing” doctrine in the GPCL" was often cited as a strong basis for eqy
resolution of company law cases. The “good faith and fair dealing” doctrine g
in the GPCL was merely an outmoded, simplified and commodious slogan, wh
Was not even built into the statutes to govern corporate law matters. The GPCL ifgg
was promulgated nearly one decade before the Company Law was passed in 9
Notwithstanding these obstacles, some local courts were creative and autp
enough to handle some challenging veil-piercing cases by applying a less formalis
but more intervening approach.'®

‘inten

e

ory examples 1 and 2 above, the shareholder is held liable, aI‘r‘h-:nugh such
i oﬁgd to the company and to the other shareholders, or to creditors. In the
e:xmple only persons specified are liable, but only to the company.

Compared to a veil-piercing claim, the cause of action in tort may offer a m
effective means of protecting the company’s creditors against shareholders’
activities. This is because the veil-piercing case may ignore the corporate form|
the company and suspend the operation of the separate entity principle, but the g
law may make the errant shareholder directly liable to the creditors. Even in p
advanced jurisdictions such as the UK and the US, the courts have not identi§

consistent set of veil-piercing rules. In China, uncertainties surroun Ve

al provision in the Company Law still leaves some ambiguities.

fraud is not a necessary prerequisite under the Anglo-American system. P]?Jnnff:
e to pierce the corporate veil even in circumstances where_ t%m cor.po!'atz'or{ di
o defraud its creditors. Germany, Japan and several other civil law jurisdictions
lopes d a similar line. The prerequisites are that the sha.reholder uf the company
n dwingl}r involved in an unlawful action, tried to deliberately hllde the na;_uc
.transaction, or was intentionally involved in fraudulent behaviour regar ing
pany’s separate existence.’’ China’s Company Law does not appear to require
fraud. However, instead of strictly being bound by Art. 20 of the Company
Chinese courts seem to have the flexibility to require the presence of fraud as a
: adjudicating the “abuse” element.

piercing doctrine are still high.

2.2 Codification and Ambiguities of the Veil-pierci ’[gctr'me

The Company Law of 2005 provided that the corporate véi be pierced in certa
instances. The statutory examples are:

I.  where a shareholder abuses his or her privileges of incorporation

shareholder and causes loss to the company or other shareholders, he or sik
may be liable for damages;'”

d, if the factors listed in Art. 20 are the only factors to be ccfnsidered, it ::an raise
concerns. The Company Law explicitly only memia-:ms t_he rights of creditors and
ands to pierce the corporate veil in non-creditor s1Fuahfms are l:tound to oceur.
icle 20% scope, if interpreted literally, applies only in debt 51tuat1,ons.‘A narrow
ation of the Company Law suggests that the Company Law’s veﬁ.-pl:arcn?lg
ns may not cover litigants beyond those in debt cases. Asa resulF. China’s veil-
ng provisions are very narrow in their applicable range: only creditors can bring

2. where a shareholder abuses the company’s independent legal person staty
or his or her limited liability as a shareholder to evade and repudiate

harming the interests of the company’s creditors, he or she may be liable fa
damages;'® or

Company Law, Art. 21.

.

: H, “Piercing the Corporate Veil in China: Where Is It Now and Where Is Tt Heading?" (2012) 60(3)
American Journal of Comparative Law at 743, 759.

¥ Presse SB, Piercing the Corporate Veil (West, 2007) para 5:4.

Howson N, “Corporate Law in the Shanghai People’s Courts, 1992
Authoritarian State™ (2010) 5 East Asia Law Review at 303, 350.
Company Law, Art. 20, para I,

" Ibid, para 2,

¥ GPCL, Art. 4. |
~2008: Judicial Autonomy in a Contemporan =
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tage of the limitations of the tax treaty system and hence reduce its cost
=1 making it gain a substantial competitive advantage. Arguab_ly. these are
¢ and reasonable business objectives and strategies..The scenario caught by
08 is quite unique: it may be a concrete manifestation of adjustments ma_d—::
uthority in accordance with authorisation under Art. 47 of the El'!tﬁl:pr‘lS‘S
Law, but the adjustments are, on the other hand, related to the veil-lifting
which in turn affects the cornerstone principle under modern company Ilaw.
. the extraterritorial impact improperly steps into the realm of “foreign
-.1. » The power exercised by the State Administration of Taxation,
tly, is ultra vires —an act beyond its scope of authority or power under the PRC

n Law.

Article 8(8) of the PRC Legislation Law provides that the “fundamental ¢
system and basic fiscal, tax, customs, financial and foreign trade systems”
be formulated into law by the legislature, that is, the NPC or its Standing Compm
According to the interpretation of Art. 8 of the Legislation Law provided by
NPC, the Company Law is a piece of legislation that regulates the “basic ecqy
system™.* As a company’s separate legal personality is the cornerstone
Company Law. it lays the foundation of the modern economic system.* Thus,
company law doctrines such as the veil-piercing norm must be included in law g
than regulations, a fact which has been clarified in Art. 8 of the Legislation
nature of Circular 698 is to lift the veil of a company even though that comp
incorporated in an offshore jurisdiction. Thus, the rules in Circular 698 touch
the separate legal personality and limited liability principles, the fundamenta] tax authority has been given greater autonomy from t%le government, s
principles of modern company law. Following this line of analysis, the rules oy targets and performance plans to meet those targets, with the overall am
in Circular 698 should be legislated by the NPC or its Standing Committee. : ving “efficiency gains”. However, such autonomy has not been put in a
implement these rules, it is the State Council that can enact administrative cgulatic it. While administrative autonomy may lead to some improvements in
with the delegated authority from the NPC or its Standing Committee. 0 g ta ‘&3 improvements tend to be short term. Further, taxpayers may
event, without due delegation of power from the NPC or the State Council, the §f ,- overzealous enforcement. The challenge here is whether an autonomous
Administration of Taxation has no legislative or regulatory power to make these itself can be generally accepted as fair and desirable in a world where
in the form of an administrative notice. - Q‘? es of social solidarity binding citizens together and to their state have

increasingly fragmented.

, the State Administration of Taxation has no power to either create new
or to implement changes to the veil-piercing doctrine by denying the separate
onality rule — particularly when the affected enterprise is an offshore
. A Chinese court will likely invalidate any administrative action taken by
¢ authority on the basis of Circular 698 according to the Legislation Law*® if an
company challenges the legitimacy of Circular 698.

The State Administration of Taxation may argue that its power to promulgate Cirouf
698 originates from Art. 47 of PRC Enterprise Income Tax Law, which reads, “y
enterprises implement other arrangement without reasonable business obj
to reduce the payable income or income, the tax authority has the right to adjus
accordance with reasonable methods™.

According to Art. 120 ofthe Regulation on the Implementation of the Enterpri
Tax Law of the People’s Republic of China, the term “without reaso
objectives™ means “the main purpose is to reduce, exempt or def&}’\ . formally introduced the veil-piercing doctrine into the Company Law in 2005.*
taxes™. That is to say, a foreign company indirectly transfers th C" ese comp Chinese law only draws very narrow boundaries.® Article 20(3) of the
equity through an offshore holding company to avoid the C enterprise in _ Law provides, “[w]here any of the shareholders of a company evades debts
tax may possibly constitute an “arrangement without reas usiness objectives ng a company’s independent status as a legal person or sharcholders’ limited
This way of defining “without reasonable business objectives” is a black or whil s seriously damaging the interests of any creditor of the company; it shall
approach, which may oversimplify the complexity of commercial transact jointly liable for the debts of the company”. Article 64 of the Company Law
A typical transnational company has a high degree of discretion over its fin & that if the assets of a company and the single shareholder are integrated
structure so that it can devise optimal routes for internal transactions within indivisible, then the shareholder and company will be jointly liable for the debts
firm through its chains of affiliates. To form intermediary entities in co he company. Article 18 of the second piece of judicial interpretation, that is,
Jurisdictions is a critically important part of this overall discretion, which is gener Provisions of Certain Issues Concerning the Application of the Company Law,
protected by basic modern company law principles. Setting up an intermediate e hed by China’s Supreme People’s Court on 12 May 2008, effective as of 19 May

in a convenient jurisdiction is often specifically for the purposes of reducing t& covering a variety of issues related to the dissolution and liquidation of Chinese
liability. A transnational company has a natural right to adopt such techniques $o 8

A5

ae Renmin favuan Guanva Yimfa Guanyn Shenli Hang Zheng Anjian Shivong Falit Guifan Wenti De Zuotan

See: Falu Wenda yu Shivi (“Interpretation of Legislative Affairs C 1SS f i People’s Co . . ¢
e’ fatu Ienda yu Sifyi (“Interpretation of Legislative Affairs Commission of the National ople’s B e Tovagshi (Clrcalat of e Suprems le's Court on Printing and Issuing the Summary of the

(the NPC) Standing Committee on Legislation Law™) http:/fwww.npe.goven/n o/ Asyywd/xianfa/200]-0840 ) . ol . ;
conlent 140 ID?.!:!ng'l (vi 11 May 2012), i g Py - S¥mposium an Issues Concerning Applicable Legal Norms for the Trial of Administrative Cases. Fa [2004]
Vandekerckhove K, Piercing the Corporate Veil (Kluwer Law International, 2007) pp 34, 70. | ;-_?' 96) tpr:;n\:dgated)unsand elfeative .0F-L kg A0

Zhongia Renmin Gonghegue Lifa Fa (The Law on Legislation of the People’s Republic of China) (pronulgaie b + Arts. 20(3) and 64. - . L "

by the NPC 15 March 2000 and effective as of July 1, 2000), Art. 5. 3 p g i 2 H, “An Empirical Study on the Veil-piercing System in China™ (2012) | Chinese Journal of Law 10.
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logue is updated every few years by the Chinese government in accordance
: mcm—economic development plan, which involves guiding foreign investments
(China’s needs. For instance, in the revised Catalogue published in December
encouraged” category of investments indicated a heightened emphasis on
logy — for some types of projects high capacities of output were added as
ts and other activities were moved to the “restricted” category. With the
station of China’s WTO commitments, more and more industries are gradually
to foreign investors. For instance, foreign investors are now allowed to set
v foreign-owned wholesale, retail and franchise enterprises. The liberalising
s even more pronounced in the revised Catalogue in 2002 and 2007. The 2007
demonstrated the new policy switch. The 2007 version of the Catalogue
d environmental, regional development, and trade imbalance concerns by
o support for export-oriented industries or by placing new restrictions on
that previously welcomed foreign investment such as manufacturing and

Where possible, however, the scope of production and related activities (suc|
and services) should be clearly defined to allow for the largest expansion of g
without the need to amend the FIE documentation and seek further approval
inherent rights such as the right to export its self-manufactured products m
be included in the business scope. It the scope of operation is to be expanded i
future, the articles of association must be amended in order to broaden the s
business. Amending the scope of business may allow the FIE to have more flexib
manufacture new products or vary the product line in order to suit market conditjg
or to engage in the trading of third party products.

Approval of importing for resale may be implicit rather than explicit and is done ppg
the guise of treating such imports as “raw materials”. If it is possible to characte
the processing of a product partially manufactured outside China as a legitim
production activity inside China, it will be desirable to have this expressly appro
Foreign investors must avoid giving the impression that the FIE will act as a The 2011 Catalogue further opens some restricted industrial sectors to foreign
company (selling products which are not manufactured by the FIE) as no approval: _ Theref; e Catalogue is particularly relevant to the general market
be granted for such trading activities. d must erred to from time to time in planning merger and acquisition

Generally, it is not possible to obtain a general scope of business for a comp
China. Recently, some local authorities have issued business licenses on a ca
basis with a broader scope of business, typically: (i) prohibiting business activities|
are prohibited by PRC laws, regulations and state policies regarding foreign investm
industries; (ii) prohibiting business activities that require special approval pi
obtaining the special approval; and (iii) permitting any and all business acti
are not subject to special approval as provided by PRC laws and regulations and
classified as “restricted” according to PRC foreign investment industry regul
However, whether the broadening of the approved scope of business will develco

a more widely adopted practice remains to be seen.

In connection with the business scope and level of approval (which is d,%§
the PRC authorities from time to time published or updated the ign In
Industrial Guidance Catalogue (the Catalogue) to serve a&\' ral indi
of the current policies governing foreign investment in \%ﬂus industri
Catalogue group all industrial sectors into “encouraged”, “permitted”, “rest
or “prohibited”.” An investor investing in an “encouraged” industry may enjoy
benefits in the approval process. By contrast, if the investment is in the “res
industry, it may be subject to additional scrutiny by a higher-level approval auf
More importantly, such an investment may have to have a Chinese partner :
majority equity in the enterprise. A number of profitable and strategically in
industries such as telecommunications, banking and petroleum are all listed in
“restricted” category.

1.3 Consequences of Breach of Business Scope Rule

s, the articles of association need to be approved by the approval authority
nalties for the breach of business scope are severe. A company is liable
out activities beyond its approved scope and, more importantly, its legal
ive may be subject to administrative sanctions, a fine or criminal liability
iminal offence is committed.® An FIE that flagrantly acts outside its permitted
scope is liable to be forcibly shut down by the SAIC. to have its business
revoked. and to eventually be liquidated.’

usly, contracts made by an FIE could be voided due to the failure to comply
business scope in the course of business. These contracts will now be deemed
if they “violate state laws or administrative regulations which prohibit such
or which restrict the operation of, or require permits to be issued in order to
uch businesses™.®

1.4 Business Scope of a Domestic Limited Liability Company (LLC)

ess scope of a domestic limited liability company is one of the required
n the articles of association.” The business scope must be duly registered with
. Where the business scope includes any restricted item, approval from the

As far as the scope of business is concerned, the latest Catalogue provides guidance it government authority must be secured before the registration of the company.

to what restrictions may apply to the scope of business. For instance, it is not feasib
change the scope of business of an FIE to include activities falling within an indus
where the Chinese party to the joint venture (JV) is required to have a majority

inciples of Civil Law (GPCL), Arts, 49 and 110,

Law, Art. 181(4).

e People’s Court Interpretation of the PRC Contract Law,
Law, Art. 25(2).

i 12,

The Catalogue was first published by the PRC National Planning Commission in June 1995,
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- the non-breaching party to make amends for the breaching party’s failure
its obligation to submit-the application. The Contract Law excludes the
— uf specific performance when a non-monetary remedy is considered
- or impractical for enforcement.™ This suggests that the court may
 the possibility of granting specific performance as a remedy if making an
1 for approval is possibly no longer feasible or equitable. A certain level of
joyed by the court in this regard is in line with the stance taken by the SPC
dicial interpretations of the Contract Law. The SPC’s Judicial lmerprelatlons
act Law states that the court “under actual circumstances” may grant
arformance to the non-breaching party to apply for approval or registration
by himself or herself, if the original party failed to do so.* This provision
In essence, a joint venture contract is a shareholders agreement, which is subis : discretion to the court on a case-by-case basis.

approval by relevant authorities. The court has expressed its clear position
venture contracts only come into effect upon approval and that the approval d
effective date of the joint venture contract.* In practice, a joint venture contract is
by the parties but may not be approved by the competent government authority 2
The determination of validity of a joint venture contract is provided in Pro
Several Issues Concerning the Trial of Disputes Involving Foreign-invested
I (Provisions I). According to the Provisions, where approval has not been obta
court will hold that the contract has not yet become valid.™ The court will also
party’s request to hold such a contract to be invalid.*' Before the release of P
L. courts would often rule contraets invalid if they had not been examined and
by the competent approval authority. However, the courts are not permitted to
contracts invalid. Instead, it would be more appropriate for the courts to rule
contracts are not yet valid. This is a subtle but important distinction as the PRC &
Law does not provide a legal foundation for the claim that the contract is “nat vei

+ it can at least provide a sound and clear legal basis for legal action jf i
actually arise and cannot be resolved by the parties to the JV via meg
or friendly consultation.

A JV contract, no matter how skilfully drafted, may not save a IV from f
However, a JV contract should be able to ensure that relevant parties have gy
protective measures and an exit strategy. The JV contract should also provide
safeguards or leverage to the parties in case problems arise at a later stage.
contract also needs to put the corporate governance mechanism in place to s

success of the JV.

question is whether a liquidated damages clause may be enforced by the
er to compel the duty to apply for administrative approval, The SPC’s

based orrits Judicial Interpretations of Contract Law, is to group the breach
der o put an application into the scope of pre-contractual liability, which
goverried by Art. 42 of the Contract Law. A fair view may be that the amount
ensation for breach of pre-contractual liability is limited to actual and direct
Jch is much less than that for a breach of an effective contract. Provisions
ﬁﬁs approach by providing that only compensation for actual losses shall be
| in situations where a transferee requests the termination of the contract based
ransferor’s failure to submit the contract for approval.*

edial measures such as the payment of the equity’s price disparity may be
in cases where the transferor of equity and the FIE fail to perform their
s to obtain the approval and the transferee brings a lawsuit to request specific
of the approval application obligation. The Contract Law and the Judicial
ns of the Contract Law grant the breaching party a right to an appropriate
the amount of liquidated damages when it is more than 130 per cent of the
sses incurred. The non-breaching party may receive less than the liquidated
as agreed even though the contract clause itself is valid.

Provisions [ also provides for the severability of the “duty to apply\ for a
from the entire contract. The effectiveness of the contract itselfi(\Which is sub
approval) should not affect the validity of the provision under which the rele
is obliged to submit the contract for approval.*

The next question is whether the court can grant specifie, performance as a ren
in order to make the default party perform its duty. Specific performance is av
as a form of remedy under the Contract Law but is rarely granted to enforce perst
obligations. Provisions I only allows the court to grant specific performance so tha
transferee in an equity-transfer deal can bring a lawsuit against the transferor
failure to perform its obligation to submit the approval application.®* Provisions
not explicitly mention whether specific performance is available in other
where approval is needed to effect a transaction. These scenarios include fo
FIE and increasing registered capital. Since uncertainty remains, it becomes |

remedy is for the transferee to submit the documents for approval and the
grant such a remedy. Provisions I, however, are unclear as to whether the
will be entitled to terminate the contract directly without recourse to the
p remedy and to claim the loss if the transferor or FIE refuses to perform its
to make an application for approval ordered by the court.

3.3.6 Use of supplementary agreement

of the approval procedure, a further practical question is regarding the legal
ind validity of the supplementary agreement(s) that transacting parties use
wvent the legal requirement of approval or registration, especially when the

Provisions on Several Issues Concerning the Trial of Disputes Involving Foreign-invested Enterp
{Provisions ), Art. 1.
* fbid.

jﬁj‘ lma;:remwns 11 on Contract Law, Art. 8.

o Ihid, Art. 6.
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in Provisions III that, as to certain kinds of non?cash property }nrhich
registration requirement for transfer of ownership, the complenog of
ge registration and actual delivery of such property are both required
it _'bl[ﬁ':'n-

has been delivered to the company for use but the formalities of title
not been completed, the court may order the contributor ti:'.! transfer the
any within a specified period of time. The contributor will be deemed
to have fulfilled its capital contribution obligation from the time wher} ll_ae
: y delivered to the company for use if the title is transferred within
-peﬁod."’

ital contributor makes a non-cash capital contribution and has transferred
failed to actually deliver it to the company for use. if the company or any
older claims that the capital contributor should deliver the property to
-nv and should not enjoy the corresponding shareholders” rights prior to the
, tiio.court should support such a claim.

company without cash contribution after 1 March 2014. Nevertheless, inyes
still required to evaluate the non-monetary assets and determine the
amount accordingly.

Capital in kind contributed to a company limited by shares or a LLC can
the form of land use rights, machinery, equipment and other moveable or iy
properties. 1

According to the amended Company Law 2013. where a promoter contribygs
monetary property as capital, he or she shall go through the formalities requi
transfer of his or her rights in those properties to the company according o |
amended Company Law, however, offers little guidance concerning legal fo

Previously, under the Company Law of 1994, only five kinds of assets were
to be contributed to the registered capital of a company limited by shares or
cash, tangible assets, industrial property rights, non-patented technology an
rights. For other kinds of property-related rights such as equity interest,

copyright, government practice varies from place to place. The Company
provides a clear-cut rule on the available contribution methods by allowing o
of any non-cash asset that can be monetarily valued and legally transferred,
covers tangible and non-tangible assets. The new Company Law specifically g
concept of “intellectual property™ as a contributable asset, in lieu of the i
property rights and non-patented technology”, which means that intellectual
such as copyrights will now be allowed to be contributed under the Company |

1.3 Fulfilling Non-cash Contributions

Company Law, for a domestically incorporated company, all non-Fash
ibutions must be evaluated by qualified appraisal institutes and verified
d by an independent accounting or auditing firm designated by the SAIC
lication for registration is made.” The Company Law will impose
on a shareholder if the value of the contributed non-cash capital is less than
ated value in the articles. The shareholder will need to make up the difference
value of the non-cash capital contribution is significantly lower than what
in the articles, and all the other founding shareholders bear joint liability

Labour, credit, goodwill, franchising rights and secured assets are still prohibitzg)
being contributed as capital under Chinese law.!?

4

The Company Law of 2005 is silent on the permissibility of %wman ¢
contributions. The Regulations on the Administration of Company Registrati
forbid the contribution of labour services.'® Some local court$\such as the
Higher People’s Court forced the Shanghai legislature to~isste the Pud
District Provisional Measures on Human Capital Cosfiibttions, which
two legal mechanisms for the valuation of human capital contributions,
evaluation by a third party certified appraiser and the other being agreeme
entire shareholders’ meeting. Local courts have been cautious about
defects in human capitalisation.

pany Law addresses the joint and several liabilities of other shareholders to
the difference in the event that a single shareholder’s in-kind contributions are
61: initially overvalued. Joint and several liabilities have also been extended
ianghai People’s Courts to other sharcholders to contribute the diﬂ'erencﬂe
-contributing investor does not make its contribution in a timely manner.>

1.4 Capital Withdrawal
The Company Law is still highly conceptual and declaratory and fails to p
standards and procedures for non-cash contribution. There remains a con
issue under Chinese law as to how to determine whether a non-cash capital co
obligation has been duly performed.

assets include the capital contribution made by shareholders. Capital
ions, according to Chinese law, cannot be withdrawn by shareholders once
made. Withdrawal of capital contribution constitutes an infringement of

{ property rights.
The SPC on 16 February 2011 issued the Provisions Regarding Certain st

Concerning the Application of the Company Law III (Provisions 111), which pre
clarification of various widely disputed issues in practice, including equity contri
and verification of equity interests.

is Regarding Certain Issues Concerning the Application of the Company Law [ll (Provisions [11), Arts. &

Law, Art. 29,

31.
B 16 at 303, 355,

" PRC Administration of Company Registration Regulations, Art. 14.

W Tbid, Art. 14(2).
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1.4 Impacts on the ability to borrow foreign debts or acquire
duty-free equipment

The valuation rules are not necessarily helpful when it comes to contributjy
interest in a listed company to the registered capital of another company,
stock price in the market fluctuates all the time, the market needs to hay

Heal riilesini thi d pe current FIE laws, an FIE may borrow foreign debt in an amount up
practical rules in this regard.

the difference between its approved total investment amount and
jital. An FIE is entitled to import equipment on a duty-free basis up
ed total investment of the FIE. The contributed equity interest in the
e company is excluded from the total investment of the target FIE when
the target FIE’s borrowing capacity for foreign debt or the amount of
gipment.™

2.11 Approval Requirements and Other Requirements

2.11.1 Approval authority

The MOFCOM or its provincial-level counterpart at the location of a ta
the approval authority in charge of approving any capital contribution n
investor in the targeted FIE using an equity interest of an equity source g
except for those specifically required to be approved by the MOFCOM in acee
with relevant regulations concerning approval and admission of foreign inves

s fmpacts on onshore merger and acquisition (M&A) transactions

erim Provisions, the MOFCOM effectively permits an onshore merger or
transaction to include an equity-swap deal, thereby reducing the cash flow
Jevant parties and offering more flexibility to investors in structuring
tionvinodel. Any transaction involving contributions of equity interests of
any to the FIE would be subject to a set of complex approval procedures,
oareful transaction planning.

If the equity source company is the FIE and is subject to approval by an g
authority different from that for the target FIE, the approval authority for the tz
shall refer to the opinions of the provincial approval authority where the equi
company is located before making a decision.

jlder may exit the company by transferring his or her equity capital to other
olders or new investors. Administrative penalties are imposed against false
ration and unlawful withdrawal of capital® In a more severe case, criminal
osed on shareholders who form the company with false means and false
bution, which may result in a punishment of three to five years’ imprisonment.™

2.11.2 Approval procedure’!

To obtain the requisite approval, the contributing investor or the target FIE
submit an approval application.* If the approval authorities deem it appro
will first grant a conditional approval (with “equity contribution not paid”
the certificate) to the target FIE. After completing the approval procedure v
to the equity transfer in relation to the equity source company and the actu
of the concerned equity interests into the target FIE, the contributing i
target FIE will then apply to the relevant approval authorities for,firfalappro
approval authorities will grant a final FIE approval certificate,

s and domestic companies, shareholders share profits and bear risks in
their respective capital contributions. Each party is liable to a JV for the
gistered capital he or she has agreed to contribute. For a domestic company,
reholders are entitled to the dividends in proportion to their respective capital
Asthis is a default rule in the Company Law, shareholders are free to agree
it of dividends in a ratio different from the equity percentage between them.
ashareholder only partially paid for its capital, he or she will only be entitled
Is according to his or her actually paid-in capital contribution.™

2.11.3 Time frame

No time frame is outlined in the Interim Provisions for the completion of
approval process relating to the contribution of equity interests into a t2
is noted that, the contribution of equity interest for the purpose of establishi
company is required to be completed within one year from the establishment
company, a requirement that will presumably apply to FIEs.** The approval
for contributing equity interests to an existing FIE are generally far more cor
than those for contributing equity interests for establishing a new FIE and, asaJ
matter, may take more than one year to complete.

3. EqQuity FINANCING
3.1 Preferred Shares

ipal components of a typical venture capital or private equity transaction
lors expect to be issued preferred shares,® together with an enhanced

" Interim Provisions, Arts. 11-17.
2 Together with the application. other documents which need to be submitted include an equ
agreement, a certificate of the equity contributor’s legal holding of the equity, proaf of the busi
equity source company, the approval certificate of the FIE, the certificate of passing the annual
case of an FIE), an equity appraisal report issued by an evaluation institution, a legal opinion issued
firm cn the approval certificate, and an annual inspection report.
 Interim Provisions.

Provisions on Administration of Company Capital Registration 2006,

{amended in 2006), Arts. 158 and 159,

Art. 36,

e shares™ or “preferred shares”™ usually refers o a separate class of shares possessing unique
eges. These rights usually go well beyond the rights enjoyed by ordinary shareholders.
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Similarly, the onshore debtor in type 2 structure would be restricted from ing will influence the condition of future bonds, in particular, the level of
any new loan backed by security until the security provider is fully reimby s case, company bonds with top ratings have a lower return than the ones
debtor after enforcement of a cross-border security. Jar ratings.

nies now issue company bonds. One reason for this is that banks can
risk to an investor. If there were no company bonds, the company
e necessary capital from banks rather than the investor. In that case,
E-I'Ia\fﬂ to bear the risk of default. Ping An Insurance, for example, placed
".g,n convertible bond for sale within China, which was the biggest sale in
1 2013.% Convertible bond sales can be split into two parts under Chinese
of the deal being sold to the existing shareholders and the other part
:de from any investor. Foreign investors holding Ping An’s Shanghai-
- have been active in both parts of the deal. Ping An has constantly been
- cing to support its expansion. In the past four years, Ping An has raised
pillion through a combination of share and bond sales. Chinese banks
Bank of"China and Minsheng Bank issued convertible bonds. PetroChina
converrble bonds. Unlike rights issue, companies selling convertible
o not need to specify timing, making it a more flexible financing option.
he «tn=r hand, companies must meet tougher standards to receive approval for
“tinie bonds. For example, they are required to have paid cash dividends over

o et thre years.
\1:6
S

d. Derivative transaction

Intype 1 structure, a derivative transaction can be secured provided that the ynds
derivative transaction is entered into by the debtor for hedging purpose, in r[;.
business scope and is duly authorised by its shareholder(s). :

e. Bond issuance

An onshore security provider can secure offshore bond issuance provided thaf
issuer is directly or indirectly owned by an onshore entity; (ii) the proceeds
issuance shall be used for an offshore project in which the onshore parent of the
an equity interest; and (iif) the issuer and such offshore project have been duly
by, registered and filed with, the relevant authorities in charge of outbound in

The removal of quota or approval requirement for type 1 security is a positi
in the context of an offshore bond issuance, as a direct guarantee by the ons
of the offshore issuer would be a better solution than the current market py
obtaining keep-well letters from the onshore parent.

ging of bonds is also affected by the credit markets. For instance, China
ment Bank has been recently forced to cut the size of its proposed bond issues
er cent, Baidu, a US-listed company, in 2012 sold bonds to US investors that
iced without the extra that emerging market borrowers usually pay.” These
m the tightening-up of China’s credit markets.

It remains to be seen whether the restriction on the usage of funding to a par
project (other than the widely seen “general corporate purpose” type of usag
is not required under the existing SAFE regime, would reduce the appet
issuer’s group to adopt this structure.

5.6.2 Uncertainties ese bond market is worth approximately USS4 ftrillion. This places the

bond market fourth in size, after the US, Japan and France. It is even larger
anghai’s equity market of US$2.4 trillion.” Currently, China’s bond market is
to foreign investors, limiting opportunities to small offshore markets either
ollars or in Renminbi. A small number of Chinese companies chose to borrow.
Chinese market opening up, China’s bond market will become one of the
portant capital markets in the world.

The New SAFE Rules are likely to change the landscape of any, Binancing inw
onshore credits and onshore assets. The New SAFE rules broaght'much neede
certainty to the validity and enforceability of cross-border sécurity. This
multinational companies to access more funding options'and to tap into less e
funding sources.

However, it is yet certain if the New SAFE Rules also apply to cross-border se
denominated in Renminbi. It remains to be seen to what extent the restri
repatriation of proceeds will apply in transactions where the proceeds are
towards any of the restricted purposes explicitly set out in the New SAFE R
used to replenish the borrower’s own funds which may have been directly or int
repatriated onshore.

ed to offshore markets, the onshore bond market can produce higher yields.
rates are more closely linked to international bond markets, Renminbi
on expectations, and the ebb and flow of often-tight liquidity. Typical coupons
a.nd 150 basis points lower offshore for similar credits, making the domestic
an easy sell for yield hunters.”” In addition, the domestic bond market has a
I of bonds with longer durations. This can be a selling point for pensions

5.7 Corporate Bonds

Jand Rabincvitch S, “Ping An Completes $4.3bn Convertible Bond Deal”, Financial Times (28 November
h_ﬂpﬂwww.ﬂ.oon#intlfﬂmﬁsfﬂ-'l'[SU'IE‘H-S'.I‘EJ-? 1e3-9624-001 44 feabdcl. iml#axzz3SukEjofe.

P, “Blind Eye to Fording Devices in China’s Financial River”, Financial Times (27 November 2013) p 16,
1 “China Bond Market Emerges from the Shadows™, Financial Times (23 October 2013) hitp:/fwww.
5/s/0/4109 50da-3b98- 1 1e3-8712-00144feabTde htmi#axzz38uk Ejofe.

Industrial companies often issue bonds as an alternative to borrowing from ba n
ensure or support the company’s liquidity. Corporate bonds are generally not
by additional securities. Therefore, the creditworthiness of an issuing co
of particular importance. The rating of the issuer should be considered becat
creditworthiness of individual firms affects the rate of the interest rate on the 8
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allocated by the state, to a so-called socialist market economy, which relies mgg

at to as high as 50 per cent for non-transparency.” China may present a
corporations and entrepreneurs to pursue economic efficiency and success, 7

risk-high reward™ scenario in global corporate governance.

of ownership and control in Chinese companies has important implications
corporatc governance regime. The state’s dominant role in controlling interest
es leads to a dilemma in Chinese corporate governance. The state wants to
company in many aspects, i.e. maintaining urban employment levels, directing
pillar industries, controlling prices in a given sector, and extracting profits
v-orientated purposes, all of which may not be in line with the sharcholder
misation principle. From a company law perspective, all these non-profit-

A cultural angle also exists in the study of corporate governance. There ghg
a gentle reminder to the audience against cultural or psychological explam
of corporate governance models. A pure cultural or psychological '
of corporate governance is likely to remain incomplete without interpr
institutions that shape corporate governance in the broader context of a
economic and legal system. To complete the analytical tools in reses
subject, a political approach would also seem necessary.” This line:
would be able to help readers understand the multinational corporations® psiderations may cause the exploitation of minority shareholders. The pattern
manners, policies and practices, i.e. externalisation of costs onto society, ¢ and control also suggests a realistic conflict between majority and minority
of laws and rules, transformation of citizens to consumers, and privatisatig I as well as a distorted allocation of corporate power between shareholders
public sphere, all of which often create a severe democratic deficit. The § ment. Accordingly, protecting minority shareholders may directly constrain
can be a highly political one that may change the conclusion we may d of majority shareholders (often the representatives of the state) to achieve
the “nexus of contracts” conception, cost-benefit analysis or ownership th sarate agenda. The business operation of a company may also be dominated by
instance, shareholder power may amount to governance by wealthy elitesan ty shatehilders’ agenda, since the board of directors may be easily bypassed
resemblance to genuine demoeracy. In line with this political logic, corpol irolting shareholders may directly step in and get involved in the daily
be well positioned between individuals and states so as to enhance publ -makang process. The concentrated ownership in Chinese companies also means
and democratic values. nain agency problem is not vertical between shareholders and management
ntal between majority and minority shareholders. As majority shareholders
 powerful political connections, a dispute between majority and minority
‘may turn political, which may affect decisions made by the judiciary.

1.2 Corporate Governance of Chinese Companies

Corporate governance of Chinese companies, either small privately-l
corporations or large corporatised SOEs, is still functioning. Private firms
fertile grounds for fraud, looting, asset stripping, minority shareholder opprasyy
firm mismanagement. Public companies are no better, even if they are uncer the
of foreign securities class action suits and under the scrutiny of Chingss reg
exchanges. Public companies have been largely used as instrumients o a te management structures of FIEs and domestic companies are different
capital from the stock markets and to serve the needs of a conteolling sharel : ng laws, that is, the FIE Laws and the Company Law. vary in terms of
or his or her insider appointees. The operation of public wdifpanies is i
dictated by conflicted transactions or outright stealing 6f dssets.

2. CORPORATE STRUCTURE OF FOREIGN-INVESTED
EnTERPRISES (FIES)

. - . — : 21 M i
Better corporate governance is a vital factor for bringing capital into Chin: RRapesiRnt Stroctmey i ¥1Es

jobs, increasing tax revenues, generating shareholder wealth and promoting
distribution, all of which can increase the standard of living. Corporate go
critically important to a country’s economic stability and continuous gra
it provides credibility and confidence, which are fundamental to capital n
single enterprise in today’s China can ignore the ramifications of globalisati
implications for corporate governance. According to a survey by Goverr
International in 2010, China continues to be one of the countries to achieve
rating in terms of corporate governance.'” Corruption premium in China

‘of directors is the highest authority of an FIE and shall decide all major
ning the FIE. The general manager (or the president in some cases) is in
‘day-to-day operations and management of the FIE and the implementation of
ns made by the board of directors. In parallel, there is a board of supervisors

 duty is to supervise the performance of duties by the board members and
lagement.

manager is supposed to report to the board, and both the deputy general
J (or vice president(s)) and the chief financial officer report directly to
manager, The general manager is required to consult with the deputy

15 Seer Roe M1, Political Determinants of Corporate Gevernance: Political Context and Corporate
University Press, 2006); Hutchinson AC, The Companies We Keep: Corparate Gavernance for
Sociery (Irwin, 2005); Bakan J. The Corporation: The Pathological Pursuit of Profit and Power (V&8

" China Corporate Governance Survey, Centre for Financial Market Integrity (2007). Stem (201

17 “Global Corporate Governance Country Rankings 20107, GovernanceMetrics International (201012

International Country Study Report, China by Transparency International, National Integrity
8) p 8, hltp:.i'rnww.transparency.argjpnlucyﬁmsearch /nisfregional/asia_pacific China_nis_2006.pdf.

199

6.013

6.014

6.015

6.016



216

6.090

6.091

) 6.092
6.093

6.094

6.095

CORPORATE STRUCTURE UNDER THE COMPANY LAW
CORPORATE GOVERNANCE AND CORPORATE STRUCTURE

tricky issue in @ nominee structure. If a contract between an actual
) minee shareholder is held to be invalid, and the v_alue of the shares
:-ee shareholder is higher than the actual amount invested, tllle court
actual investor to request that the nominee shareh?lder return r_us or her

allocate the benefits he or she received from its participation in the
i iness operations of the FIE.'™ If the contract between the actual
- b::jnee shareholder is held to be invalid, and the value of the shares
R r_IO e shareholder is lower than the actual amount of investment, the
-ODJE: actual investor to request that the nominee shareholder return an
ﬂ:; the current value of the shares.'™

The good-faith-acquisition rule is also applicable to a scenario wher
shareholder has transferred his or her equity but the registration of such
duly completed by the registration authority, that is, the SAIC.

In the context of FIEs, the SPC Provisions on Several Issues Copear
Trial of Disputes Involving Foreign-invested Enterprises | also recognj
the nominee structure, provided that the contracts are not invalid pi

laws and regulations.” The court will not grant a request by the actua]

confirmation of his or her identity as a shareholder in the FIE or fora
shareholder registry, unless:

i)

minee shareholder in an FIE clearly indicates that he or she wishes to gi\rf.;
equity or refuses to continue to hold it, the court may order that the ;_icma

stment be returned to him or her through the proceeds of an auction o;
» of the nominee shareholder’s equity in the FIE. Based on the investment o

pe Il au i & i i i hE: 1] emﬁﬁn and
- i ent ‘fIOIn lhe com ten 1 || estor th\l on the nominee S|Ial€|'l0|de[ ] l.l’l\-'(:]\-e]‘ne-nl ?Il I p "
2 V DI e [ ]-E [hE court Will L]Ild.ﬁ[ [akﬂzl [eaS(}I]able d]smbuuﬂn (0] i E’cqu t}‘

| L . I II |

change of the actual shareholder into the shareholder registry while gy BB e fhe cetue Havestor veqests-ta the nomi_nee
B : r- mpensates it for losses, the court will determine whether the nominee
vlri:-:}li:i:le for compensation and the amount of any coqapensation based on
ce and extent of any negligence on the part of the nominee shareholder.

« the actual sharcholder has made an investment into the FIE;

« the shareholders (other than the nominee shareholder) recognise the
shareholder’s identity as a shareholder; and

It appears that the court may have to rely on the approval authority for a fing]

The court will not allow one of the parties to claim that a contract is invalid
to become valid simply because it has not been approved by the competent
authority.” Where the parties have not reached an agreement regarding the dis
of dividends, the court will allow the actual shareholder to request that the
shareholder pay him or her the earnings received from the FIE. To ensure
the court is empowered to allow the nominee shareholder to request thay

shareholder pay necessary remuneration to the nominee shareholder atier the
takes into account actual eircumstances. '™

1 is given the power to requisition or return any property obtaine: Il:rjf ﬂ?e
here the contract between the actual investor and the .nommee shareholder ;2
deemed invalid on the grounds of malicious conspiracy, mI Uc:n the groun
the state or the interests of any collective or individual."” As discussed
practice, many nominee investor arrangements were set up to escape _the
on the types of industry in which an FIE can conduct business. Thl? raises
al issue — are violations of China’s industrial policy d-eemf:-d as damaging the
st and therefore invalidate contracts between nominee investor and actual

The court also has the authority to uphold an actual shar<hblder’s claim This question remains unanswered.

termination of a contract in the event that the nominee shalehelter in the
perform the contract.'”' However, the court will not support an actual sha
claim against the FIE for the distribution of profits or its exercise of other ri
shareholder on the basis of its agreement with the nominee shareholder. '

ccurs if an FIE or one or more of its shareholders engages in fraud'ulem
{such as providing false materials to apply to the: approval authority to
the sharcholders specified in the FIE's approval certificate) that a?ause_s .the
holders in the FIE to lose their status as sharcholders or their original
i '-g percentage.'® In that case, the court will uphold a c-1a|m b:‘{ the .n'fher

olders confirming their status as shareholders or confirming their ong_ma]
ding percentage or compensation, unless a third party has already obtained
res without fault on its part.

Although the SPC’s Provisions on Several Issues Concerning the Trial of Dis
Involving Foreign-invested Enterprises | (Provisions 1) made some clarific
some questions remain unanswered. What if a nominee shareholder makes

contribution to the registered capital? What happens if only some but not all
shareholders give consent?

imary, the principle underlying the nominee investment rules is t-:_} rcs;?ect the
between the actual investor and the nominee investor when settling disputes.
contracts are not covered by the FIE Laws, the court applies the general

" Provisions on Several Issues Concerning the Trial of Disputes Involving Foreign-invested Enterpa
{Provisions I), Art. 15.

= Ihid, Ant. 14,
™ Thid, Art. 15, 51, Art. 18.
Provisions 1, Art. 15,
U Ihid, Art, 16,
W [hid, An, 17,
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, where a management board makes decisions on daily operations
sory board oversees the management board and approves major
ions. By implication, the challenge is in making supervisory
ive and functioning. This difficulty rests on supervisory boards’
intment or removal power, which starkly differs from the Gﬁ:_rman
ch a board of supervisors has the statutory power to appoint or
members of the management board. Under the Chinr.*tse Company
ight function is delegated to the board of supervisors but the
o‘ui meaningful powers. This again confirms the relatively stronger
1 m[e played by the board of directors in Chinese Company Law, and
destiny the board of supervisors, as an institution, a decorative

Supervisors are entitled to propose interim shareholders” meetings and o
resolutions at such meetings, as well as to attend the meetings of th
directors, raise concerns and to make proposals at the meetings, [
unusual circumstances in its company’s operations, the board of
granted the power to engage an external accounting firm to investigate
(with the expenses being born by the company).'™ These powers enhay
of supervisors® ability to get information about the company, help the b
understand corporate information, and set priorities for supervision.

Supervisors can even make requisition to the board of directors for an ey
general meeting'” and to convene the meeting by itself'® if the board of diy
to do so. These powers strengthen the board of supervisors® role as a watchd
it possible for the board of supervisors to be involved in the business dec
process. The power to propose, convene and reside over a shareholders®
report what it has found augments the links between the board and the sh
The board of supervisors or individual supervisors have the power to initiate |
against the directors and senior managers. The power to sue provides greater
to illegal behaviour by management and fortifies the protection for minority

with no teeth.

of Corporate Governance clarifies the duties and responsibilities of a
‘board.'™ The supervisory board of a listed company shall be accountable
olders=The supervisory board shall supervise the corporate finance,

AC Uirectors, managers and other senior management personnel’s
v-duties, and shall protect the company’s and the shareholders’ legal
rterests. However, it only has a loosely defined monitoring role over
Sf directors and managers. Given the overwhelming influence of the
al authorities on boards of directors, the supervisory boards in China
play a significant and effective governance role.'" A 1999 survey shows
rd of supervisors in some companies had difficulty in performing their
duties.” Supervisors have little authority in major corporate decisions,
v when their responsibility to oversee the board of directors has been only
red in the PRC Company Law. Moreover, no law gives supervisors the
civil action against board directors or senior managers when company
is detected, and supervisors often lack the knowledge and experience to
i'butions. These difficulties make the monitoring role of an supervisory
ionary.>"
hen the role of supervisors, Art. 61 of the PRC Corporate Governance Code
a listed company shall adopt measures to ensure supervisors’ right to learn
s company’s matters and shall provide necessary assistance to supervisors for
performance of their duties. No one shall interfere with or obstruct the
work. The supervisory board may report directly to securities regulatory
-as well as other related authorities, and may report to the board of directors
holders” meetings when the supervisory board learns of any violation of
tions or the company’s articles of association by directors, managers or
management personnel.

As FIE Laws are silent about the supervisory board: it has long been
that FIEs do not form a board of supervisors. The SAIC released an interp
September 2006 indicating that FIEs formed on or after 1 January 2006 mu
either a board of supervisors or must appoint individual supervisors (depen
size of the FIE) in accordance with the Company Law. The interpretation ster
an earlier implementing opinion jointly issued by the SAIC, Ministry of
(the MOFCOM), State Administration of Foreign Exchange (the SAFE) any
Administration of Customs that requires the corporate structure of the Fig
with the Company Law. According to the SAICs interpretation, all{F1Es
on or after 1 January 2006 must set up boards of supervisors, hi~anpoint.
supervisors. Meanwhile. the SAIC leaves the companies with the Uiscretion ft
whether to establish a board or to name individual superyisors, whether s
will be appointed or elected, the length of their term, andhe scopes of their
A small FIE may appoint or elect one or two individual sipervisors. An FIE
small if the FIE has a small number of investors or small investment. The
of these requirements is evidenced by the articles of association. If the a
FIE do not contain any provision in relation to the board of supervisors, the SA
demand that the application for the establishment of the FIE be amended.
has the discretion not to register the FIE if the legal requirement of forming:
supervisors or naming one or two supervisors is not satisfied.

The next problematic area in China’s corporate governance is weak sul
boards in listed firms."”” The two-tier board structure in China rese

porate Governance. Chapter 4.

“Ethical Issues in Evolution on Corporate Governance in China™ (2002) 37(3) Journal of Business
3-320.

%0 Law, Arts. 54, 55 and 119. 3 aicim B

e H:::Trlz 4?2“3nd Isﬂl. b S, Zhang CL and Brefort L, “Corporate Governance and Enterprise Reform in China — Building the

L H:r'd:Ans:-'H and 102, 5 of Modern Markets™, World Bank and International Finance Corporation {1 2 OC:GPer_ZDUEj;ﬂ s

" Kang Y, Shi L and Brown ED, “Chinese Corporate Governance — History and Institational Fram md Liu JH, -Ic.crpﬂm[g Governance in China: Then and Now™, University of Michigan Davidson
Corporation (2008). e Working Paper Series (2001).
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DIRECTORS’ DUTIES CONCEPT OF “FIDUCIARY DUTY™

_the China Securities Regulatory Commission (the CSRC) in March
its Guidelines for the: Articles of Association of Listed Companies,
g7 similarly introduces an obligation of loyalty for directors of PRC-
es.” The increasing prevalence of the duty of loyalty in Chinese law
_ closer examination of the nature of this obligation. It is important to
% the theoretical basis for this obligation and its practical significance.

obstacles, long-standing legal traditions or practical deficiencies of the jugj
dramatic turn away from China’s civil law discourse. R

Prior to the Company Law, Chinese legislature and regulators adopted the
orientated” model and the concept of “fiduciary duty” — the former lays
separation between ownership and management being assigned by the
board and then to a management team supervised by the directors, wi
makes the management accountable to the owners. Under the old Ch
Law, directors, supervisors and managers were under a general duty
perform their duties and to protect the interests of the company”.
provision is close to the duty of care and duty of loyalty in American Corp
Nevertheless, there are no statutory or judiciary standards in Chinese |
whether a director is in breach of these duties. The Company Law of 2
raise the standards of conduct and competence to a higher level. The rele
in the Company Law reads:

£ care as a legal concept has not been thoroughly articulated by the
nor clearly elaborated and effectively enforced by Chinese courts. Tt
how regulators or judges employ a business judgment rule for duty of
s This has led to some unexpected consequences in implementing the
For example, no derivative actions in China have ever touched upon a
o the breach of the duty of care.® Without comprehending and enforcing
o corporate law concepts such as the duty of care, the rationale behind
ous corporate governance instruments such as derivative actions and
es will remain unrealised.

“[d]irectors, supervisory board members and high-level managen
should abide by laws, administrative regulations and the compan
association, and have a duty of loyalty and duty of care to the comps

W Law imposes an obligation of loyalty (together with the obligation
an directors so that directors’ statutory duties can be further clarified.
Chinese Company Law does not specify the exact nature and extent of
1 of loyalty. A possible hurdle to characterising directors’ duty of loyalty
in pature is that under civil law jurisdictions, including China, directors’
ften analysed on the basis that they are agents of their company.” The
fiduciary duties, which is a common feature of a trust institution, is still
to China: it was only introduced the Trust Law roughly one decade
Law imposes fiduciary duties upon a trustee as a result of the division
between the trustee, who holds the legal title and the beneficiary, who
equitable title. Under Art. 25 of the Trust Law, a trustee shall handle trust
the beneficiary’s best interest and shall fulfil the duties of honesty, trust,
d effectiveness; the bedrocks of fiduciary duty."

As such, the fiduciary duty framework for directors and the managemen
of the duties of loyalty and care, resembles that of a common law juris
Company Law of 2003 introduces fiduciary concepts that can be illustrated
incorporation of a defining obligation of the fiduciary doctrine; (ii) the
various specific directors’ duties under the framework of the fiduciary dox
(iii) the introduction of remedies available to redress fiduciary breaches.

The formalisation of the concept of fiduciary duty is embedded infam
procedural context: the availability of shareholders’ direct actions tag
supervisors and executive) and derivative action mechanisms; ‘and the
doctrine. The pre-formalisation period, however, already witnessed Ch
bold invocation and application of fiduciary dutice)\.Ihé transplant
convergence) of fiduciary duty into the Chinese legal system prior to |
legislation of the concept was attributable to the lack of an equivalent con
substitute) of fiduciary duty in Chinese law. The closest concept se i
function at that time, before the corporatisation program of state-owned
(SOEs), was probably ethical practice, more or less a tradition or notion ¢
either in China’s bureaucratic system or kinship business associations suc
enterprises or sole proprietaries. Thus, it is not surprising to see Chinese ¢
the notion of fiduciary duty in an innovative manner even without any statuto
from a positive law point of view.

igency theory remains prevalent in Chinese law (for example in the Contract
theory alone has proven insufficient in promoting directors” accountability
erests of directors and shareholders do not always coincide. Indeed, the risk
may be swayed from the performance of their primary duties owed to the
partly explain why the Chinese Company Law has also put in place a set
duties to prevent directors from having any conflict of interests or making
ofits. Further, an agency theory of directors is not irreconcilable with its
. As it stands, directors are agents standing in a fiduciary relationship

tes for the Ariicles of Association of Listed Compuanies, Art. 97 (effective Mar. 2006).

Howson NC, “Pathway to Minority Shareholder Protection: Derivative Actions in the People’s
China™ in Puchniak D. ¢r af (eds), The Derivative Action in Asia: A Comparative and Functional
{Cambridge University Press, 2012).

Cheng-Gang X. “Fiduciary Dutv in Transitional Civil Law Jurisdictions: Lessons From the
Law Theory™, in Milhaupt CJ (ed) Global Markets. Domestic Institutions: Corporate Law and

LI':: New Era of Cross-Border Deals (Columbia University Press, 2009) pp 77-106.

M Att. 25 (2001),

This obligation applies to foreign-invested enterprises (FIEs) and is an if
consideration for international investors and other investors conduc!
in China. This duty has also been incorporated into other areas of Chil

*  Company Law, Art. 148.
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SHAREHOLDER ACTIVISM AND SHAREHOLDER PROTECTION SHAREHOLDER ACTIONS

quirement seems more like a hurdle as the exhaustion of intro-corporate

irrelevant as neither the board of directors nor the board of supervisors
a shareholder from bringing suit except the board itself. The side effect
ural hurdles is the loss of opportunity to obtain a remedy in a timely

Company Law or the Supreme Court can explicitly involve non-iy
in the demanding process so that they are given the chance to voice

5.2.10 To whom a demand is served

One uncertainty of derivative actions is to whom demand should p
shareholder seeks corporate action against non-insiders (or, “others™),
can make a demand to the board of directors and then the board of
expect a response from each after 30 days. The relevant question is w
will be overly engrossed in the fulfilment of this demand requj
with cases involving derivative claims against “others”. Either the
the SPC should clarify upon whom demand must be made when the
is against a non-insider. Leaving this tiny technicality untouched rj
more excuses not to address derivative actions.

5.2.14 Functionality of derivative actions

derivative action is viewed as a necessary part of China’s effective
ance system and a tool for the protection of company shareholders,
shareholders. Codifying shareholder derivative actions in the
i reflective of a formal shift from conventional reliance upon ex ante
administrative agencies to a greater emphasis on judicial power and ex
The rules of derivative actions provide minority shareholders with the
directors who injure overall company rights by favouring the majority
fhgmbv discouraging majority shareholders from abuse controlling
_i-\ti\-e suit can prove to be a useful weapon for minority shareholders
air erests and deter majority shareholders” oppressive behaviour. On the
ority shareholders may abuse a derivative action by initiating groundless
or the purpose of compelling settlement offers. The procedural hurdles
the Company Law in order to strike a balance between protecting
Iders and saving majority shareholders from “strike suits”. Although
ns are a critical development made by the amended Company Law, it
en how Chinese courts apply the procedural requirements and whether
For the sake of clarity, the exact scope of urgent or emergency n join in proceedings. The weakness of shareholders’ suits has been
should be either defined or exemplified by the legislature or the 8 P ority shareholders need to bear the costs of a suit and have the burden
judicial interpretations) so that the uniform approach can be taken _- the civil proceeding. This is the reason that there appear to be very few
in waiving the demand requirement or the 30-day waiting pe:i by minority shareholders but more cases where majority shareholders
According to the current wording in the Company Law; the-determ ity shareholders’ interests notwithstanding shareholder rights to sue, a
existence of “irreparable damage to the interests of the-Gomapany™ nendent directors, and the monitoring of the board of supervisors.

interpretation and evaluation, which in turn triggers jéaizial discreti
uncertainty.

5.2.11 Emergency circumstances

The other uncertainty surrounding this demand requirement is that “
may proceed with the suit if ... the company would suffer irreparaby
the suit could not proceed 1mmedlately . It is not clear whether the
be excused under this extreme circumstance which is not well def
quoted seems to support the view that the demand requirement cann
what can be waived is the waiting period. A moere supportive or to
give a demand waiver.

the Provisions on Several Issues Concerning the Application of the
Law (T) on 8 April 2006, the purpose of which is to clarify certain
in connection with the standing requirement for shareholders who
derivative actions. to the clarification directs the courts to apply new
ompany Law of 2005 in cases involving transactions occurring before
e into effect.

5.2.12 Directors’ duty to reject

One thing which has not been mentioned anywhere is whether a di
is under any fiduciary duty to or not to reject a demand. This involves jud
on whether a director or supervisor’s refusal is in conformity with the f
complexity here is that the Chinese Company Law does not incorpg
Jjudgment rule which otherwise may excuse the refusal and avoid any jud

> directors, supervisors or senior officers, shareholders are also allowed
ative actions against any other persons who encroach upon the
interests of a company, thereby causing losses to the company.”
interpreted broadly to cover an outsider who does not pay a debt
SELS Wier dumionil? on time and is not 11’s'u:ed by the directors and the supervisors. This
A demand requirement and a 30-day waiting period highlight the i
board of directors in the exercise of corporate power. The rule re-emp
principle that the board of directors, other than shareholders, m
thereby protecting the board from harassment by litigious shareho
requirement, minimum shareholdings and posting of bonds as se

of litigation are all necessary components in derivative suits in other cout

S, company law requires that before shareholders can sue derivatively or on their own behalf
explicit written demand that the board of directors take appropriate legal action to safeguard
shareholders® interests. The demand can be excused if doing so would be futile.
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INSOLVENCY, LIQUIDATION AND DISSOLUTION An. LIQUIDATION, DISSOLUTION AND EXIT OF FOREIGN INVESTORS

approval from the approval authority is always a must. Neith T,
nor the Enterprise Bankruptey Law, however, provides for any
in this regard.

ion can be triggered by an application to the original approval

tween the standard and special liquidation is that the liquidation
o longer in the hands of the JV parties in a special quUld:ElllFlIl.
i oval authority will organise a liquidation committee consisting

represcntatives of relevant government departments and relevant
to exercise the powers of the board,™ to report directly to the
'ty, to appoint the head of the liquidation cnmm?ttee_ to take ov:er the
legal representative™ and to confirm the liqu1—dalmq committee’s
o and report.” In addition, a creditors’ meeting will be F:al]fed.
the liquidation committee may discuss details of the liquidation
ard of directors.”

As an alternative to the liquidation of a JV entity upon terminatioy
have the right to buy out the other party at a fair market
the business intact. [f the parties cannot agree on who should g
of the JV in such a buyout, a compromising approach should be s
documented so that liquidation or succession issues are not left

the termination of the JV. The parties to the FIE are entitled to rep ar,
on liquidation. Upon liquidation, the assets of the JV are distri
in proportion to their equity contribution. The parties may wish
appropriate distribution of assets upon dissolution of the JV (wit
described above), and the inclusion of a provision providing for the |

ation, the JV is to complete dissolution by filing the liquidation report with
certain specified assets to one party.

ority. The JV ceases to exist, however, only after the completion of the

o tha TV with the tax, customs and company registration authorities,

- announcement of de-registration in a national and local newspefper. As

quidation and dissolution can be expensive and time-consuming, the
will usually prefer a buyout instead.

4.3 Liquidation

Termination is followed by liquidation and dissolution of a JV.

Liquidation is a process whereby an enterprise collects any outstang

and then settles any outstanding creditor claims out of working
through realisation of its available assets. Liquidation needs a unan
of the board and approval of the original approval authority.®® The re
unanimous vote of the board in favour of a proceeding to liquidation m
in a deadlock and conflict between the parties to the JV, while the apsre
may also refuse to grant its consent to liquidation.

4.4 Dissolution

is the final stage in the process whereby an FIE’s business license is
and cancelled by the SAIC. Dissolution takes place only after the
age is completed and prior clearance is obtained from the tax authority.
E is dissolved, the FIE ceases to exist and is no longer a legal person under

While investors may avoid the unanimous consent requiremeht 8y f
application to the approval authority in cases of serious breathl®* it appea
to bypass the need for approval from the approval auth¥mis’to liquidate
parties, supposedly holding more than 10 per cent‘ef wiore of the total
in the company, may have to rely upon the Company Law to petition
dissolution of the company.® However, the court is likely to consult with
authority before making such a ruling.

ompany Law, either the FIE or the domestic capital company may be
n the following grounds:™

u
upon expiry of the term, or any other dissolution events, as stipulated in the
articles of association;

. the shareholders’® general meeting or shareholders’ meeting has resolved

“in favour of dissolution. This, however, conflicts with the FIE Laws under
Liquidation can be standard or special.* ;i!i'ili-::h the board of directors is the highest governing body;
In a standard liquidation, the board unanimously appoints a liquidation ¢g
and this committee follows the regulatory procedures and the JV
association to liquidate the JV. A creditors’ meeting is not required.
a special liquidation applies in cases where the board of a JV ca
consensus on the dissolution or composition of a liquidation commitl
JV encounters serious difficulties during the normal liquidation pro

. the enterprise needs to be dissolved following a merger or split;

. the enterprise’s business license has been revoked. or has been annulled, or
it has been ordered to close down in accordance with law; or

Liguidation Procedures, Art. 36,

For example, CIV Law Implementing Rules, Art. 20(3); EJV Law Implementing Rules. Art. 33[?5;
CIV Law Implementing Rules, Art. 48(3); EJV Law Implementing Rules, Art. 90(3).
®  Company Law. Arts. 181(5) and 183.

*  The FIE Liquidation Procedures, Art. 3, mpany Law, Art. 151,
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MERGERS AND ACQUISITIONS (M&As) CONSENTS AND APPROVALS

1o shares during the reporting and notification period. He or she is under
2] obligation to report and issue a public notice for every 5 per cent
s or her shareholding.

(a) equity transfer price: generally, the price for a transfer
interests shall be paid in a lump sum. If the equity transfer
lump sum basis, the total amount of such equity transfer
to the account of the Exchange Center first. However, if
difficulties in paying the equity transfer price in a lump s
amount, the equity transfer price may be paid in instalpm
the first instalment shall be no less than 30 per cent of the
shall be paid to the account of the Exchange Center first.
price, the transferee shall provide guarantee to the trap
pay to the transferor within one year. All the payment pa]d
Center’s account will be transferred to the specific foreign ey
of the Chinese Party after the business license reflecting the
transfer is obtained. It is advisable to pay the equity transfer
sum in order to make the payment procedure more straj
simple; and

blic offering is triggered when a shareholder, either through a public
the stock exchange or a private agreement, holds more than 30 per
in the target company. To purchase more than 30 per cent of shares
~holder to submit an acquisition report to the CSRC and to make an
to the general public.® The period of public offering is between 30
The offer cannot be withdrawn. After the completion of the acqqisition.
er is prohibited from trading his or her shares within 12 months.®

srovisions on the Administration of the Acquisition of Listed Companies
including the CSRC’s role and enforcement powers, shareholder

directors, supervisors and senior managers’ duty of loyalty and diligence,
Josure, public offering and exemption procedures.

(b) service fee payable to the brokers and the Exchange Center:
decided based on the amount of equity transfer price, roughly
cent of the equity transfer price. Assuming the equity transfer
million, the transferor and transferee shall respectively pay
Center approximately RMB510,000 as the service fee. Norm
fee will be paid to the Exchange Center first, and then the Exch:
internally allocate a part of the service fee (roughly, 80 per cent)

5. CONSENTS AND APPROVALS

acquisition in the PRC will require some form of approvals, registrations,
nts, recordals or filings in relation to the investor qualification, business
ion or change, asset valuation, industry regulation, technology transfer or

6. If the foreign investor pays the equity transfer price by using the
dollars rather than using its Renminbi proceeds earned in China, the: al procedure is relevant to most M&As involving FIEs. For instance,
shail‘apply to the State Administration of Foreign Exchange { from the approval authority of an FIE target is necessary for an equity or
upepmg a specific foreign exchange account for the purpese. of reg o new capital contributions, an increase in registered capital, an increase
equity transfer price after it obtains the approval. However\ifihe fo mount of investment and amendments to the JV contract, as well as to the
plans to pay the equity transfer price by using its Repsinbi pro sociation.

China, there is no need for the Chinese Party to opep*théspecific fo
account, but the Foreign Investor shall obtain appfovid from the S
of such Renminbi proceeds.

ific authorities such as the China Banking Regulatory Commission (the
_CSRC will become the primary approval authorities for foreign investment
ud listing companies. The precise approval authority and its level for a given
1y or transaction are dependent on various factors, which have to be
4. AcQUISITION OF Li1STED COMPANIES oroughly in advance.
Acquisition of shares in a listed company is largely governed by the Secuti 5.1 Approval Process for Direct Acquisitions
rather than the Company Law.

—— . . 5.1.1 Approval authority
Acquisition of listed companies can be conducted through the P =

in a target company on the stock exchange or via the purchase of sk
agreements.” A shareholder should report to the China Securities F
Commission (the CSRC) and the stock exchange and notify the listed comp
three days if his or her shareholding is more than 5 per cent.* Such a shareho

e current PRC law, similar to the formation of a new FIE, transactions
the conversion of a domestic LLC such as an SOE into an FIE via a
transfer or the transfer of the registered capital or the acquisition of the

™ Securities Law, Art. 85,
= Ihid, Art. 86.
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CAPITAL MARKETS AND SECURITIES REGULATIONS REGULATIRY SYSTEM

iation: formulating different norms or specific measures for instruction of
< or asset appraisal of securities companies:;™ or administrative measures
» examination and approval of securities industry service firms:*

effective coordination mechanism among these authorities, A |q
also be involved in share issuance and trading if a listed company
an SOE. The very existence of multiple regulators does not ne,
regulatory regime. Rather, it may increase the transactional costs 2
of the securities market as different authorities may have diffe,
regulatory focus, legislative agendas and monitoring tools.

ion, or stipulation of regulation: “issuers must conform to conditions
ht issuances stipulated in law™,* “people engaged in administration of
rities issuance, or trading”,* and “conditions and procedures for review

g ities firm establishments”; and*
2.2.1 China Securities Regulatory Commission (CS guriics '

tion of law: e.g. “alluding to other situations regarding the handling of

Th - ; i i
e Securities Law expressly confirms the CSRC’s status of a cen amer securities accounts”

governing body for public companies. The functions of the CSRC

sinted out that, in terms of its rule-making power, the CSRC is explicitly
. formulating norms subordinate to laws, legislative provisions, laws
tive regulations. administrative measures, specific measures, public
alifications “publicly” in accordance with the law.*

(1) formulating laws and regulations in relation to the securig
exercise of the approval powers under the laws and reg

(2) supervising and administering the issuance, trading, re

A AR O e e, jedrly required to “formulate departmental rules and its supervisory

(3) supervising and administering participants in the industry inc aviork system publicly™.®
issuers, listed companies, securities exchanges, se
securities registration and settlement institutions, securities
management organisations, securities investment consulta
securities depository and clearing institutions, securities sej
credit rating institutions, and professionals;

ﬁ'ﬁen enacted ex ante bright-line rules, standards and prohibitions focusing

anisms, transactional rights or disfavoured transactions. For example, the
&Severa] Provisions on Protection ofthe Rights of Public Shareholders in
otice on Several Issues Concerning the Standardization of Funds Transfers
ted Companies and Their Affiliates and the Provision of Guarantees by
ies in 2003, both of which regulated guarantees for affiliates and required
d “public™ shareholder approval of related-party transactions.

(4) formulating qualifications and codes of conduct for securi

(5) supervising the proper disclosure of information on securitirz 15

transactions; granted broad investigatory powers and take the following actions:

(6) supervising the conduct of the Securities Trade Asso\Bot ing premises where illegal acts have been committed to investigate and

(7) investigating any conduct that violates laws or adninistrative reg to obtain evidence;

tioning people and entities suspected of illegal acts and requiring them

It is clear that the CSRC has the dual power of overseting and managing Lo statements:

market and of standardising existing law and regulations on a uniform
basis. This centralisation movement suggests that local and m
have been removed from the law-making or IPO approval and select
shortcoming in this list is that the laws do not officially provide the CSR
powers to regulate the internal control or governance of listed comp
the CSRC must enforce rules regarding disclosure and regulate the in
of public issuers, the CSRC has limited resources to enforce the law.

cking and duplicating records of securities transactions, financial
counts and other relevant documents and sealing and retaining documents
materials that may be removed or concealed: and

ecking funds accounts and securities accounts of people suspected
illegal acts and applying to judicial institutions to freeze or to grant

The 2005 Securities Law assigns the following regulatory functions to

» recognition and confirmation: allowing the definition AL L.

information having a significant effect on securities prices o
to be recognised and confirmed;

9(i), 179(iv) and 184,
“ Securities Law 2005, Arts. 122, 155, 160 and 179,
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