Venture Capital in China:

Improving the Legal Framework on the Basis of the U.S. Experience

ZHANG, Zhang
A Thesis Submitted in Partial Fulfillment
of the Requirements for the Degree of

Doctor of Philosophy

Laws

The Chinese University of Hong Kong
September 2010



UMI Number: 3483309

All rights reserved

: iINFORMATION TO ALL USERS
The quality of this reproduction is dependent upon the quality of the copy submitted.

In the unlikely event that the author did not send a complete manuscript
and there are missing pages, these will be noted. Also, if material had to be removed,
a note will indicate the deletion.

UMI
Dissertation Publishing

UMI 3483309
Copyright 2011 by ProQuest LLC.
Ali rights reserved. This edition of the work is protected against
unauthorized copying under Title 17, United States Code.

ProQuest LLC
789 East Eisenhower Parkway
P.O. Box 1346
Ann Arbor, Ml 48106-1346



Submitted by ZHANG Zhang,
for the degrec of Doctor of Philosophy,
at The Chinese University of Hong Kong in September, 2010

Supervisor: Prof. David Donald, Co-supervisor: Prof. XI, Chao

. Venture Capital in China:

Improving the Legal Framework on the Basis of the U.S. Experience

Abstract
Venture capital (VC) is the investment by a financial firm in high-growth, high-nisk, and
high-tech private start-ups for high returns in the future. Since the importance of VC for
the high technology sector and the economy as a whole has been widely accepted in
China, it follows that a successful VC industry is an important-tool for China to further
develop and strengthen its economy and high technology industry. A well designed
legal system will attract more investors to engage in China’s VC industry, while a
poorly designed legal regime will throw obstacles in the way of investments for the
industry. This study. offers evidence on how a proper legal framework may be

established for China’s VC industry.

The main problems of China’s VC legal system include those of fundraising, overly
complex foreign VC investment restrictions, limited exit channels, and ineffective
governmental stimulus. In an attempt to solve these problems, this study examines six
key factors that influence the nature and performance of a proper VC legal framework.
These factors include the formation and fundraising of VC firms, the usual life cycle of
VC investment, the impact of economic and political policy on VC development, the
governance of ventures, an cstablished financial market, and governmental VC

stimulus.

Since the future of China’s VC industry is likely follow the model presented by the VC
industry in the U.S., which is seen by most commentators as the best VC industry in the

world, China should study the important lessons learned in the century of VC legal



expeniences in the U.S. This study compares the Chinese VC legal system with that of

the U.S. in four aspects: funding, governance in ventures, exits, and stimulus.

Although China’s legal and policy environment for the VC industry is improving,
Chinese policy makers who wish to promote VC in China need to increase the
regulatory supply of and legal demand for VC. Against the background of this study of
the experiences of the U.S. VC industry, it becomes clear that some VC legal techniques
cmployed in the U.S. should be adopted in China. Based on the lessons leamed in the
U.S., China should improve its financial liberalization, create new legal techniques for
VC govemance in ventures, promote its exit channels, and provide a proper stimulus

policy.
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Chapter L. Introduction

1.1 Overview

1.1.1 Background

Venture capital (VC) is the investment by a financial firm in high-growth, high-risk, and
high-tech private start-ups for high returns in the future.'! These start-ups have high
technology, but often have a business size, assets, cash flow, or business history records
that are much less substantial than established competitors.” These disadvantages make
it very difficult for them to raise money from banks or public markets. However,
professional organizations operating VC investments find it attractive to invest in these
start-ups as shareholders, employing sophisticated valuation and financial contracting
with the entrepreneurs of the start-ups.’ After a fixed duration, these VC organizations
will exit the start-ups by merging them into or having them acquired by larger
companies, or causing them to launch an [PO.* By exiting these start-ups with proper
channels, these VC organizations can reap high returns. Therefore, the VC industry
entails accepting high financial risk in funding a start-up, especially in the high-tech

industry, so as to obtain very high returns in the future.’

Since the 21* century is considered to present an economic change from a traditional
economy to a knowledge-based economy, high technology and innovation play a
significant role in this new economy.’ It is understandable that the importance of VC in

the process of promoting entrepreneurs and the growth of high-tech start-ups has been

Black & Gilson (1998: 245). In the U.S., VC firms will mainly invest in high-tech start-ups. But
Chinese VC firms will also invest in traditional industries besides the high-tech sector.

2 Ibid.

o Ibid.
4 Ibid.
' Hill & Power (2001: 1).
¢ Ibid.
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widely accepted.” Thus, a mature and prosperous VC system will be an important tool

for a country to develop its new economy and to raise the level of its high technology.

China needs a mature and proper VC industry because of its current economic condition.
While China has gxperienced continued high economic growth in the past four
decades,® the country depends too much on export, which is an economic problcm.q
China’s export depends on large numbers of low value-added products. That means it
will be very difficult to keep competitive advantage in the international market. Though
currently China is retaining the highest investment rate in the world,'® it has serious
environmental and social problems such as pollution.'' These problems indicate that
China should change its current means of economic growth to keep the country’s future
economic advantage in the international market.'” High technology will be a good
choice for China. Currently, China’s high technology development is still far behind
that of the developed countries. Therefore the Chinese government’s policy of attracting
foreign investment and using foreign VC is associated with its need for foreign

advanced technology.'> As Deng Xiaoping has said,

Our experience shows that China cannot rebuild itself behind closed
doors and that it cannot develop in isolation from the rest of the
world. It goes without saying that a large country like China cannot
depend on others for its development; it must depend mainly on
itself, on its own efforts. Nevertheless, while holding to self-reliance,
we should open our country to the outside world to obtain such aid

as foreign investment capital and technology. '

7 Yu (2007: 68).

5 Wolff (2008: 1).

Lu, Tan, and Chen (2007: 230).
Lim, Spence, and Hausmann (2005).
Lu, Tan, and Chen (2007: 231).

2 Ibid.

3 Lam (2000: 216-217).

' Deng (1993: 152).



Thus, “opening up its economy to the outside world, China aimed to acquire modemn
technology and foreign investment funds from the advanced Western countries
especially the U.S.. "% In 2004, the State Council had stated that “developing capital
markets is a task of strategic importance linked to the fulfilling of the strategic goal of
quadrupling China's GDP within the first two decades of this century.”'® A developed
capital market will encourage the development of the private economic sectors of
China.'” Since the private investment and private enterpnses, including millions of
start-ups, are playing a critical role in creating jobs, to strengthen independent
innovation, The Chinese government now further encourages private capital to invest in
economic sectors that are currently mainly controlled by the state-owned enterprises,
including infrastructure for transport, telecommunications and energy, public utility,
scientific and technological programs for national defense, and the building of
affordable housing as well as technology research centers.'® The government also states
that the private companies are welcome to participate in the reform of state firms by

purchasing a stake in them.”"’

Such change means private start-ups and VC investors
can enter into some economic sectors which were controlled by the state-owned

enterprises.

An institutional situation in China, however, that creates difficulties for the
development of high technology and VC investment is the lack of legal protection for
corporate investors and the fact that “assets can be seized and held with little recourse to
the owners.””® Although these characteristics have not completely prevented China
from producing a growing market for VC, a mature and developed VC industry needs a
proper legal framework.?’ China’s policymakers have noticed the situation and they

have adopted some laws related to high-tech and VC industries in order to promote

¥ Lam (2000: 217).
Sec. 1, 2004 State Council Opions No. 3.

Y Tbid.

' Xinhua Net (2010).

¥ Ibid.

0 Ahlstrom, Bruton, and Yeh (2007: 249).
T Ibid.
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China’s growth and maintain its high economic development. These laws encourage
Chinese entrepreneurs and start-ups to devclop high technology and innovation through
the support of VC. China also intends to establish a mature VC system to support the
development of high-tech and innovation.?” Criteria are given by scholars to verify
whether a mature VC system 1s high quality, for instance, a proper VC system should be
market-centered, with a proper framework of laws for business organizations and a
highly regulated capital market that can offer VC investors exit channels and promote
VC investment.”> Unfortunately, according to these criteria, the current Chinese VC

system is still in the pnimary stage.

Three premises can be formulated for why China needs to establish a mature VC system

and a proper VC legal framework. The first 1s that the Chinese realize that high
technology plays a very important role in China’s economic development. The second is
that the role of financial tools in economic development 1s more important than ever
before because these financial tools, including VC, can promote China’s financial
system. The third is that in China the role of law in the financial sector is beginning to
be understood in recent years. Chinese, especially Chinese governments, recognize that
“law, legal institutions, and regulation systems are fundamental to financial sector

development, which, in tumm, are essential to economic growth and development.” **

This dissertation sets out on the basis of these three premises. One task of China 1s to
establish a proper VC legal framework to improve its VC industry. Though many
scholars concem themselves with China’s VC industry, few of them focus on the
Chinese VC legal framework.” The purpose of this dissertation is to explore how to

establish a proper VC legal framework in China. In pursuit of this aim, this study

2 Ibid.
3 Fu(2001: 514).

X Arner (2007: 13).

2 Forexample, Fu suggests how to develop VC laws in China based on lessons leared from the U.S.,

Germany, and Japan in 2001. Vaughn tries to set up a regulatory framework for China’s VC in 2002.
The most recent research is conducted by Lu, Tan, and Chen in 2007. They all give suggestions on
the VC laws in China.
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examines some key factors that influence the nature and performance of a proper VC
legal system. These factors include the form of VC firms, the usual life cycle of VC
investments, the economic and political impact on VC development, the governance of

VC investment, the financial market infrastructure, and governmental VC stimulus.

1.1.2 Problems of the Current Chinese YC Legal Framework

Only a few scholars have examined the elements of the Chinese legal system that
support VC activity. For example, Fu criticized that there were many barriers to
developing a mature VC industry in China. The Chinese government has created a less
than favorable VC investing climate by limiting foreign VC investment in some
economic areas in China.?® The development of securities regulation in China has
tended to protect primarily state interests rather than shareholder interests.”” The
current share trading structure, in which shares are divided into A and B classes, and
traded separately, limits VC investment.”® The differences between the VC industry in
China and in the West are also explored in some research. The results of this research
show that China’s socialist tradition limits VC-backed companies (“Ventures™) to
acquire and allocate resources and conduct operations, and China’s regulations are
largely issued and interpreted by local government and not the central government.”
VC investors, especially foreign VC investors, have to expend more resources to seek to
build relationships with local governments in order to understand applicabie local
rules.”” In practice, VC investors often complain that some Chinese regulations provide
unclear guidance, and are not widely and evenly enforced, and that shareholder rights
for foreign VC investment in China are limited in scope because the regulations in

China do not require the same level of protection of shareholder rights as occurs in the

% Fu(2001: 514).
7 Fu (2001: 515).

2 Fu (2001: 515-524). China has stipulated regulations about limited partnership and foreign-invested

limited partnership respectively in 2007 and 2009. But it is still not clear how to set up
foreign-invested VC limited partnership under current laws. The details of the issues are discussed
in Chapter I11.

¥ Bruton & Ahlstrom (2003: 234, 241-244).
0 Ibid.
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U.S.*' Further, two main problems were found in the Chinese VC industry: a problem
of entry and a problem of exit.’> There are some restrictions on foreign VC investment
entering into some sensitive areas like aviation, telecommunications, or insurance. The
procedural requirements to structure a foreign-invested venture are also very complex.
Strict listing requirements make it impossible for not-yet-profitable ventures to issue
shares on the domestic markets of Shanghai or Shenzhen. On the other hand, China’s
mergers and acquisitions market is underdeveloped, decreasing the chances of finding a
buyer for the venture. That means it is hard for VC investors to exit their ventures

efficiently ”’

Therefore, China still lacks a successful VC environment, including large capital,
liquidity, incentives, labor, and risk tolerance.”® The problems of China’s VC legal
system can be listed as: firstly, the current Chinese business organization laws,
including PRC Company Law and PRC Partnership Enterprise Law, are inadequate to
the full development of domestic and foreign VC firms; secondly, the strict policies
limiting foreign investment impede international VC investors from operating VC
investments in China; thirdly, China lacks a mature exit market for VC investment,
including stock markets and M&A markets; fourthly, China does not have a national

VC law or related regulation to govern the activities of VC investors, central and local

U Ibid.

2 Firstly, “before the promulgation of the new PRC Partnership Law in 2007, China did not have the
legal form for limited partnership which is a mainstream legal form for VC firms in the U.S. VC
industry. That meant VCs could not raise money from other investors via LP form. The VC industry
could not develop well if the VC firms should only be organized as corporations.” (See Vaughn
(2002: 241-244)). Though the new PRC Partnership Law created the legal form of LP and there is
no any laws prohibit a VC firms with limited partnership form to be the shareholder of a company
limited by shares, this type of VC firms are not atlowed to be the sharcholder of a listed company by
the CSRC by 2009. Before 2009, the direct result of such decision of CSRC is the limited
partnership VC firms have to transfer their shares to their affiliates which are limited liability
companies before these companies limited by shares could go to [POs. In 2009, the government
allows limited partnership VC firm to open account in securities companies. The allowance shows
that the limited partnership VC firm could be the shareholder of a listed company in China.

» Vaughn (2002: 241-244).
¥ Lu, Tan, and Chen (2007: 244-271),

20



governments, and other business firms; and finally a mature governmental VC stimulus

mechanism has not been set up as it has in other developed counties.®

1.1.3 The Venture Capital Legal Framework of the U.S.

The problems listed above can be solved only by setting up a proper VC legal
framework in China. In designing such framework, Chinese legal scholars and
legislators can look both at their own efforts and those of other countries, such as the
U.S. Because the U.S. comprises about half of the VC activity in the world, most
scholars research much more about the U.S. VC industry than that of any other
country.*® For that reason, this study will first focus on the history of and data on the
U.S. VC industry, refer to the U.S. VC theornies and experience, and discuss the U.S.
legal structures of the VC industry as possible tools that China may borrow. This U.S.
focus does not limit the applicability of the research, because most VC scholars and
professionals consider U.S. VC practices to be best practices. Furthermore, the general
financial and legal concepts of VC investing are universal.’” All these factors make it
possible to explore possible improvements to China’s VC legal framework based on the

experiences of the U.S.
VC activity has played a considerable role in the growth of the U.S. economy:>®

Over the three decades from 1970 through 2000, American venture
capitalists invested $273.3 billion into 16,278 companies in all 50 states,
with no less than $192 billion of that investment coming during the six-year
period 1995-2000. Venture capital-backed firms employed 12.5 million
people and contributed nearly $1.1 trillion to national GDP during 2000,
representing about one-ninth of the respective U.S. national totals. If

supporting businesses are included, the total employment impact increases

¥ Ibid.
% Metrick (2007: 11).
7 Ibid.

®  Milhaupt (1997: 866).
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by a factor of 2.2, to 27 million people--or almost one-quarter of the

non-farm U.S. work force.*’

Furthermore, ventures had “around twice the sales, paid nearly three times the federal
taxes, created nearly twice the exports, and invested nearly three times as much in R&D
per $1,000 in assets as did the average non-VC-backed companies.”® According to the
report of the National Venture Capital Association (NVCA), ventures in the U.S. create
more than 12 million jobs (see Chart 1.1) or 11% of total private sector employment
(see Chart 1.2).*' Specifically, in recent decades, VC has also been the engine that
pushed the amazing rise of the Internet and the high-tech industry in the U.S.*? On Aug.
5, 1995, Silicon Valley, Netscape Communications Corporation received a great success
from its IPO.*> In 1999, VC investment in the U.S. reached $54,052.77 million, up
150% from 1998.* In 2009, the amount of total VC investment decreased to
$17,680.25 million, only due to the financial crises.*> However, the data for the fourth
quarter of 2009 did show “increases in the number of first-time and Early stage deals

completed, potentially marking the beginning of an uptick in investment levels for

2010.7¢

¥ Megginson (2004: 90).

““ " Taylor, Brooks, and Hodge (2002).

‘' NVCA & IHS Global Insight (2009: 7-8).
‘2 Milhaupt (1997: 870).

“ Fu(2001: 487). The scholar says in her article: “on that day, Netscape's underwriters initially priced

the 3.5 million shares to be offered at US$ 12 dollars to US$ 14 dollars per share. As the IPO date
approached, however, demand for the stock was so high that the offering was expanded to five
million shares, and the price was increased to US$ 28 dollars per share. Nevertheless, even doubling
the price of the offering, a virtually unprecedented occurrence in an IPO, the underwriters still did
not aim high enough. At the opening bell on the NASDAQ the stock went out at US$ 71 dollars per
share and rose as high as US$ 75 dollars in the same day before settling down around the US$ 50
dollars, making venture capitalist Jim Clark the first “Internet billionaire,” and netting Netscape’s
co-founder, 24-year-ord Marc Andreessen, a fortune close to US$ 100 million.” (see Fu (2001: 487))

Venture Capital Basics (2000).
4 NVCA (2010).
% NVCA (2010: 1).
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Chart 1.1 Economic Benefit of U.S. Ventures 2000-2008

Economic Benefit of U.S. Venture-Backed Companies 2000-2008
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Chart 1.2 Employment at Ventures as a Percent of Private Sector Employment
2008

| Venture-Backed Companies
B Total Private Sector Employment

Source: NVCA & IHS Global Insight (2009: 8)

23



Several milestones of VC development in the U.S. should be remembered and studied
in any review of its VC history. These milestones prove that a proper legal framework,
including legislation and government stimulus programs, which are the comerstones of
the U.S. VC industry, are very important to the development of the VC market. The first
milestone is that the worid’s first formal institutional VC firm was set up in 1946 in the
U.S., namely the American Research and Development Corporation (ARD)."” Before the
ARD, it was very hard for start-ups to raise money from traditional investment firms.
The institutional VC firm thus serves a serious financial need of start-ups. But there is
no doubt that a single private VC firm cannot solve all the problems of an industry. For
this reason the U.S. government began its original VC efforts in 1958. The 1958 Small
Business Investment Companies Act (SBIA) was promulgated to encourage private
investors to help start-ups by long-term loans through the Small Business Investment
Company (SBIC) program. In the late 1970s, the Labor Department interpreted the
“prudent man” provision of the 1974 Employee Retirement Income Security Act (ERISA) to
permit pension funds to invest in the VC industry if such investments meet the standard
under which a fiduciary must act. According to the interpretation, the fiduciary is
required to act “with the care, skill, prudence, and diligence under the circumstances
then prevailing that a prudent man acting in a like capacity and familiar with such
matters would use in the conduct of an enterprise of a like character and with like
aims.”*® After this reinterpretation, pension funds began to invest money into the VC
industry. The interpretation is viewed as one of the most important reasons why the U.S.
VC industry is so successful. In 1822, New York State passed the first Limited
Partnership Act in the U.S. In 2001, a new limited partnership act, the 2001 ULPA, was
drafted and proposed by the NCCUSL. Now, the limited partnership form is a
mainstream VC form in the U.S. given its advantages, including pass-through taxation,
simple structure, and limited liability of limited partners. In 2001, the U.S. government
created the New Markets Venture Capital (NMVC). The program encourages VC
investment in low-income communities of the U.S. in order to create jobs and start-ups

in these places. The details of these milestones are explained in Chapter II1.

7 Gupat (2000: 6).
¥ Sec.2550.404a-1(a), 29 C.FR.
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Besides these milestones, China can learn more from the expenences of the U.S. VC
industry. Some scholars have explored key elements of the VC legal framework for
setting up a successful VC project based on the U.S. VC experience. For example, the
success of the U.S. VC industry is attributable to the existence of VC laws, including
limited partnership laws, securities laws, investing laws, corporation laws, and tax
laws.*® The legal elements of the U.S. VC projects include the VC legal form, VC
funding, laws of VC investment, and laws of VC exit, including laws regulating [POs,
and laws governing mergers and acquisitions.”®A number of legal factors will affect VC
strategy,”’ and these clements can be considered a part of the legal elements of VC
projects. These factors include VC fund’'s formation, tax factors, secunties law
requirements for a VC's 1PO plans, liquidity of the ventures, and underwriter support

for IPOs of ventures.*?

Some factors related to the legal elements of VC are also examined. The findings are
that active involvement of the VC firms in company management through board control,
use of shares that are redeemable at the option of the VC investors, recourse to the
limited partnership form as the best vehicle to protect the interests of VC investors, and
creation of a viable exit mechanism, including the possibility of an IPO, are extremely
important to the development of VC projects.”® Moreover, a good financial reporting
system will let VC investors spend less time gathering information to monitor their

investment and reduce their risks.’® Seeking co-investors from among the active

pension funds aiso provides advantages for the other VC investors.>

Some scholars list three “pillars” of the VC legal structure. The central pillar focuses on

company laws, which regulate the registration and formation of limited companies, their

Fu (2001: 492).
Fu (2001: 492-501).
" Cumming & Macintosh (2002: 80).

2 Ibid.
3 Jeng & Wells (2000: 241-245).
M Ibid.
B Ibid.
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organization and operation, the distribution of powers and decision-making procedures,
issuance of convertible preferred stock, avenues of exit and dissolution, requirements
for disclosing information and the fiduciary duties applicable to the boards of the VC
ventures.”® The second pillar is composed of contractual mechanisms which could
protect the interests of VC investors in the ventures, including contractual rights in the
articles of association provided in company law, investor rights agreements, and
shareholder agreements.’” The final pillar is the best-practice principles to help VC

é : & g : 5 58
investors organize and manage their investment in the most effective manner.

For the purposes of this study, the key elements of the U.S. VC legal framework are
addressed with the following dichotomy:

The first element is the formation of the VC firm and VC funding recourses. Most VC
firms in the U.S. are organized as limited partnershi;:us,59 whose advantages are
discussed in Chapter III. The U.S. laws also give some exemptions for VC firms from

complex registration requirements. These flexible policies encourage the development

of the VC industry in the U.S.

The second element is composed of the theories and practical measures of VC
investment and governance. During VC investments, one goal is very important for VC
investors, to reduce agency risks in VC investments. In practice, U.S. VC investors use
a series of measures to promote quality management and to reduce agency risks during
the investment, including control rights, management rights, appointment rights, and
information rights, staging the investments, syndication, and exits. VC investors
monitor the venture’s management and reduce investment risks by using these

measures.

56

McCahery & Vermeulen (2006: 24).
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The last element is governmental stimulus. The U.S. VC industry could not have been
so successful without the support of the government, which provided stimulus programs

in the form of equity stimulus, investment regulations, and tax incentives.

The SBIC program, created in 1958, was the first direct initiative of the U.S. federal
government to encourage the development of the ¥C industry. In 1992, the Small
Business Equity Enhancement Act promoted the program by removing the tax liability
for exempt VC investors and allowing the SBA to participate in the program’s risks and
benefits.®* Another program is the Small Business Innovation Research (SBIR) program.
This program was established under the Small Business Innovation Development Act of
1982 to support start-ups’ R&D. The U.S. government created the NMVC program in
2001 to encourage VC investment in low-income communities, so as to promote
start-ups in those areas and thus create local jobs.®' The goal of the NMVC program is
to create a source of VC for high-growth businesses in low-income urban and rural
areas, and to tie access to this program to the creation of local jobs with livable wages

and benefits for low-income individuals.®

Other legislation and policies of the U.S. government also play a key role in supporting
VC investment and promoting VC projects. One key investment regulation stimulus
was the clarification of the 1974 ERISA ‘“prudent man” rule in 1978, which allowed
pension funds to invest part of their money into the VC industry, giving appropriate
consideration to all relevant facts in making VC investment choices.*”” As mentioned,
after the reinterpretation, U.S. pension funds and insurance funds began to invest in
public and private VC funds. In 1999, the Financial Modemization Act (also known as

the Gramm-Leach-Bliley Act) attempted to give more “freedom” to the financial

The SBA is the “U.S. Small Business Administration, which was created in 1953 as an independent
agency of the federal government to aid, counsel, assist and protect the interests of small business
concems, to preserve free competitive enterprisc and to maintain and strengthen the overall
economy of the U.S.” See the website of the SBA at http://www.sba.gov/aboutsba/index.html.

¢ Sec. 108.10, NMVC program.
%2 Sec. 108.10, and § 108.130, Ibid.
% Art. 404a-1(a), Sec. 2550, 29 C.F.R.
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services industry. The Act allowed banks, insurance companies and securities firms in
the U.S. to affiliate and sell each other’s investment products.”® That meant more

capital could be collected from the public and then invested in VC funds through these

financial institutions.

U.S. VC investment has been stimulated by both low capital gains tax rates and targeted
tax incentives. The reduction in the capital gains tax rate encouraged the development
of the U.S. VC industry. In 2000, the federal govemnment launched the NMTC, which
permits taxpayers to receive a credit against their federal income taxes for making

qualified direct investments, including VC investments, in low-income communities.

1.1.4 Improving the Venture Capital Legal Framework of China

Based on a comparison with the U.S. VC legal framework, China may promote the

following aspects to improve its legal framework for VC projects.

Firstly, China should complete its financial liberalization and rethink the role of foreign
VC investments. Foreign VC investors would bring many international standards and
advanced rules of VC governance into ventures, thereby advancing the level of Chinese
VC development.®> An absolute financial liberalization might be dangerous to both the
Chinese and world economy. But it does not mean China could dismiss its problems
between liberalization and restrictive laws. China could loosen its current foreign
exchange control policies, especially the control over capital inflow and outflow of
foreign VC investors.®® In the VC industry, a transparent and flexible legal framework
for Chinese VC funding should also be established. The legislation should widen VC
investment sources and expand the investment areas of both Chinese and foreign
investors. China should continue to encourage foreign VC investors with reforming the
current legal system. Foreign VC firms could be given more freedom to enter China’s

VC industry.

“  Ibid
8 CVCA (2009: 24).
*  Ihid.
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Sccondly, China should create new legal techniques for VC governance. For instance,
China should protect VC investors against the failure of investments and potential
damage from managers by establishing a good VC govemance system.®” Protecting
investors’ interests 1s the chief task of the legal framework. Therefore, China should
create the legal techmiques relevant to governance nghts, including the rights of
liqumidation and dividend preferences, conversion nghts, anti-dilution adjustment rights,
and share transfer restriction rights.®® In China, these techniques should be adopted in
the company laws. China could also legally create convertible preferred stock, liquation

rights, and dividend nghts.

Thirdly, China should promote its exit channels for VC investments. Currently, the exit
channels for the VC funds are still narrow and restricted by many rules and policies.
China should promote its stock markets to support VC exit. China should protect the
safe operation of capital markets and VC exit channels, including promoting the stock
markets, preventing insider dealing, and stabilizing ventures’ share prices. With the
2009 launch of the Growth Enterprise Market of China (GEM) in the southern city of
Shenzhen, this situation has been improved. But, the GEM needs to be promoted from
time to time, including venfying the monitor mechanisms and risk control systems, and
considering to allow international companies to list on the GEM board. Further, the
distinction between A and B shares, discussed in Chapter 11, should be discarded for VC
exit purpose. China could also renew its foreign investment and currency exchange

policies and then promote the GEM as an international exchange.

Finally, Chinese governments could accommodate a mature stimulus policy to VC
investors and entrepreneurs. In VC industry, the Chinese government’s first mission is
to accommodate stimulus supporting the industry with legal framework establishment

and governmental guidance under a proper legal system.°9 China’s government should

% Ibid.
**  Bagley & Dauchy (2003: 446-449).
% OECD (2003: 368).
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strengthen the guiding functions of the governmental VC guiding funds and programs.

China’s government could set up governmental VC guiding funds at various levels.

1.2 Goal of the Dissertation

Venture Capital, an attractive financing instrument widely used in the U.S., has played a
significant role in the growth of the American economy. Europeans also strongly
believe that the VC industry can accommodate capital and business techniques to
promote innovation, entrepreneurship, and the economy of a country.”’ The European
Commission claims in 2010 that a prosperous European VC industry “is vital to

. " 7
Europe’s economic recovery and competitiveness.” l

Likewise, China needs to
supplement its traditional industries with high technology developed through VC, just
as the U.S. and Europe do. But China lacks a mature and fully effective VC legal
framework. This study examines the U.S. VC legal framework which governs all
aspects of the VC investment process from formation, to entry, to governance, and to
exit, including governmental stimulus.”> The results of this examination will then be

applied 1o a comparative policy analysis designed to reveal the changes that must be

made in China to improve the effectiveness of its VC legal framework.

1.3 Methodology
1.3.1 Statute Review

In this dissertation, a major aim of the statutory review is to analyses statutes,
regulations, and other legal documents of VC projects in China and the U.S. It includes
Chinese domestic and foreign VC enterprise regulations, PRC and U.S. state Company
Laws, U.S. and Chinese tax laws, the regulations of governmental VC guiding funds,
applicable sections of U.S. and Chinese securities laws, U.S. and Chinese laws on
investment funds, U.S. and Chinese partnership laws, and govermmental stimulus

regulations. This study discusses the sources of laws of China and the U.S. in relation to

® EVCA(2010: 1).
M Ibid.
7 See Chapter III.
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VC. These regulations contain important information about VC disputes and industry
development. They also provide precious first-hand knowledge of how regulators rule

their VC projects.

1.3.2 Available Data Review

Some observations, discussions, and comments in the study have drawn upon available
data review. This study uses data of VC projects in China and the U.S. that were
produced by other investigators for a similar research purpose. These data come from
four broad categories, including public documents and official records, private
documents, the mass media, and other social science data archives. There are several
advantages as well as some limitations to research using available data. Available data
provide the research with the best and often the only opportunity to study the past. For
instance, to study some aspect of the U.S. VC projects fifty or more years ago, it might
be almost impossible to conduct a survey of people who were involved in the business
at that time. But, available data will offer useful information about past U.S. VC
projects. Moreover, because the costs would have been prohibitive, field research was
not conducted. The review of available data, however, is well suited to studies of VC

development of each regime.

1.3.3 Literature Review

Literature about how VC regulations are actually enforced, how VC projects work, and
how VC has evolved in Chinese and American social, ideological, and political contexts
helps the research to develop a deeper understanding of the two regimes and their VC
projects. The literature used was obtained from textbooks, working papers, and law or
economic journals, as well as reports and commentaries in leading newspapers and
magazines. These sources provide background materials on the factors that have driven
the development of VC reguiations. For example, many scholarly articles contain
insightful debates on the VC legal framework and process. Legislators and regulators
sometimes explain, in leading journals and newspapers, the concems and intentions they
have when formulating new VC regulations. Secondly, many news reports disclose

valuable information about, for example, the behavior-guiding incentives of the key
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players in VC, and the reasons why many VC firms have or have not invested in a

specific area.

1.3.4 Comparative Method

The comparative method is used in this study mainly to put the state of Chinese VC in
perspective and to draw models and options that could potentially be employed as
“off-the-shelf solutions™ to current problems. Attempts to improve China’s VC legal
framework are well served by a comparative study of the U.S. system. The comparative
study contained in this dissertation will also contribute to the project of discovering the
common rules for the operation of VC, as well as knowledge about VC that goes to its

essential nature, regardless of the country where it occurs.

1.4 Legal Definitions of Venture Capital Projects
1.4.1 Venture Capital

The Oxford English Dictionary defines VC as a “risky undertaking.””’ Black’s Law
Dictionary gives more detail. It explains that VC is “funding for new companies or
others embarking on new or turnaround ventures that entails some investment risk but
offers the potential for above average future profits. Venture Capital is often provided
by firms that specialize in financing new ventures with capital supplied by investors

interested in speculative or high risk investments.”’*

The NVCA explains that VC means the money offered by some professionals who
invest in “young, rapidly growing companies that have the potential to develop into
significant economic contributors.””’ The Hong Kong Venture Capital and Private

Equity Association’s definition is:

7 Thompson (2008: 12).

™ See Black’s Law Dictionary, at “Venture Capital”.

See the website of NVCA at hutp://www.nvea.org/def html.
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VC is a means of providing long-term equity funding to young fast growing
companies. It is often called ‘direct investment’ or ‘pnvate equity
investment.” VC is prepared to assume considerably higher risk by investing
at the early stages of a company’s development in the hope that they can
reap higher returns if the company meets or exceeds its projections. VC
firms will realize their returns when an investee company has built a
successful track record to qualify for listing on the stock exchange. Other
means of exiting from investments are management buy-backs through put
options based on a pre-determined formula, private placements to interested

third parties or an outright or partial trade sale.”®

The European Venture Capital Association (EVCA) gives a broader definition of VC. Here,
VC is viewed as *“a professional equity co-invested with the entrepreneur to fund an
early-stage or expansion enterprise. Offsetting the high risk the investor takes is the

expectation of higher than average return on the investment.”’’

Since there is no standard definition of “Venture Capital,””® VC is defined by some
scholars as the “investment by s}:ecialized venture capital organizations in high-growth,
high-risk, often high-technology firms that need capital to finance product development
or growth and must, by the nature of their business, obtain this capital largely in the
form of equity rather than debt.””” VC is also classified as a kind of private equity
which usually goes to start-up companies and other early stage investment. 80
Sometimes however, VC invests in some large companies to support a management
buyout or buy-in. 8t VC investors could get very high returns from later-stage

investments, since a well-developed company might need VC in order to finance its

*  See the website of the Hong Kong Venture Capital and Private Equity Association at
http://www.hkvca.com.hk/hkvcpea/whatis.html.

See the website of the EVCA at http://www.evca.eu.

% Bartlett (1999: 3).

™ Black & Gilson (1998: 245).

% Gladstone & Gladstone (2002: 5-7).

. Coyle (2000: 2).
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move from a domestic to an international market.*> Further, the reasons “why VC is
‘high risk’” are that the rate of start-up investing failure is high, and even if the business
of the start-up is successful, the investment is still illiquid. A private company’s shares
cannot easily be resold, and their value accordingly will be less than the market price of
shares in a listed company.®’ Therefore, VC investment can be categorized into four
stages having different risk and reward profiles: (i) the early-stage, accompamed by
high reward and high risk, (ii) the second-stage, accompanied by high reward and
medium risk, (iii) the third-stage, accompanied by high reward and low risk, and (iv) the
later-stage accompanied by low to medium reward and low risk.* The risk and reward

profiles of VC in each stage will be discussed in the following sections.

Although someone has suggested that the earliest VC appeared in the Song Dynasty of
China one thousand years ago,® it is generally agreed that the modern VC projects
began in eanest in 1946, when General Georges Doriot, Ralph Flanders, Karl Compton,
Memill Griswold, and others organized the ARD, the first public corporation
specializing in investing in illiquid securities of early stage issuers.* The details of the
company are introduced in Chapter III. Some definitions of VC merely repeat ARD’s
rules of investing.®” But, 64 years after the establishment of the ARD, the definition of
VC should be broader. In sum, the term VC can be applied in a number of ways: to
investments, people, or activities.®® Thus, the characteristics of VC could be summed

up as VC is “patient and brave” money that seeks young and growing companies and

2 Thompson (2008: 12).
% Coyie (2000: 2).

#  Thompson (2008: 13).
% Thompson (2008: 5).

% Bartlett (1999: 3). “In 1957, ARD invested $70,000 for 77% of the common stock of a new
company created by four MIT graduate students. By 1971, that investment had grown to comprise
$355 million in common stock in Digital Equipment Corporation, which today is a world leader in
the computer industry.” (See Bygrave & Timmons (1999: 1-2})

8 Bartlett (1999: 3).
%8 Bartlett (1999: 5).
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invests for the long term, often seven to ten years, for high returns in the end.® The VC

investing process is highly organized and refined.”

Based on the above discussions and the purpose of this study, “venture capital” in this
study is defined as the investment by financial firms in high-growth, high-risk private
start-ups for high return in the future.”’ These start-ups may have high technology,
know now, or new business models. VC can be described as a type of PE* It is an
investment in early stage, mid-stage, and late-stage enterprises based on different
business purposes. It is a business form that always purchases preferred shares and
assists in the development of the ventures. VC can also be treated as a financial vehicle
which has higher risk than other investing vehicles. The professionals, namely VCs, are
the managers who govern the VC investment. These VCs would raise money from other
wealthy people or funds™ and organize the VC firm as a limited partnership or other
enterpn'sc.% VC is also an investment for a period of seven years to ten years and an
investment that expects to exit the ventures for higher returns via IPOs or mergers and

acquisitions.

There has been a misunderstanding as to how the Chinese define and understand
“venture capital.” The point should be clarified before any further discussion about
Chinese VC projects. As discussed above, in English, the word “venture” is defined as
taking risk in a commercial context in order to create a new business.”> In Chinese,

however, the term “venture capital” is often understood as simply “risk capital,” which

¥ Bygrave & Timmons (1999: 1).
¥ Ibid.

% Black & Gilson (1998: 245).

2 The differences of VC and other investment vehicles, such as angel investment, will be discussed in

the following sections.

” These people and funds could be private or public pension funds, corporations, wealthy individuals,

foreign investors, and the VCs.

The structure of VC firms will be discussed in the following sections.

% See Oxford Advanced Learner’s Dictionary of Current English with Chinese Translation (New

Edition), the item of **Venture”, p. 1301
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could include any equity investment or unsecured debt in a more established business.”
Consequently, the more precise meaning of “venture” - taking risk to create a new
business — is often lost in the translation. Given the contentious translation of *“‘venture
capital” it is generally wiser to accept that the Chinese definition of VC in Mainland
China is “risk capital” in the western sense. Some Chinese VCs prefer to call China’s
VC industry “Enterprise Capital” in Chinese. Since the meanings of *“‘venture capital”

and “enterprise capital” are the same, this study uses “venture capital” to describe

Chinese VC projects.

Another difference between the Western and the Chinese VC industries is that although
the Chinese government has made considerable efforts to promote high-tech industry,
up to now China has been more known for its low-cost manufacturing than its prowess
in innovation and design.”’ This means that in comparison to more developed countries,
there are not as many technologically innovative start-ups suitable for VC investment in
China.”® Consequently, in China VC firms tend to consider deals they would not
otherwise do in the U.S. or Europe. That also means Chinese VC firms often invest in
traditional industries, such as super market chains, energy, or agriculture, areas which
would not be the focus of an American or European VC firm.” Furthermore, many
Chinese companies, whether newly formed or well established, small-scale or national
in size, when viewed in the context of China’s rapidly growing and modemizing
economy, can be seen as early or middle stage enterprises. 190 Therefore, VC
investments in China are often made to companies which are already existing and

enjoying high returns.

% Hu (2006: 1).

% Kan & Chen (2002: 64).
% Cheng (2007: 28).

% Cheng (2007: 35).

' Hu (2006: 165).

36



1.4.2 Venture Capitalist

The venture capitalists, or VCs, play one of the most important roles in VC projects. In
the projects, they are individuals managing VC investing activities in the VC firms.'”!
The NVCA defines VCs as wealthy financiers who want to fund start-up companies.'®
These financiers invest money in high risk start-ups, in return for securities, with the
aim of generating substantial capital gains by selling these securities to other investors
or the pub!ic.103 The EVCA describes the VCs as the managers of PE a firm who
manage the investment of the firm in a venture.'™ Therefore, the clearest role of VCs is
to finance start-ups by bridging institutional funds and some young companies which
might find it difficult to raise money from public or other investors.'® During the
investments, VCs will employ some financial or legal professionals to manage the
investment with the management team or entrepreneurs of the ventures.'® VCs may
also be required to have educational backgrounds appropriate to understand the
industries in which they invest, such as a doctorate in biochemistry or a master’s degree
in electncal cnginecring.m Thus, VCs bring in not only money, but also professional

knowledge, financial tools, legal protection, and strategic advice.'®®

19" gome authors give more interesting descriptions on “what VCs look like.” They say that in the U.S.

“VCs look like everybody else. They are part of the great American middle class. Most VCs act and
dress like investment bankers on Wall Street. Some of them dress and act like bankers in any major
metropolitan bank. In some of the smaller VC firms in small towns, they act and dress much as you
would expect any small town banker to act and dress.” (Sce Gladstone & Gladstone (2002:
142-143)).

See the website of NVCA at http://www.nvca.org/def.html (visited on Oct. 27 2008)
199 pearce & Bames (2006: 6).

See the website of EPEVCA at http://www.evca.ew/toolbox/glossary.aspx?id=982 (visited on Oct. 27
2008)

195 Klausner & Litvak (2001: 1).
1% Ppearce & Barnes (2006: 6).
97 Gompers & Lemer (2004: 299).

108

102

See the website of EPEVCA at http://www.evca.ew'toolbox/glossary.aspx?id=982 (visited on Oct. 27
2008)
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1.4.3 Venture Capital Firm or Venture Capital Fund
1.4.3.1 Definition

The VCs may be employed by a VC organization to provide investment to target
companies. For the purpose of the study, such VC organization is called a “VC firm.” In
the early days of U.S. VC investment, in the 1950s and 1960s, the VCs were the only
‘classical” VC investors.'” The modern VC firm has replaced these individual VC
investors as the dominant VC investment vehicles, although the latter have not totally
disappeared today.''® Today, a VC firm often works with other VC firms in putting
together a total funding package for an investment.''' As VC investment is a long-term
investment, not just of money, but of time and effort, the VC firms’ aim is to enable
ventures to be the top enterprises in their industries and receive high returns from future

business success.''? The history of U.S. VC firms will be discussed briefly in Chapter
IIL.

Some scholars replace the term “VC firm” with “VC fund” when examining VC
projects.!”? For the purpose of this study, the concept “VC firm” and “VC fund” are
defined differently. Metrick says that a VC firm is an “independent legal entity that
serves as the general partner in a VC fund,” and the VC fund is “a financial pool used
for VC investment by a VC firm and other non-VC investors.”'"* In VC projects, “VC
firm” could mean a VC corporation which is organized by VCs and other non-VC
shareholders, or a VC limited partnership which is organized by VCs - GPs, and other
non-VC investors — limited partners (LPs), or a management or consultant VC company

established by VCs. The meaning of “VC fund” is restricted to the latter instance.

See the website of NVCA at http://www.nvca.org/def html.
110 Ibld

" Coyle (2000: 2).

"2 Coyie (2000: 2-3).

" Black & Gilson (1998: 245).

"4 Metrick (2004: 540-541).
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For example, Shenzhen GPVC is a Chinese VC corporation established by Mr. Luo Fei
and Mr. Li Wei in 2007.'"* In 2008, the company established a limited partnership “VC
fund” called Shenzhen GPG.''® Before an amendment of the 2006 PEL, Chinese VC
investors could not set up limited partnership VC funds in China due to the absence of
such form in the Chinese legal system. After the modification, Mr. Luo and Mr. Li
could enjoy pass-through tax treatment (which will be discussed in Chapter II} by
operating their VC business through a limited partnership vehicle. In GPG, GPVC is
general partner and the other 22 non-VC investors are limited partners. In this business,
the shareholders, Mr. Luo and Mr. Li are called VCs. GPVC is a VC firm, but itis not a
VC fund. GPG can be referred to either as a VC fund or VC firm. Another example
regards VC corporations. Shenzhen Capital Group Co., Ltd. (SZCQG) is one of the best VC
corporations in China.'"’ Its legal structure is not a limited partnership but a Chinese
corporation.''® Its shareholders include some big state-owned companies whose major
businesses are not in the VC industry.“g Under this structure, VCs are individuals and
employees of the company. SZCG will not pool a new VC fund with other non-VC
investors as GPVC does. It invests in target companies by itself directly. Thus, SZCG
can be called a “VC firm” as well as a “VC fund.”

In conclusion, the scope of “VC firm” is boarder than “VC fund.” The study, hence,
uses the term “VC firm” when discussing the legal structure of each VC entity and uses

the term “VC fund” when researching the stage and capital-raising of VC investment.

1.4.3.2 Main Legal Form of Venture Capital Firm

Though a VC firm may take many forms in the industry,””® in the U.S., Europe, and
China, most mainstream VC firms are organized as limited partnerships in which the

'3 See the website of GPVC at www.pinevc.com.cn.

116 Ibid

"7 See the website of SZCG at  http://www.szvc.com.cn/en/eng_coporate.asp.

""" " See the registered information of the company from the website of Shenzhen Administration of

Industry and Commerce at hitp://app.szaic.gov.cn/aiceqmis.webui/generalsearch.aspx.

"% See hitp://www.szvc.com.cn/en/eng_coporate.asp

120 They are limited partnership, corporations, and limited liability companies in the U.S. (LLCs).
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VCs serve as the GPs and other investors are LPs.!?! The LPs invest their money in the
VC funds duning the first two or three years, and the funds will then put this money into
start-ups gradually in the following four to seven years. That means the VC fund will be
liquidated in seven to ten years by GPs and LPs based on their prior agreement.'?? The

details of the process can be found in Section 1.6.1. The capital provided by the LPs is

called committed capital.'??

Once the LPs enter into the limited partnership, they
transfer all operating power over its operations to the GPs. Under the previous U.S.
limited partnership laws and Chinese partnership law, the nature of the limited
partnership structure prohibits the LPs from participating in the management of their
investments.'** In the funds, the GPs run the day-to-day management and operate the
investments.'”® Thus the LPs are passive investors with little or no control over where
the VC funds are invested.'?® Once the GPs get the full amount of committed capital,
the fund will invest in start-up companies and draw down capital over several years.'?’
Some scholars say the reason why the limited partnership form has become so popular
in the VC industry is because of the form’s advantageous flexibility and tr::ms;:»arency.'28

The details will be discussed in Chapters II and III.

1.5 Differences between Venture Capital Projects and Angel Capital
Investments

1.5.1 Angel Investor

VC projects and angel capital investments are often mentioned together. But they are

actually quite different financial projects. Angel investors are individuals with large

wealth who invest in start-ups in return for equity.m These individuals who conduct

121

See the website of NVCA at www.nvca.org/def htmi.

Giadstone & Gladstone (2002: 9).

Typically, GPs will provide 1% of the committed capital in the U .S.

Sec. 302, 2001ULPA. Art. 68, 2006 PEL.

Gladstone & Gladstone (2002: 9).

"6 Ibid..

' Gompers & Lemer (2004: 65).

Perace & Bamnes (2006: 15).

Horvath (2001: 3). “Angel investors are wealthy individuals who invest their personal funds in

122
123
124

125

128

129

40


http://www.nvca.org/def.html

L]

angel capital investments are called angel investors. The capital provided by angel
investors is an important financial source for start-ups.'”® These investors are important
not only for the quantity of funds they provide to start-ups, but for the time it is
provided—at a critical stage in the start-up’s growth that ?ilows the entrepreneurs to
build the financial bridge between family funding and ve.?! Angel investors also
invest in the high-risk, high-growth potential of start-ups, just as VCs do, but only at an

132

earlier stage. ~ There is no technical definition of an angel investor or angel capital

investment. Most descriptions of angel investors focus on one characteristic, namely
angel investors are wealthy individuals who own a fund and invest their own money in

start-ups, as compared to the VCs, who raise capital from others.'*?

There are generally considered to be two types of angel investors. One is called an

!‘!l

“unsophisticated investor.”'** These investors purchase common stock, high-yield
notes, or other securities of the start-ups and do not impose limitations on the
entrepreneurs.'’> Others are “sophisticated angel investors” who view the investment as
a business. Under the U.S. securities laws, such investors will also be qualified as
“accredited investors,” if they have over $1 million in net worth, or income over
$200,000 in each of the last two years (or $300,000 with spouse) and reasonably expect

to reach the same income level in the current year.'*® The details of these investors are

discussed below.

1.5.2 Venture Capital Projects vs. Angel Capital Investments

While not as sophisticated as VCs, angel investors regularly conduct serious due

diligence investigations of their investments and invest only in businesses they fully

high-tech start-ups throughout the U.S.” (See Ibrahim (2008)).
13 Chemmanur & Chen (2006: 2).
31 Jeng & Wells (2000: 241-245).
32 Ibrahim (2008).
133 Ibid
134 Coyle (2000: 2-3).
'3 Perace & Bames (2006: 15).
136 Arn. 501 (a), Sec. 230, 17 C.FR.
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understand. '*’ Sophisticated angel investors tend to purchase preferred stock or
convertible notes rather than common stock of the start-ups, so they will be senior to the
entrepreneurs who hold common stock.'*® Because contributing their own money,
sophisticated angel investors are more likely to become involved in the day-to-day
management or to participate in the strategic planning of the business, rather than just
have a seat on the board of directors as some VCs do."”® In the U.S,, the entrepreneurs
have to have strict restrictions in the investing agreements with sophisticated angel

. . 4
investors, who act as professional VCs.'*

Compared to VC firms taking strong positions in start-ups, either unsophisticated or
sophisticated angel investors are individuals. They invest much smaller amounts than do
VCs in start-ups.'*! Further, VC firms will tend to focus their investment on a limited
number of industries, including IT or high-tech industries, since they tend to develop
experiences in these industries which allow them to add value and build up
reputations.'** In contrast, the investments of angel investors would not be limited to

only a few industries because they are not as concerned with value addition. 143

VCs and angel investors invest in start-ups in different stages. Some VCs would like to
fund some later stage enterprises, while angel investors only focus on early stage
projects.'* This is the most important difference between VCs and angel investors.
Therefore, when obtaining its initial capital during the early stage, the start-up ofien gets
investment from an angel investor rather than from a VC firm. The angel investments
may be less than $ 1 million in the U.S., for instance, and if early stage angel

investments are successful, the start-up could then ask for more investments from VC

137

Lu, Tan, and Chen (2007: 231).

PR Ibid.

13 Milhaupt (1997: 866).

Bruton & Ahlstrom (2003: 234, 241-244).
' Wong (2002: 27).

2 Ibid.

' Chemmanur & Chen (2006: 40).
Chermustanur & Chen (2006: 39).
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firms before IPOs or mergers and acquisitions.'*’

While VCs offer services such as
connections to professional managers to start-ups, angel investors provide informal
advice and counseling.'*® Many angel investors in the U.S. are ex-entrepreneurs
themselves, who will give seasoned advice to promote an early-stage start-up.'*’ VCs
may well become angel investors if their investment proposals cannot be undertaken
through the VC fund in which they work. Mr. Li, a venture capitalist participant in the
VC firm, Green Pine, shares his own experience about this issue. Rong Technology
Company was an early stage start-up in Shenzhen which produce cell phones. Mr. Li
was going to invest in this company based on his prior investigation, but the board of
Green Pine vetoed his suggestion since other partners thought the company’s business

was too risky. In the end, Mr. Li invested in Rong Company by using his own money.

In this case, Mr. Li acted as an angel investor more than a venture capitalist.

In conclusion, angel investors are individuals but VCs represent institutional firms.
Angel investors use their own money to invest in start-ups, but VCs always use other
people’s money to conduct investments. The start-ups in which angel investors invest
are at the early stage. VCs will not only focus on the early stage, but will also invest at
middle and late stages based on the purposes of the investment and the amount of

expected returns.'®

1.6 The Life Cycle of VC Projects

Any research on VC projects must clearly understand the “life cycle of VC.” Two
central characteristics define the life cycle of VC projects: it happens in “reasonably
well-defined stages,” and recurs once the final stage is finished.'"*’ VC investments start
by raising VC funds from investors, next they select projects and invest in them, during

which investment they may manage, advise and guide the relevant entrepreneurs; the

43 Rotolo & Wainwright (2003: 2).

' Benjamin & Margulis (2000: 187).
47 Osnabrugge & Robinson (2000: 69).
"% Ibid.

'*  Gompers & Lerer (2004: 29).
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VC funds will then attempt to exit the venture at an appropriate time to receive high
returns for their investors.'*® After all these have been completed, the VCs will set up
new VC funds for the next round investment.'”' The life cycle of VC projects consists

of two parts, the life cycle of the VC fund and the life cycle of VC investment.

1.6.1 The Life Cycle of the VC Fund

As discussed above, VC firms act as intermediaries between investors and
entrepreneurs. > The investors search for investment opportunities and the
entrepreneurs need capital to develop their start-ups.'*® To fulfill the needs of the
investors and the entrepreneurs, the VCs will raise money from the investors for setting
up several VC funds to invest in selected start-ups with a fixed duration, which is
usually about seven to ten years.'>* This is the life cycle of a VC fund. This cycle can
be divided into four phases (see Chart 1.3). In the first two phases, the VCs will make
the investments, and manage the funds and the ventures.'> In the last two phases, they
will design exit strategies from the investment and start to raise money for establishing
new funds for a new investment round.'*® The possibility successfully to raise a new
fund depends on reputation, i.e., the outcomes of the earlier VC investments."’ If
returns from earlier VC investments are high, many investors will want to entrust their
money to the VCs who operated the earlier VC funds and investments.'*® Therefore,
VCs always conduct their current business with an eye on their future ability to raise
funds from outside investors. In the U.S., these investors include wealthy individuals,

pension funds, investment banks, insurance companies, and university endowment

9 Gompers & Lemer (2004: 3).

Bl Ibid.
' Berkery (2008: 34).
' Ibid.

See the website of NVCA at http://www.nvca.org/def.html. The funds’ duration may also be

extended up to an additional four years. See also Fenn (1997).
55

VC investing process includes several stages, such as early stage, middle stage, etc. which will be
discussed in Chapter III.

1%¢ Gilson (2003: 1085-1086).

157 Gilson (2003: 1093).

158 Berkery (2008: 117).
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funds.'”® The institutional investors will ask for a retumn of between 25% and 35% per
year over the duration of the fund.'® Typically, the VCs will raise new funds every two
to three years in the U.S.'®" Since the mainstream VC business form in the U.S. is a
limited partnership, the following explanation focuses on the life cycle of limited

partnership VC funds.

At the beginning of the first phase, the VCs will send a senies of documents, including a
pnvate placement memorandum and a limited partnership agreement, to potential
investors.'®® These potential investors will negotiate with the VCs for more detailed
information on the partnership and its business plan if they are interested VCs’

proposal.'®

The period of such negotiation will take between six to twelve months in
the U.S. from the issue of the documents to the establishment of the fund.'® The VCs
would generally have a meeting with the LPs at least once a year.'®® The LPs have
rights to review monthly or quarterly reports of the fund and the investments.'®® Further,
the LPs have rights to set up an advisory committee to monitor the GPs’ activities and
management.'”’ The details of the lega!l relationship between VCs/GPs and LPs are

discussed in Chapter Il and Chapter III.

The second phase is to select investments. After the fund has been created, the VCs
begin to search for and evaluate qualified investment targets.'® During such selecting

process, the chief task of VCs is to screen a large number of start-ups and select the

19 Zider (1998: 5).
%0 Ibid
16! Pearce & Bames (2006: 10).

162

See Gerpott (1999: 216). The author says that the VC “investing begins with VCs prospecting for
new opportunities and does not end until contracts between VC firms and start-up companies have
been signed.”

83 Jeng & Wells (2000: 241-245).
'®4 Coyle (2000: 2-3).

'*5  Perace & Bames (2006: 15).
% Coyle (2000: 2-3).

167 Milhaupt (1997: 866).

'8 Rearce & Barnes (2007: 15).
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most promising.'®® It is not easy for VCs to pick the right start-ups in this phase

because most start-ups are at the early stage with limited business record and cash

170

flow Only a few ventures will be successful in the end because the success

opportunities for these early stage ventures are extremely uncertain.!”' That is why this
industry is called “venture capital.” The VCs set up a strict selecting procedure based on
their investment experience to verify investment targets. The VCs will check all
aspects of the start-ups, including the technology of the entrepreneurs, production and
management teams, and financial and legal structure.'”? In the U.S. only 1% of the

start-ups will receive VC investments.'”

The third phase is to manage the ventures. Once the VC firm decides to invest in a
start-up, it will play an active role in managing and monitoring the business of the
start-up.'™* Since the VC firm will generally exit a venture in seven to ten years, such
management and monitoring ensures the ventures are successful and could have high
profits. The VC investors will help the ventures to build up a broad network of
customers, and suppliers, find other new investors, and design the business strategy.'”

The VC investors will also employ some legal measures which include control rights,

' Sorabella (2000: 18-19).
170 Sorabella (2000: 19).

71

Levinthal (2002: 19). The author also points out that “in fact, out of all companies that receive VC
financing, only between 10% and 30% exit through a public offering. Out of all VC investments
between 1969 and 1985, more than one third resulted in a loss, and only less than 7% returned over
ten times the original investment. Therefore VCs typically hope to find one or two highly successful
companies that will cover for the losses from other companies and increase overall fund retums.”
(See Levinthal (2002: 21))

As mentioned for every investment made, the VC funds may screen hundreds of possibilities. Some
authors explain that “out of these hundreds, perhaps a few dozen will be worthy of detailed attention,
and fewer still will merit a preliminary offer.” (See Gladstone & Gladstone (2002: 23)). Another
author further points out the VC investing process as *“preliminary offers are made with a term sheet,
which outlines the proposed valuation, type of security, and proposed control rights for the investors.
If this term sheet is accepted by the startup company, then the VCs perform extensive due diligence
by analyzing every aspect of the company. If the VCs satisfied by this due diligence, then the VC
fund and the start-up will negotiate the terms of investing contract. A VC-backed company is set up
after the contract has been signed by both parties.” (See Metrick (2004: 9)).

' Perace & Bames (2006: 23).
"7 Bristow, King, and Petillon (2004: 82).
Perace & Bames (2006: 24).
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6

appointment rights,'’® information rights, and staging the investment, to fulfill their

: : 177
management functions in the venture.

Chapter III.

These legal measures will be explored in

The last phase of the VC fund’s life cycle is exit.'”® The VC investors have to earn high
returns upon exit.'”® Unlike common investors, the case will never arise in which the
VC investors hold the shares of the ventures “perpetually”. The goal of VC investors is
to reap high profits in a fixed period and then put these profits into new rounds of
investments. VC investors exit their ventures through several ways, including IPOs,

mergers and acquisitions, liquidations, or stock buybacks.'*

In both the U.S. and China, IPOs are currently the preferred exit option for VC investors
because they guarantee higher returns than other exit measures.'®' The VC investors
will design their exit plans carefully, consulting investment bankers, lawyers, and other
experts, since a successful exit requires knowledge and skills that extend beyond
management experience and investment techniques.'®> After the ventures have been
successfully listed on the stock market, the VC firm can sell its shares at a higher price

on the public market, following expiration of any blocked period.'®

' Bristow, King, and Petillon (2004: 82). These authors point out that VCs always “sit on the boards

of directors of these companies and sometimes have majority voting nghts” in the U.S.
' Berkery (2008: 82).

' Gilson (2003: 1101).

' Rosenberg (2001: 385). The scholar says that “‘equally important, venture capitalists can withhold or

provide additional funding to firms, depending on their changing prospects. The venture capitalist’s
goal for each of its portfolio companies is, of course, a successful exit, either through an IPO, a
private sale or a share repurchase by the company.”

'8 Rosenberg (2001: 390).
'8! Except the M&A could offer a favorable price, the IPOs will be the best option of VC firms.

Metrick (2004: 10). The author says that “‘a typical IPO underwritten by a top investment bank will
sell at least $50 million of new stock and have a total equity value of at least $200 million in the
u.s.”

') Sorabella (2000: 18-19).
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Chart 1.3 The Life Cycle of VC Fund

Non-VC investors [ n- In-
(Including pension vest vest Ventures
funds, banks,

1.6.2 Life Cycle of VC Investments

As mentioned, VC firms will make their investments after they find the suitable
start-ups. These start-ups, in which VC firms invest, could be called either “portfolio
companies,” “VC-backed companies,” or “ventures.”'™ The term “venture” is used in
this study to define these companies. Like the life cycle of VC funds, the VC
investment process could also be treated as a life cycle which is separated into several
stages.'® In this dissertation, the life cycle of VC investments is divided into three

stages: the early stage, the middle stage, and the late stage.'®® (See Chart 1.4)

18 Pperace & Barnes (2006: 15).

'®3  Fraser-Sampson (2007: 128-135). Sce also Osnabrugge & Robinson (2000: 19). In their book, the
authors divide the stages into, “1) Seed stage: the entrepreneur has only a concept for a potentally
profitable business opportunity that still has to be developed and proven, 2) Start-up stage: the
newly formed business is completing product development and initial marketing. It is typically one
year old or younger, 3) early stage: the firm is usually expanding, and producing and delivering
products or services. Ofien less than five years old, it may not yet be profitable, 4) Later stage: also
called the expansion stage, at this level of development the VC-backed company is mature and
profitable, and ofien still expanding. With a continued high-growth rate, it may go public in a near
future.” Thompson separates the stages into the early stage, the second stage, the third stage, and the
later stage. (See Richard Thompson (2008: 13)). Coyle separates the stages as the early stage, the
expansion stage, the leveraged buyouts and buy-ins stage. (See Coyle (2000: 4-8)).

See the website of NVCA at http:/nvca.org/def. html. Metrick points out that “in the early 1980s of
the U.S., the three categories of early-stage and mid-stage were approximately equal, and late-stage
was the smallest. That means VCs focused on ‘true startup companies’ in the 1980s. Gradually, new
VCs moved their interest to later stages. By the mid-1990s, Mid-stage investments were larger than
Early-stage investments, and Later-stage investments exceeded those in Early-stage. By the late
1990s, angel investors had largely replaced VCs at the Early-stage, and Mid-stage investments
comprised more than one-half of all VC investments.” (Sec Metrick (2004: 15)). Another two
scholars say that “but in the early 2000s, a much larger percentage of VC investments come back to
Early-stage companies, especially high-technology companies.” (See Gladstone & Gladstone (2002:
16)).
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Chart 1.4 The Life Cycle of VC Investments

Early Stage Middle Stage Late Stage
High Reward Medium Reward Low Reward
High Risk Medium Risk Low Risk

The early stage means the phase in which the venture has just received investment from
the VC firms.'®’ In this stage, the ventures might only have some initial ideas about
their business, or just operate market studies, set up a management team, and draft a
business proposal.'®® These ideas may regard new technology or know-how, or new
marketing plans and proposals of new business models.'® The problem is that the
entrepreneurs might possibly have no evidence to show that their ideas will be a success
in the future.'®® Therefore, the risks for the ventures at the early stage include
acceptance of the markets, feasibility of new products, and good decision-making
regarding the business.'®! At this stage, the ventures may have to use a long period to
transfer their ideas to a real-life product.'”® But in the real business world, “the ventures
may launch the product too soon, before there is market acceptance, or may launch the
product too late, after a competitor’s launch.”'”* The venture may also lack the ability
to produce the new products or lack financial support.'™ Thus, the major task of VC
investors at this stage is to provide financing and business services to the ventures in

order to allow them properly to finish R&D and initial productions.lqs

'87 " Lu, Tan, and Chen (2007: 231).
' NVCA (2005: 113-114).

' OECD (2003).

1% Coyle (2000: 6).

! Bygrave (1988: 137).

2 Coyle (2000: 5).

19 Coyle (2000: 6).

1% Ibid.

' Milhaupt (1997: 866).
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The ventures at the middle stage will focus on selling the products in the market rather

than on R&D activities.'®

The ventures now are producing and marketing their
products, but may not yet gain profits from the business.'”” The key task for the
ventures at this stage is to formulate a proper marketing strategy and continue efficient
production and adequate supply.193 Ventures at middle age may demand more funds to
finance production than do early stage ventures.'” The good news for the ventures at
this stage is that they may have less risk than at the early stage.”® As Gompers and
Lemner observe, “the stage is an exciting stage in a venture’s life and can be likened to
adolescent years where the VC firms need to provide good supportive help in order to
bring the venture to maturity and enable it to stand on its own feet.”®' This stage could
be very profitable and offer big opportunities for a venture’s future development if the
leaders of the ventures keep making proper business decisions.”®> The VC investors
will also change from simply being suppliers of finance to being managers and strategic
do:signers..203 On the other hand, the VC investors will also begin to design their exit

strategies from the investment.”®

The late stage is also called the expansion stage. That means the venture at this stage is
mature and profitable with potential for great expansion.?” In the U.S., the ventures at
this stage are bigger than those at middle stage, and often target further expansion from
a domestic market to an international market.”®® At this stage, the ventures focus on

promoting product market coverage and refining corporate governance, as well as

1% Batterson {1986: 88).

7 Thompson (2008: 45).

B Fiet {1995: 553).

Perace & Bames (2006: 15).

20 gorabella (2000: 18-19).

0 Gompers & Lemer (2004: 162).
M Koomagi & Sander (2006: 10).
203 14, Tan, and Chen (2007: 231).
B4 Osnabrugge & Robinson {(2000: 19).
25 Ibid.

26 Zider (1998: 6).
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optimizing their financial structure.”®” The VC investors at this stage will accommodate
more financial services to the ventures for a stable growth.”® The details of the VC

activities at these stages will be discussed in Chapter 111,

1.7 Organization of the Dissertation
The dissertation will be grouped into five chapters. The first chapter has defined the

concepts of VC and examined the economic function of this instrument, including the
life cycle of the VC fund and the VC investments. Chapter I also provides the legal
definitions of venture capitalist and venture capital firm, and describes the general legal

arrangement of VC investment.

The second chapter gives a comprehensive overview of the current state of laws in
China. It will present a brief historical report on the development of China’s VC legal
system from 1990 to 2009. Based on this background, the chapter then evaluates the
existing Chinese VC laws and related laws. Chapter II will explain the causes of the
Chinese entry problems, including deficient partnership laws, tax laws, company laws,
and the country’s exit problems, including the problems of the secondary stock market,

which are barriers to China creating a truly mature VC industry.

The third chapter focuses on the theories and practices of the U.S. VC industry. Because
the U.S. VC industry and its VC legal system have been considered by many to be the
best in the world, the study will examine the U.S. legal system to discover the
advantages for China to build up its own framework based on the American model as
well as the local impediments to such a transplant. A brief summary of U.S. VC history
will be given for better understanding the problems and achievements of VC
development in the U.S. Some very important laws and stimulus programs, including
the SBIA, limited partnership laws, and the SBIC Program, will then be introduced and
analyzed. A detailed analysis of the U.S. stock markets will also be offered following

7 gSchween (1996: 96).
08 NVCA (2005: 113-114).
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the statutory review in order to better understand exit possibilities. This chapter proves

that the U.S. has a complete and efficient VC mechanism which China could use as an

example.

The fourth chapter will compare the U.S. VC legal framework with that in China. The
comparison is grouped into four categories, including funding, VC govemance in
ventures, exits, and stimulus. The comparison shows that without an appropriate

economic, legal and social environment an overwhelming success of VC in China is

impossible.

The last chapter sets forth the study’s summary and offers recommendation on how to

improve the VC legal framework in China.
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Chapter 11 Venture Capital Legal Framework in China

2.1 Overview of China’s VC Industry and Legal System

Following a period of social and political turmoil in the early 1970s the Chinese
govemnment began to focus on economic development to promote stability within the
country.mg While the Chinese government still maintained its dominant role in the
economy, it began in the late 1980s to allow the establishment of private enterprises in
greater and greater numbers to promote China’s cconomy.?'? In 1978, there were
approximately 130,000 individual private businesses and that number passed the one
miilion mark in 2000.2'" While many of these private enterprises were successful, their
growth lacked support from the state-run financial system. On the other hand, the
government made the first attempt to establish a VC system in support of its goal of
promoting a high-tech industry. The first Chinese VC firm, the China New Technology
Start-up Investment Company, was founded in 1985 by the State Science and

Technology Commission and the Ministry of Finance.?"?

Local governments followed
suit and began to form government-backed funds to invest in SOEs with a view to
increasing their productivity and technologies. Unfortunately, these early VC firms did
not perform well as there was often a conflict between the government’s aim of
investing in high-tech and infrastructure on the one hand and the VCs’ desire to invest
in the lower risk industries, such as hotels and service industries, on the other hand.?"?
Galvanized by Mr. Deng Xiaoping’s famous Southern Tour to Shenzhen in 1992, the
central and local governments began, again, to form their own VC firms. In the
meantime, as a key feature of its reforms, the Chinese government began to open the

country to foreign investment by decentralizing the approval authority to central and

2% Vaughn (2002: 233).

20 Jja & Wang (1988: 6)

21T Ahad (2004).

212 Ahlstrom, Bruton, and Yeh (2007: 250).
D Ibid.
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local government agencies.”* This decentralization triggered a surge of foreign VC

investment into China in the early 1990s.

This study divides the evolution of China’s legal framework for VCs into three

215
stages.

The first stage is the creation stage, from 1984 to 1999. The second stage is
the exploration stage, from 1999 to 2005. The last stage is the development stage, from
2006 to present. China has promulgated a series of laws and regulations in each stage to

encourage, gutde, or restrict the development of VC industry.

In the creation stage, as will be shown below, China started to expiore the VC industry
by the promulgation in 1985 of a CCP official document that spells out the idea of
promoting the development of high technology through VC vehicles.?'® Indeed, the
concept of VC was first introduced into China in 1984 when the National Research
Center for Science & Technology Development put forward a proposal for promoting
the development of high and new technology by establishing a VC mechanism.?'” In
1985, the Central Committee of the CCP promulgated the 1985 Decision to Reform the
Chinese Science and Technical System (DRST). It is the first official document addressing
the topic in China.*'® The 1985 DRST states, “VC may be established to support the

24 Ey (2001: 515).

23 The classification of the present study is based on earlier research conducted by other schoiars. One

scholar divided China’s VC development before 2002 into three stages. (See Feng (2004: 51-117))
The first stage is from 1991 to 1993, which is the first wave of VC investments in China.
International VC firms played the main role in China’s VC market in the first wave. (See Feng
(2004: 51)) The second stage is from 1994 to 1997, which is stage searching of new directions. In
the stage, VC-backed private firms raised. The last stage is from 1998 to 2001. The stage is the
second wave of VC investment in China. Three other scholars divided the history of China’s VC
projects into four stages. (Sec Lu, Tan, and Chen (2007: 238-240)) The first stage is the “incubation
stage” from 1985 to 1996. In the stage, Chinese government began to promulgate some VC
regulations and policies. {See Lu, Tan, and Chen (2007: 238)) The second one is “thriving stage”
from 1997 to 2001 which *“‘was essentiaily a leaming process.” (See Lu, Tan, and Chen (2007: 239))
The third stage is “adjustment stage™ from 2002 to 2004. During the stage, the government did not
promulgate any significant policies related to VC projects. (See Lu, Tan, and Chen (2007: 239)) The
last stage is from 2004 to now. The authors point out that “after several years of downtun and
adjustment, since 2004 China’s VC industry entered into the comprehensive recovery.” (See Lu, Tan,
and Chen {2007: 240))

08 Ihid.
27 Li(2007: 29).
7%y (2000).
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development of those rapidly-changing and high-risk technology industries.”'® This
statement indicates that Chinese leaders wished to encourage the development of the
Chinese high-tech industries by means of, among other things, VC projects.”?’ In
Beijing that same year, China New Technology Venture Capital Co. Ltd., was jointly
invested by STC and MOF, and became the first ever institutional VC firm in Mainland
China. The fact that the establishment of the company was approved by the State
Council makes it a symbolic event. The company specialized in high-tech VC
investment and led the government’s formation of similar investment entities in other
provinces around China.”?' But all these earlier efforts were halted in 1989 because of
the Tiananmen Square incident.”?> China’s VC environment withered as a result.

Nevertheless, the unpredictable game of VC in China was underway.””’

In the following several years of the stage, “VC” appeared more frequently in China’s
economy and legal system. In an attempt to drive the development of high and new
technology and to promote the transformation of scientific and technological
achievements, the Chinese government started to open up the VC industry by *“wading

In March 1991, the 1991 STC Provision

across the stream by felling the stones.”*?*

was promulgated by the STC, wherein a provision on the extensions of credit states that
“relevant departments may set up VC funds in the high and new technology industry
development zones for the development of high-nisk, high technology products. VC

companies may be established in qualified high and new technology industry

219 Gec. 2, 1985 DRST.
20 hid.

2! Yip (1993: 55).

22 yu (2000).

2 Ibid.

224 In March 1998, the Proposal of Developing China’s VC Cause Swiftly by Using Overseas

Experience for Reference was put forward by the Central Committee of China National Democratic
Construction Association, a political party in China. The proposal brought forward distinctly for the
first time the concept and significance of VC, the problems in China’s VC industry and
counter-measures. (See Kan (2002: 120)) The proposal also called for the establishment and
improvement of Chinese VC legal system. (See Kan (2002: 120)) In 1999, the CPC began to
develop the VC industry in China.
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development zones when conditions permit.”**> The first wave of VC investment in
China then started in 1991.”*® Data offered in the Asian Venture Capital Journal (AVCJ)
shows that $16 million was raised for VC investments in 1991.%27 In 1992, the total

funds raised jumped to $583 million, a thirty-fold increase compared with the $16

million in 1991 228

It 1s stressed in the Decision of the CPC Central Committtee and the State Council on
Accelerating the Progress of Science and Technology in May 1995 that “the science and
technology VC business should be developed and the science and technology VC
mechanism should be established. Capital from both home and abroad should be
attracted actively to support science and technology.”*?’ In May 1996, the Promoting
the Transformation of Scientific and Technological Achievements Law was adopted
and promulgated, wherein Article 24 states expressly that ‘“‘the State encourages
establishment of funds or risk funds for transformation of scientific and technological
achievements.” Then, this first wave of China’s VC development reached its peak in
1996, with $678 million being invested in the industry.”*® Foreign VC investors still
had to face several difficulties investing in China at that time because many of them
were unfamiliar with China and did not have sufficient experience or contacts to
generate deals on their own.”?' As a result, many international VC funds sought out JV
VC funds with Chinese SOEs which they felt could help them overcome these

problems.

It took a few more years to realize how unwise it was for international VC firms to
invest in Chinese JV VC funds. Many of these JV VC funds ran into difficulties ansing

from cultural and institutional differences in China as well as from the mismatched

2 Ant. 6(3), 1999 STC Provision.
26 Li(2007: 29).

21 AVCJ (2001).

28 Ibid.

29 Sec. 9(33).

20 AVCJ (2001).

Bruton & Ahlstrom (2003: 255).
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expectations of the JVs participants and shareholders.”**> The number of JV VC funds
decreased from 26 in 1994 to 4 in 1997.*° The failure of JV VC funds made many
foreign investors lose faith in VC investment in China. Such failure caused a new
problem for international VC firms: it became difficult for international VC firms that
had already raised VC funds in China to raise new VC funds. Raising a second fund is a
good standard for non-VC investors to evaluate the VCs’ performance because the
self-liquidating mechanism of the VC fund is a chance for non-VC investors to know
the outcome of previous investments.”** Since failing to satisfy previous investors in JV
VC funds led to failure in raising new VC funds in China,** fund-raising of foreign
VC investors in China reached a low point with only $96 million raised in 1997, less
than 10% of the $1.028 billion raised in 1995.%*° There were 33 international VC firms
that raised funds to invest in China between 1991 and 1997; only one firm was able to
raise new funds to invest in China after 1997.>*” The total foreign VC investment in
China hit bottom the next year in 1998. As Table 2.1 shows, international VC firms
accounted for more than 95% of the total fund raised from 1991 to 1997, but this figure
then plunged from 1998 to 2000.%**

Chinese state-owned VC firms rely on government appropriation as their funding source
and do not have fund-raising problem like their foreign counterparts. Influenced by the
global network economy and guided by national policies encouraging their activity,
China’s domestic VC firms stepped into a material developing stage after the second
half of 1998. (See Table 2.1) A batch of VC firms in the real sense of the word began to

come forth. Some pioneers, including Beijing High Technology Venture Capital Co.

32 walker (2007: 711)

23 Li, Feng, Wang (2007: 59).

B4 Kong (2005: 90).

25 Fenn, Liang and Prowse (1995: 89).
26 AVCJ (2001).

This one exception, IDGVC, is a corporate venture fund whose corporate parent contributes a
significant portion of its capital. Some venture capital firms, such as Waiden International and H&Q
Asia, continued to be active in China after 1997. However, they do not raise new China funds
because of excessive China risk. They use regional funds to invest in China.

B¥ peng (2005: 267).
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Ltd., Beijing Venture Capital Co. Ltd., Shanghai Venture Co. Ltd., Shenzhen Capital

Group Co. Ltd,, remain very active in China’s VC market.

Table 2.1 Distribution of Fund-Raising by Domestic/International Funds
The table summarizes the distribution of fund-raising

by domestic/international funds by time period.

Domestic International Total
Avg . Avg - %
35 _Numbc;' Fund ~ Sum- %in‘ Number x Fund:___ ~ Sum . in
Period of Funds Size . ($Mil). Total o’f Funds ch S Mjlj thal' ($ Mil)
1991-

3 14.28 42 85 4.23 20 48.45 969.05 95.77 101191
1993
1994-
3 1 8.78 8.78 0.35 31 81.52 252726 99.65 2536.04
1997
1998-
3542 1664.61 64.14 12 77.54 930.50 3586 2595.12
2000
Sum _51 33.65 171625 27.94 63 70.27 442682 72.06 6143.06

Source: AVC)'s 2002 Guide to VC in Asia

In the 1990s, due to the difficulty of obtaining approval for IPOs from the Chinese
government, some VC funds decided to list their ventures outside Mainland China to
provide liquidity and high returns to investors.”** Most of these ventures were listed
between 1992 and 1994. After 1998, additional developments promoted a new wave of
foreign VC investments in China. Measures were taken by the Chinese authorities to
strengthen the Chinese judiciary and to increase the number of accounting professionals.
International VC investors, having gained a lot of experience after the first wave of VC
investment in China, began to develop new investment strategies that avoided SOEs and
focused on pnivate firms. IDG VC firm was the leading VC firm which entered China in

1992 with its IDG Technology VC Investment fund and successful investments in

2% Hu (2003: 178).
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start-ups including Sohu.com, Baidu, and Kingdee.**® A key aspect of this new wave
was the utilization of a “round-trip” model. Under this model, the foreign VC investors
would set up an offshore holding company in the Cayman I[slands or another favorable
place. The VC investors would then offer equity in the offshore company to the
domestic company’s existing shareholders and managers in exchange for the latter’s
shares in the domestic company, making these domestic shareholders of the offshore
company. ! There were several advantages to using this structure, including
preferential tax treatment, structural flexibility and, most importantly, relatively easy
implementation of exit strategy by an overseas listing.>** This model also had the
benefit of potentially bypassing Chinese regulatory hurdles since the private ventures
were incorporated overseas. For example, the NASDAQ IPOs of NetEase, Sohu.com,
and Sina.com, three Chinese internet portal companies, all involved offshore holding
companies as listing vehicles.>*® But the data of AVC) proves that “round-trip” model
did not bring much more returns to VC investors. Table 2.2 presents the performance of
four ventures based on AVCJ’s data. It shows that in 1998, on average, the share prices

of these companies were only 48% of their IPO prices.

Table 2.2 The Performances of Listed VC Funds
This table presents the listed fund price performances for four VC funds in
China founded between 1991 and 1994. The data in this table came from
AVCJ’s monthly fund monitor in each issue from 1995 to 1998. The last four

columns stand for the price as of the dates compared with IPO prices.

40 Gee the website of IDG at http://www.idgve.com/about/, (visited on Jan. 12, 2009).

! Chen & Xing (ed.) (2006: 346).
2 Lu, Tan, and Chen (2007: 252).
M) Chen & Xing (ed.) (2006: 346).
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Performance Performance Performance Performance
Fund Launch Exchange 95/07 relative 96/07 relative 97/07 relative 98/07 relative
Name Date Listing to IPO, % to [PO, % to IPO, % to IPO, %
CAM* 91 Hong Kong -65.91 -64.16 -38.23 -77.04
Catha™ 92 Hong Kong 4.88 9.76 24.39 -22.56
CMEI** 93 Hong Kong -9.04 48.86 -23.69 -65.81
CNIY 94 Singapore -4.81 -55.77 -66.83 Delisted
/Dublin

Source: Annual Directory to Venture Capital in Asia (1998)

From 1999 to 2006, that is, the exploration stage, various rules and regulations were
promulgated to address the perceived problems with the Chinese VC industry, such as
foreign VC investment control, tax evasion, conflict among different laws, and foreign
exchange control. The most outstanding feature of this period is that China issued
various restrictive regulations, in particular regulations on mergers and acquisitions, to
control the ventures’ listing on overseas stock exchanges. As will be shown below, the
Chinese government tried to police the VC industry by promulgating a series of
regulations and policies that it believed would help to strengthen the VC sector. But it is

exactly these restrictions that limited the VC investment and development in China.

The year 1999 is a milestone in the history of China’s VC industry. From this year,
China’s VC industry entered a stage of high speed growth. In August 1999, the CPC
Central Committee and the State Council pointed out in the Decision on Strengthening

Technical Innovation and Developing High Technologies to Realize Industrialization

that:

The capital markets favorable to the development of high and new
technology industry should be fostered. The VC mechanism should be
worked up, and VC companies and VC funds should be developed. Exit

244

China Assets Management (Holdings).

245 Cathay Investment Fund Ltd.

246 China Merchants Direct Investment Ltd.

247 China North Industries Investment Ltd.
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mechanisms for VC should be established and the support on the growing
high-tech enterprises should be intensified. Managenal talents of VC should
be introduced and cultivated. The preparation of relevant policies and
regulations should be accelerated, and the market behaviors of VC should be
standardized. Priority should be given to support the access of qualified
high-tech enterprises to domestic and international capital markets.
High-tech enterprise sector should be set in existing Shanghai and Shenzhen

stock exchanges when appropriate.”*®

In December 1999, based on a series of encouraging and positive VC policies, the State
Council promulgated the 1999 State Council Opinion No. 105. The 1999 State Council
Opinion No. 105 is the first official document in China tailored specificaily for VC. It
elaborates the significance and basic principles of establishing VC mechanisms in China.
In addition, it brings concrete measures including cultivating the principals of the VC
industry,ug establishing exit mechanisms for VC,*® and perfecting agency service
systems, as well as establishing, perfecting, encouraging and guiding the policy and
regulation system of VC.2*!' Since then, China’s VC market entered a period of high
growth,

In the meantime, preferential tax treatments were granted to high-tech enterprises. In
1999, the State Administration of Taxation (SAT) issued 1999 SAT Circular 273,
stipulating that technologically advanced enterprises certified by SAT would be entitled
to have a favorable tax rate.””> Many high-tech ventures were accredited as
technologically advanced enterprises and they paid the favorable tax rate. In 2000, the
State Council promulgated the 2000 State Council Circular No. 18 and decided to

reduce or exempt the tax of software enterprises and IC (integrated circuit) companies

28 Ant 3(9).
49 An. 2, 1999 State Council Opinion No. 105.
3% Art. 4, Ibid.

2V Art. S & Art. 6, Ibid.
B2 Ant 1(1), Art. 2(1), and Art. 3(1), 1999 SAT Circular No. 273.
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under certain circumstances. >>° The lower tax

rates

for high-tech enterpnses

encouraged VC investors and entrepreneurs to start high-tech ventures.

As a consequence of these central government initiatives, a large number of domestic

VC fimms supported by government funds were established by local governments, and

many state-owned funds also entered China’s VC market through these VC firms. More

importantly, under the guidance of 1999 State Council Opinion No. 105, various

provinces and municipalities issued administrative

development of their local VC industry (See Table 2.3).

measures to promote the

Table 2.3 Overview of Some Local VC Regulations in 2000-2005

No.

Name of the Regulations

Interim Administrative Measures of Nanjing Ctty
onmghandNewTechnologyVC Funds -, k

~ Tentative Administrative Measures of Hefei Cuy

on High-tech VC Funds

lntmumumofShm:hnnC:tyonVC in"
P nghMNwTednmlogymuy .

Several Oplmons of thiang Province on
Encouraging the Development of VC
Several mesmm of Shaughm City on

_.P;omoungthe'l?uncfomnuoaofl-ﬁghmd)iew_'

chcral ’I‘cntatlvc Prov:szons of X:amen C:ty on
Promoting the Development of VC
Administrative Measures on Limited Partnership

Several Provisions of Guangzhou City on

Promoting the Development of VC Industry

Promulgation
Date Promulgating Agency
- Apr. 12, Nanjing City Government,
. 2000 Jiangsu Province
, Aug. 29, Hefei City Govem;fnent,
2000 Anhui Province
Oct 11, Shenzhen City Government,
© 2000 & Guangdong Province .-
Oct. 20, ' Zhejiang Province
2000 Government
Nov.12, @ Shanghai City Government
7 TR S R
R RN,
Jan. 2, Xlamen City Government,
2001 Fujian Province
Feb. 21, . Beijing City Government
2001 okt
Aug. 9, Guangzhou City
2001 Government,

Guangdong Province

253

Art. 5-Art. 9, 2000 State Council Circular No. 18.
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Funds

9 Measures of Beijing City on Supporting and Dec. 6, Finance . Burcau of Beijing
Confirming the Enjoyment * of the ~ Special 2001 Gity, 70w ey
Financial Fund by VC Institutions - Sofe

10 Intenim Provisions of Tianjin City on Promolmg Apr. 6, Tianjin City Govemmenl—
the Development of VC Industry 2002

11 .Tcntat:ve Adm:msmve Measures ot‘ Shanxi : Nov. 6, Shanxi Bureauof -
ProwncconVCEmapnses 3% NETPRTRONEE || SN Communemxﬂn:hmry

Aot T ,ﬂ E" 3, _ShnnanamlyPlamnng

12 Intenim vaisi‘ons of éuangdong Province. on Fcb.'ld, . Guangdong Provincc -
Promoting the Development of VC 2003 Government

13 Regl.llﬂlons ot‘ Shenzhcn Speclal Econonnc Zone ‘Feb.2l, . ...  Shenzhen City People’s

-;onVC 4 e . 2003 - - Cotm'em, .

14 Inteim Provisions of Shanxi Provmce on July 20 Shamu Provmcc
Promoting the Development of VC Industry in 2003 Government
the Guanzhong High-tech Industry Belt of Shanxi

15- Measures of Tianjin City on Implementation of May 28, * Tianjin: City - Science and
Preferential Taxation Policies by VC Institutions 2004 ™. . ;Teemmlogy Commission

S A S e , and the Finance Bureau of

16 Several Prowsmns of Autonomous chlon on June 30, Xinjiang Uygur
Promoting VC of Science and Technology 2004 Autonomous Region

Government

17, Tentative -measures - ‘of . Henan: Province.. on - Nov. 10, Hm:?nl'mvum e

* - Promoting the Development of VC -« 1 2004, . Govemment. | . "

18 Tentative Administrative measures of Chongqmg Mar 31 Chongqmg City )

City on Major High and New Technology VC 2005 Government

Another important characteristic of this stage was the legislation for the red-chip model.

The red-chip model has traditionally been a favorable mode of fundraising and listing

abroad and has frequently been adopted by China’s private ventures.?** However, on

154

Chan (2007: 4).
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Regulatory Commission (CSRC). According to the Circular, for any matter concerning
domestic ventures® share issuance and listing abroad that is not mentioned in 1997 State
Council Circular No. 21, a legal opinion issued by Chinese lawyers must be submitted
to the CSRC for reply.”® A series of amendments to the supervision and control
policies of the red-chip model began at that time (see Table 2.4). Red-chip rules exert
significant influence on l,F overseas listing of domestic ventures. Thus less restrictive
red-chip rules would encourage overseas listing, while restrictive red-chip policies limit
the development of the Chinese VC industry. The details of the red-chip model and

related regulations are discussed in the following sections.

Foreign VC investments increased following China’s accession to the WTO in 2001.2%°
Foreign VC firms, including Doll Capital Management with its investment in
51job.com and domestic VC firms, New Margin Ventures and Legend Capital, enjoyed
solid returns.?*’ According to one study, the public listings of a dozen firms during the
2003-2005 period, including the Softbank Asia Infrastructure Fund-backed online
games maker Shanda Interactive Entertainment on the NASDAQ exchange in 2004,
gave their investors a 10-fold rate of return.”>® Since 2004, China’s VC market has
entered into high growth. The total VC investment amount has arisen from RMB3.715
billion in 2003 to RMB14.36 billion in 2006, a more than 386% growth in three
ycars."sq In 2005, foreign VC investment was still the largest source of VC financing in
China. By the end of 2005 the intemational VC fund-raising for China’s VC
investments had reached $4 billion.?®® However, the Chinese government noticed these
success stories of foreign VCs and tried to restrict such investments for tax and revenue
reasons. In early 2005 the SAFE issued repealed 2005 SAFE Circulars No. 11 and No.

29, which required central govemnment approval for overseas investment activities by

Al

35 Ant. 2, 2000 CSRC Circular No. 72.
¢ Chan (2007 4).

7 Xin & Lu (2007: 89).

% Chan (2007: 4).

2% Chen {ed.) (2007: 135).

%0 Eamest & Young (2006).
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Chinese individuals and entities.”®' In practice, SAFE did not grant its approval, and
VC activities slowed significantly as a result. In October of 20085, the regulations were
revised by 2005 SAFE Circular No. 75 to replace central registration with local
registration, which was relatively easier to obtain.”® Th;se pieces of foreign exchange

legislation are discussed in the following sections.

In the development stage starting in 2006, the Chinese government promuigated VC
regulations to support VC industry. The limited partnership form, for example, was
established in this stage. In particular, the Chinese government recognized that
encouraging start-ups and private equity investments are useful measures to reduce the
impact of global economic crisis. The government also began to set up some supporting
institutions to promote China's VC industry, including governmental VC guiding fund

programs, and a secondary board of the stock exchange.

From 2006, the laws of China’s VC industry have undergone major reforms. Firstly, the
PRC Company Law and the PRC Secunties Law were amended in 2006, which
improved to a certain extent the legal environment for the establishment, listing and
financing of China’s enterprises.’®” Secondly, the 2005 DVCM came into effect in
2006, which created a legal framework for promoting the development of China’s VC
industry. It standardized the operation of VC firms and encouraged VC firms to invest
in small and medium-sized enterprises, especially in high-tech enterprises.”® Finally,
the 2006 Ministry of Commerce (MOFCOM) Provisions No. 10 was jointly issued by the
six Ministries and Commissions, which on the one hand control the mergers of affiliated
companies, and, on the other hand, require the examination and approval by the CSRC
on listing of red-chip shares, resulting in a suspension of listing of red-chip shares.”®

The details of 2006 MOFCOM Provision No. 10 are discussed in Section 2.3.3.

26}

Art. 1, repealed 2005 SAFE Circular No. 11, and Ant. 2, repealed 2005 SAFE Circular No. 29.
62 A, 2, 2005 SAFE Circular No. 75.

3 CVCRI & POLYU (2007: 35).

264 Ar. 1, 2005 DVCM.

265 Art. 40, 2006 MOFCOM Provision No. 10.
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In 2007, the 2007 MOF Opinion No. 8 and the 2007 SAT Circular No. 31 were
promulgated and carried into execution successively. The two circulars encouraged VC
firms to invest in high-tech start-ups with financial support from the government,

including governmental investments and tax deduction.”®

After several years of high growth, the year 2008 was unusual in most countries
throughout the world, including China. In this year, the sub-prime mortgage crises in
the U.S. evolved into a global financial crisis, which ultimately infiltrated to the whole
economy.”®’” Economic growth slowed down in major industrial countries, including
the U.S., the EU, and Japan, in 2007, 2008 and 2009.2® The real economy in developed
countries has shown signs of a serious recession since mid-October of 2008:
consumption and business investment shrank while the unemployment rate surged.m“
At the same time, the financial crisis expanded rapidly to emerging economies, leading
to decreased foreign investment, high financing costs, remarkably falling prices of
primary products and shrinking export.”’" Since the U.S. real estate bubble went bust
and the sub-prime mortgage crisis emerged and evolved into the financial crisis, the
world economy has been faced with many challenges, including soaring prices of raw
materials, food, energy, increasing inflation risks, coexistence of excess liquidity and
credit contraction, and impacts on real economic growth.”I The world economy has
seen a turning point from its boom period and the current economy has entered into a

period of adjustment.?’?

China’s economy maintained rapid growth during the first half of 2008, but slowed

down apparently on the whole in the second half, as the world’s economy began to

266 Ant. 4, 2007 MOF Circular No. 8 & Art. 1, 2007 SAT Circular No. 31.

267 Amner, Hsu, Roza, Johnstone, and Lejot (2009: 31).

%% Ibid.
269 Ibid.
20 Jbid.
70 Ibid.

2 Gee the website of CCTV at http://english.cctv.com/20090819/101472 shtml.
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impact on China’s economy.’”> As a result, the GDP growth rate slid, deflation rather
than inflation risk increased, export growth slowed down, and people were less
motivated to consume.’’* Besides the impacts of the global financial crisis, China’s
cconomy also faces some serious incidents: a rare snowstorm in South China at the
beginning of 2008,””> a violent earthquake which battered Wenchuan on May 12,
2008,%2’® and the Sanlu milk powder scandal in Hebei.?”” With all these kinds of
incidents and uncertainties, the Chinese government took active measures and rapidly
adjusted its macro-control policies. First, the “Double Prevents™ policy (to prevent the
economy from slight heating to overheating; to prevent the structural price surge from
developing into obvious inflation) enforced at the end of 2007 was replaced with the
policy of “One Maintain & One Control” (to maintain stable and relatively rapid
economic development; to control excessive commodities price hikes) in July and
August in 2008.>"® Then the policy was further replaced again with “Active Fiscal
Policy” and “Properly Relaxed Monetary Policy” from late October and early
November 2008.2"° These policy changes helped maintain the stable and orderly
development of China’s overall economy with a slight fall. In October 2008, the 2008
National Development and Reform Commission (NDRC) Opinion No. 10 was promulgated.
The Opinion stipulates conditions of use for the guiding funds in detail with respect to

80

such aspects as nature and pu:pose,?' establishment and source,”®’ principles and

82

mode of 0peration,2 management, supervision and instruction, as well as the risk

control of the guiding fund, which provides a legal basis for the guiding funds.”®

3 Huang (2008: 15).

2 Huang (2008: 15).

75 Gee the website of Xinhua News Agency at hitp://www.xinhuanet.com/newscenter/kjbx/index.htm.

276 gee the website of Xinhua News Agency at http://www.xinhuanet.com/politics/kzjz/.

See the website of Xinhua News Agency at http://news.xinhuanet.com/newscenter/2008-09/1V/
content_9932071.htm.

8 Gee the website of PRC Central Government at http:/www.gov.cn/jrzg/2008-12/08/content

_1171885.htm.

™ Ibid.

20 Art. 1, 2008 NDRC Opinion No. 10.
1 Art. 2, Ibid.

%2 An. 3, Ibid.
) An. 5-7, Ibid.
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Dunng the entire period discussed above, China’s VC industry developed rapidly, and
fundraising and investment often hit new record highs. [n 2002, the amount of
fundraising investment was $1,298 million. In 2008, the amount reached to $7,080.81
million. Thirty-four VC funds were funded in 2002. The number changed to 116 in
2008. From 2001 to 2008, the amount VC investment increased from $518 milhons to
$4, 210.47 million. Meanwhile, the number of the deals rose to 607 in 2008 from 216 in
200t. Chart 2.1 and Chart 2.2 show the change of China’s VC investment during the
period from 2001 to 2008.

Chart 2.1 2002-2008 (January-November) Fundraising of VC Funds
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Source: CVCA, 2009 China Private Equity Survey: Industry and Regulatory Environment

Chart 2.2 2001-2008 (January-November) Comparison of Aggregate Investment of
China’s VC Market
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Although influenced by the financial crisis, the Chinese VC industry has been promoted
by the governmental stimulus and incentive policies. In 2008, the VC investment made
by foreign VC investors totaled RMB2, 816.66 million, which 1s 55.7% of the aggregate
foreign investment in China.’** With the development of the Chinese VC industry,
foreign VC investors begin to establish RMB VC funds in China. In January 2008, the
MOFCOM approved IDGVC to set up a RMB fund with RMB500 million in China,
which became the first RMB fund raised by foreign VC investors.”® Later, another
foreign VC firm, DT Capital Partners, also received approval from the Chinese
government to raise a RMB VC fund.?® In 2009, iD Tech Ventures and SAIF Partners
established their joint VC funds with Chinese LPs, respectively.”®” More and more
foreign VC investors followed the model. In June 2008, Sequoia Capital China, CDH
Investments, Hony Capital, and New Horizon Capital began to raise their own RMB

funds in China.®® In 2009, the amount of VC raised totaled $3,766.7 million.”*° (See
Chart 2.3)

4 Zero2IPO (2008: 118).
85 http://capital .cyzone.cn/article/46812/.
http://www.china-cbn.com/s/n/000004/200908 12/000000123228.shtml.

http://news.chinaventure.com.cn/2/20090716/24909.shtml, and
http://tech.163.com/09/0112/13/4VF8F1 AJ000915BF.html.

http://finance.sina.com.cn/g/20080624/17095018252 .shtml.
ChinaVenture (2010).
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Chart 2.3 The Size of China’s VC Industry from 2002 to 2009
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Source: ChinaVenture (2010), available at http://report.chinaventure.com.cn/r/f/171.aspx

China has encouraged domestic financial institutions to invest in the VC industry since
2008. The expansion of domestic VC sources promotes the rise of VC investment in
China. The most important source comes from the social security fund, which received
the necessary approval to establish joint VC funds with other VC firms.”*® By the end
of 2008, the total VC investments in China reached RMB94.993 billion, 49.38% of
which were made by foreign investors, showing a sign of slow down compared with
that in 2006 and 2007;2%' 50.62% of which were made by domestic VC firms, which is

the first time that domestic VC investments exceeded the foreign VC investments.””

After 10 years of discussion, the Administrative Measures for IPOs and Listing on the
GEM were promulgated by the CSRC on March 31, 2009. Then, twenty-eight

companies were listed on the GEM on October 30", 2009.*® The establishment of the

2% Zhang (2008). See also http://www.caijing.com.cn/2008-06-06/100067916.html.

China Research and Intelligence (2009: 8).
China Research and Intelligence (2009: 9).
See the website of SZSE at http://www.szse.cn/mainvchinext/cybdt/39740802 . shtml.
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GEM, it is believed, would stimulate the development of the Chinese capital market,
strengthen Chinese financing ability, and facilitate high growth start-ups and ventures.
In particular, the GEM stimulates VC investment and creates a new and easier exit
channel for VC investors to obtain high returns.”** “After years of waiting, the VC
firms seem to see their hopes and opportunities materializing.”*”> Therefore, the

creation of the GEM is a significant favorable legal event for China’s VC development.

2.2 Current Legal System for China’s Venture Capital Projects
2.2.1 The Legislative Structure of China’s VC industry

China’s VC legal system consists of the following laws and regulations: laws for VC
investments, laws on the forms of fundraising and the organization of VC firms, laws on
the exit of VC investment, laws for the taxation of VC firms and their investments, and
the laws on foreign exchange in relation to VC investment. Before analyzing China’s
legal framework for VCs, the legislative structure in China and some legislative issues

related to China’s VC industry are discussed below.

There is no uniform VC lawmaker in China. Many governmental agencies, from the
national to the provincial level, have promulgated regulations related to the VC industry
in accordance with thc‘ir legislative authorities granted by the Constitution or other laws.
This section lists some key laws and regulations governing the Chinese VC industry. It
also briefly introduces the functions and authority of major government departments

which have legislative authority to promulgate VC related regulations.

The laws governing VCs include the PRC Individual Income Tax Law, which was
adopted and promulgated by the National People’s Congress (NPC), the PRC Company
Law, the PRC Securities Law, and the 2006 PEL, which were all adopted, promulgated,
and amended by the NPC’s Standing Committee. The NPC is the highest constitutional

* Ibid.
% Chan & X1 (2008: 8).
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organ of the PRC.*® The NPC elects a Standing Committee which exercises the
authority of the NPC when the NPC is not in session.”” The NPC has the power to pass

or amend the Constitution and basic statutes.?*®

It also can alter or annul decisions of its
Standing Committee.””® The NPC’s Standing Committee has the power to supplement
or amend NPC statutes, the plan, or the budget when the NPC is not in session, to
interpret statutes, to annul administrative rules and regulations, decisions, and orders of
the State Council that contravene the Constitution or statutes, and to annul local
regulations and decisions where they contravene the Constitution, statutes, or State

Council administrative regulations. *® The State Council is considered an

administrative, not a legislative unit.*®' Therefore, its enactments are administrative

io2

rules, not laws™ (only the NPC or its Standing Committee can actually pass laws.’®).

The State Council can pass only administrative regulations, decisions, and orders.**

The ministries and commission of the State Council can promulgate departmental rules
or other binding official documents. In practice, many VC regulations have been
promulgated by these ministries, i.e. the 2005 DVCM and the 2003 FVCP. Because
there 1s no VC “law” adopted by the NPC or its Standing Committee or State Council,
these departmental rules or official documents are the “de facto law” of VC projects in
China. All participants of China’s VC investments shall follow the directive of these
rules. The titles of these rules could bear the words measures, provisions, or circulars.
As for use of the word “‘circular” in this study, it should be noted that the Chinese term
is usually translated into English “notice”. Though the term “notice” is a literal

translation of the Chinese words “‘fongzhi”, the term “circular” seems to be more

Art. 2 & Art. 57, PRC Constitution.

An. 57 & Art. 58, PRC Constitution.

Art. 7, PRC Legislation Law.

0 Ibid.

1% Art. 67, PRC Constitution.

W An. 3, PRC Organic Law of the State Council.
2 Ant. 56, Tbid.

' Arnt. 7, PRC Legislation Law.

Art. 89, PRC Constitution.
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reflective of the nature of these rules. According to the 2001 H()DGP,3 95 “notice” and
“circular” are both “‘documents with legal effect and of standard forms formulated in the
process of administration and are important instruments for carrying out administration

and official activities in accordance with the law 3%

“Notice” shall be used when
“approving or forwarding official documents made by sub-branches, forwarding official
documents made by the Department at a higher or parallel level, informing
sub-branches or other relevant organs matters that should be known and handled
thereby, or when announcing personnel appointing or removal”.*"’ By contrast,
“circular” shall be used for “commendation or criticism, or for making public important
issues.”®® Thus, “notice” is a type of internal government documents, which only gives
instructions to officials or to lower departments of the government. Circulars are, on the
other hand, a type of public official documents, which govern the activities of

individuals or enterprises. For the purpose of this study, the term “circular” is used to

refer to the official documents promulgated by various central government ministries,

. 309
departments and agencies.’

The following six ministries and commissions have promulgated many rules, provisions,
measures, and circulars related to VC industry in China: The MOFCOM plays a key
role in all matters related to foreign trade, investment, and economic cooperation,
including drafting and reviewing the rules, official documents, and policies governing
domestic and foreign VC investment, issuing licenses or approvals to every
foreign-invested VC firm (FVCF).*"® The 2003 FVCP and the 2006 MOFCOM Provision
No. 10 are, for example, promulgated by the MOFCOM. The NDRC is responsible for

308

The 2001 HODGP has entered into force on January 1, 2001.
% An. 2, 2001 HODGP.

07T Art. 9(5), Ibid.

% Art. 9(6), Ibid.

Y% Actually, according to Art. 9 (1) of 2001 HODGP, the term “Order” is the best title for the purposes
of these official documents. It is not clear why Chinese ministries like to choose the term “Notice™
or “Circular” to promulgate their orders. Maybe the only answer is the Chinese officials should
improve their abilities for understanding legal purposes of the laws, rules, and official documents
and drafting official documents in the future.

Mo

See the website of MOFCOM at http://www.mofcom.gov.cr/.
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the macro-regulation of the national economy.’’' The mandates of the Commission
include formulating and implementing the strategies for national economic and social
development, analyzing the fiscal situation and participating in the formation of fiscal
and monetary policies, drafting guidelines on equity investments, including VC
investments, and approving the key projects related to energy or other resources in
relation to foreign investments.’'> The NDRC has been involved in regulating the
Chinese VC industry by promulgating the 2005SDVCM and the 2008NDRC Opinion 10.
The State Administration for Industry and Commence (SAIC) plays a key role administering
company registration in China. The department issues licenses to all types of enterprises,
including Chinese VC LLCs, VC joint stock companies, foreign-invested VC firms, and
VC limited partnerships.’'’> The SAFE is an authority under the jurisdiction of the
People’s Bank of China, and it is mainly responsible for supervising and formulating
rules and official documents related to foreign exchange issues.’'* The department
promulgated the 2005 SAFE Circulars No. 11, No. 75, and 2007 SAFE Circular No.
106 which regulate the foreign VC investors’ activities in China and the ventures’ IPOs
abroad. The SAT is China's tax authority which drafts and promulgates tax rules and
of:ﬁcial documents and handles rebate and refund of taxes.’'’ The department
promulgates some tax incentive documents, including the 2008 SAT Circular No. 985
and the 2009 SAT Circular No. 87, to encourage the development of ventures and VC
investors. The CSRC is the key regulatory agency which oversees the securities markets
on behalf of the State Council. The CSRC is responsibie for drafting relevant rules and
official documents for securities markets, developing long-term strategies, delivering
guidance and coordinating among central and local governments, conducting
supervision and inspec{ion of market activities, supervising securities firms, especially
their proprietary trading activities, and listed companies, as well as their offering of

securities to the public, and has control over the overseas listing of domestic

31 See the website of NDRC at http://en.ndrc.gov.crv.

Y2 Ibid.
"3 See the website of SAIC at http://www.saic.gov.cr/english/index.html.
Sce the website of SAFE at hitp://www.safe.gov.cn/model safe_en/index.jsp?id=6.

See the website of SAT at http://www.chinatax.gov.cn/n8136506/index.html.
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companies.’'® It promulgated the 2000 CSRC Circular No. 72 to govern the IPOs of

ventures in domestic stock markets.
The People’s Congresses and their Standing Committees at the provincial level have

also adopted local VC rules.’"’

These rules are valid upon adoption but must be
reported to the NPC Standing Committee.>'® Governments at and above the county
level can formulate rules related to VC in accordance with national laws and State

Council administrative rules and regulations. "

For instance, Beijing, Hebeli,
Chonggqing, and Zhejiang have all promulgated local governmental VC guiding fund

regulations to promote the local VC activities.

2.2.2 Funding

As discussed, 2003 FVCP and 2005 DVCM are two main set of regulations governing
China’s VC firms. Details of establishment, operation and supervision of DVCFs and
FVCFs are provided for in the two regulations, which form a legal foundation for the
VC firms’ formation in China. In his 2005 book, /nvesting in China: the Emerging
Venture Capital Industry, Li points out that China will amend its Company Law and the
Partnership Law to “provide a more flexible and effective operating environment for the
VC industry.”*?® He thinks that the legal structure of VC firms in China were “much
more rigid, making it more difficult for investors and fund managers to divide profits
and risk.”?' In 2005, China did modify the PRC Company Law and the 2006 PEL,
which now contain more sophisticated and flexible formation rules on funding VC firms.

The section discusses the contents of these laws and regulations.

b

See the website of CSRC at http://www.csrc.gov.cn/n575458/n4001948/.
Art. 7, PRC Organic Law of the Local People’s Congress and Local People’s Governments.
318 .
Ibid.
39 An. 72, PRC Legislation Law.
320 L (2005: 8}.
21 Ibid.
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2.2.2.1 Foreign-lnvested Venture Capital Firms

2.2.2.1.1 Introduction

Foreign VC investors may set up an FVCF in China as an equity joint venture (EJV) under
the EJV law, or a cooperative joint venture (CJV) (with or without legal-person status)
under the CJV law, or a wholly foreign-owned enterprise (WFOE) under the WFOEs
law, or an FIP.**? In China, each of these types of enterprise is referred to as a
foreign-invested enterprise (FIE). Moreover, a FIE may also incorporate as the
foreign-invested company by shares under the PRC Company Law and relevant

regulations.’”> The FVCF cannot currently be set up as a limited partnership in China.

The legal definition of “foreign” investment should be provided at this point. The legal
treatment of foreign investment differs significantly from that of domestic investment,
in terms of establishment procedures, 324 approval standards, 323 and management
structures.”?® Therefore, a clear distinction is necessary to ensure that the proper laws

are applied.

A current standard generally used by the Chinese governments is to examine the source
of investments. If the investment comes from outside the territory of mainland China, it
is usually characterized as a “foreign investment.” For the purpose of this
characterization, investments from Hong Kong, Macao and Taiwan are treated as

“foreign investment.”?” One exception to this rule applies to the use of profits from

32 The main regulations applicable to EJVs are the PRC Chinese-Foreign EIVs Law. The main

regulations applicable to CIVs are the PRC Chinese-Foreign CJVs Law. The main regulations
applicable to WFOFEs are PRC WFOEs Law. The main regulations applicable to FLPs are the PRC
Partnership Enterprise Law and the Administrative Measures for the Establishment of Partnership
Enterprises by Foreign Enterprise or Individual in China. The FIE laws themselves are generally
very short and skeletal. The laws generally cited and used in practice are the implementing
regulations and rules that are much more extensive and practical than the FIE laws.

See the Provisional Regulations on Certain Issues Conceming the Establishment of Companies
Limited by Shares with Foreign Investment.

Art.3, Art.5, and Art.6, PRC EJV Law. Art.6 & Art.7, PRC WFOE Law.
5 Ibid.
¥ Qee Art.6, PRC EJV Law, Art.12, PRC CJIV Law.
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existing FIEs opera*jng within China’s territory. But if such profits are used for
re-investment in China, they are also treated as “foreign investments” so as to enjoy the

preferential legal treatments granted to foreign investment.’?®

Another exception is that
round-trip investment can not be treated as foreign investment because the capital’s
owners are Chinese nationals or enterprises. The government promulgated the
Implementing Opinions on Several Issues Concerning the Application of the Law in the
Administration of the Examination, Approval and Registration of Foreign-invested

Companies®?®

to venfy the qualification of “foreign investments.” When venfying the
qualification, a foreign investor must have his or her identity certificate notarized by a
notary of his or her home country in order to prove his or her identity. Such notarization
shall then be endorsed by the Chinese embassy (or consulate) stationed in the home
country. 33 The round-trip capital’s owners cannot receive the notarization of the
foreign country because they are Chinese by nationality. Thus, they cannot benefit from

the preferential legal treatment granted to foreign investment.

FVCFs should be seen and treated as a special type of FIEs. Unlike EJVs, C}Vs, or
WFOEs, the business scope of FVCFs is not expressly and explicitly contemplated in

the FIE laws. In addition, the FIE laws govern foreign investments in “traditional”

EX )

industrial sectors in China.”” Moreover, the FIE laws only recognize one type of

foreign investment company, i.e., the FIE Holding Company. According to the

Provision on Establishment of Companies with an Investment Nature by Foreign

32 3

Investors,”*? an FIE Holding Company may engage in direct investments in China.*?

The FIE Holding Company may also provide vanious support services to its portfolio

%  In addition, the FIE’s may petition for a refund of income tax allocated to the profits used for

reinvestment. See Art. 7, PRC EJVs Law; Ast. 17, PRC WFOEs Law; Art. 10, PRC Provisions on
the Encouragement of Foreign Investment.

The Opinion was promulgated on Apnl 24, 2006.
P Art. 5, PRC FIERO.

Art. 3, the Implementation Provision on PRC EIVs Law, Art. 3 & An. 4, the Implementation
Provision on PRC WFOEs Law.

B2 The Provision was promuigated by the MOFCOM on Nov. 17.

Art. 2, the Provisions on Establishment of Companies with an Investment Nature by Foreign
Investors.
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companies. The invested company of an FIE Holding Company is not required to be a
start-up on which VC firms focus. However, market entry thresholds for the
establishment of an FIE Holding Company are rather high. Among other things, the
total assets of a foreign investor who sets up an FIE Holding Company shall be at least
$400 million and total investment in China must amount to at least $10 miltion.*** Or
alternatively, the foreign investor must have invested in at least ten companies in China
with at least $30 million.’*® The FIE Holding Company itself must also have a
registered capital of at least $30 million in China.’*® These requirements may bar
foreign VC investors from entering China’s VC industry under the FIE Holding
Company structure. In contrast, if an FIE is qualified as an FVCF, the applicable market
entry thresholds are much lower than those applicabie to an FIE Holding Company.
Thus, smaller foreign VC investors would presumably avoid entering China’s VC
industry through the structure of a FIE Holding Company. Moreover, an FVCF can only
invest in non-public high-tech start-ups.*>’ But there is currently no mechanism for the
Chinese government to examine the investment of FVCFs and determine whether it is

within the permissible scope.

The 2003 FVCP closes a legal gap with respect to the formation and operation of
FVCFs.*® As mentioned, the 2003 FVCP is the principal piece of legislation that
governs FVCFs.**® A FVCF is alsé subject to foreign investment restrictions under the
FIE taws.’*® Therefore, a FVCF can be considered as a special category of FIEs.**! The
2003 FVCP classifies FVCFs into legal-person firms and non-legal-person firms.>*?
This study summarizes some key points of FVCFs funding as follows.

M An. 3, Ibid.
B An. 3, Tbid.
Be Art. 3, Ibid.
27 Ant. 3, 2003 FVCP.
3% Ant. 2, Ibid.
¥ Arnt. 1, Ibid.
MO AR 1, Ibid.
#1 Art. 10, Ibid.

2 Art.4 and Art. 7, Ibid. As mentioned, under the FIE legal regime, legal-person FIEs include EjVs,

legal-person CJV, WFOE, and company limited by shares with foreign investment (“CLS”).
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2.2.2.1.2 Registered Capital and Requisite Investor

Since foreign VC investors are not allowed to set up limited partnership VC firms in
China (all foreign-backed VC firms in China should be corporations or general
partnership enterprises), imposing high requirements for registered capital and
qualification are one way China can restrict the establishment of foreign VC firms.**
Only bigger foreign investors that can easily put up the necessary registered capital have
chances to enter China’s VC industry. The registered capital of a non-legal-person
FVCF must be at least $10 million, and it must be at least $5 million for a legal-person
FVCF.>* Legal person means “an organization that has capacity for civil rights and
capacity for civil conduct and independently enjoys civil rights and assumes civil
obligations in accordance with the law.”?*? Except for the RI, which is defined below,
each VC investor is bound by a minimum capital commitment of $1 million.>*
Furthermore, in a legal-person FVCF, the RI’s stated and paid-in capital must be at least

30% of the total stated and contributed capital amount.’*’ In a non-legal-person FVCF,

the threshold is 1% for both the stated and contributed capital.**®

“Requisite Investor” (RI) is the term that the 2003 FVCP adopts to refer to the specific
class of investors of an FVCF, and this term is roughly equivalent from a legal

perspective to a GP in a U.S. partnership. An FVCF must have at least one Rl that

Non-legal-person FIEs include non-legal-person CJV and partnership, which is still being
considered by Chinese government. In a legal-person entity, the shareholders assume limited
liabilities for the indebtedness of such entity. Conversely, in a non-legal-person entity, the
sharcholders assume joint and several liabilities with such entity (i.e. unlimited liabilities) for the
entity’s indebtedness.

¥ Art. 6(2), Ibid.
4 Art. 6(2), Ibid.

345

Art. 36, 1986 PRC General Principles of the Civil Law. The law also stipulates that “a legal person
shall have the following qualifications: (1) establishment in accordance with the law; (2) possession
of the necessary property or funds; (3) possession of its own name, organization and premises; and
(4) ability to independently bear civil liability.” (See Art. 37).

¢ Art. 6(2), 2003 FVCP.
¥ Ant. 7(6), Ibid.
M8 Art. 7(6), Ibid.
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meets certain qualifications provided for in the 2003 FVCP.**® The principal business
of a RI must be VC investment. The amount of capital that a RI manages in the three
years prior to the application must be at least $100 million (or RMB100 million for a
Chinese RI), of which at least $50 million (or RMBS50 million for a Chinese RI) is
injected in VC investment projects.’®® A RI must employ at least three professional VC

managers to operate the business of the firm.*"'

A RI may meet the foregoing
qualification requirements through its affiliates, and the RI and his affiliated entities

shall not have been prohibited by their own countries from engaging in VC

. 352
investment.

China is silent on a RI’s authorities within the firm. It is uncertain as to whether a Rl
can have management rights that are comparable to a GP in a limited partnership. In a
legal-person FVCF, the board of directors takes charge of day-to-day management.’”
In a non-legal-person FVCF, the authority of managing the firm belongs to the joint
management committee.’>* The board and committee have the authority to establish the
executive departments, which manage the daily operations of the firm and execute the
board or committee’s investment decisions.”>® The persons monitoring the executive
departments must meet certain criteria.’”>® The executive departments must regularly
report to the board and the committee.’>” However, the board and the committee may,
instead of establishing their own executive departments, delegate daily operational

management to another FVCF >

¥ Ant. 6(1), Ibid.
30 Ant. 7(2), Ibid.
B Art 23(2), Ibid..
32 Ant. 7, Ibid..

¥ An. 17, Ibid.

34 Art. 17, Ibid.

%% Ant. 18, Ibid.

3% Art. 19, Ibid.

»7  Art. 20, Ibid.

8 Art. 21, Ibid.
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In a legal-person FVCF, all the shareholders assume limited liability for the debts of the
FVCF.> In a non-legal-person FVCF, the RI assumes unlimited liability, and she shall
undertake joint liability when the assets of the FVCF are insufficient to meet its
obligations.’®® Thus, when an FVCF becomes insolvent, its creditors can have recourse

to the RI’s own personal assets.*®’

2.2.2.1.3 Business Scope and Term of FVCFs

Foreign VC investors are limited in terms of business scope when they conduct business
in China. An FVCF may use up to 100% of its paid-in capital for VC investment,
including setting up new ventures, investing in existing start-ups, and accepting transfer

of other investors’ shares of existing start-ups.’®

An FVCF may also provide business
start-up advice as well as management consultation services to its ventures.’®> China
prohibits an FVCF from engaging in some activities which can be done by their Chinese
counterparts. For example, foreign VC investors cannot invest in some Chinese
industries which are prohibited to be invested by foreign investors.’® Foreign VC
investors may not trade public shares and corporate bonds. Nor may they own real
estate except for their own use.’®® An FVCF cannot provide capital, loans, or securities

to other firms.*®® That means an FVCF cannot be a “fund of funds” in China which can

be taken by DVCFs.**’

% An. 4, Ibid.

%0 Ibid.

%! Art. 38, PRC FVCP.
%2 Art. 31(1), Ibid.

3 Ant. 31(2), Ihid.

34 Art. 32, Ibid.

35 Ibid.
6 Ibid.
%7 Ibid.
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In the contrast with DVCFs, whose term should not be less than seven 1.1<:ars,3 8 a5 is
discussed in the following section, the term of an FVCF may not exceed twelve years

and is renewable subject to the approval of the approval authorities.*®

2.2.2.1.4 Foreign-Invested Venture Capital Limited Partnership

The 2006 PEL allows foreign enterprises or individuals to establish partnership
enterprises in China. The law gives authority to the State Council to make such
administrative measures as are necessary to govem foreign-invested partnership
enterprises.”’® The State Council finally promulgated the 2009 FIPM on November 25,
2009. The regulation came into force on March 1, 2010.2”" The 2009 FIPM makes
some rules affecting VC industry, most of which relax the strict legal requirements on
establishing FIP in China. But the regulation fails to give a final answer to foreign VC
investors on how to set up FLP VC funds in China. There is no pnor approval
requirement by MOFCOM for establishing an FIP in China. The most remarkable
feature of the 2009 FIPM is that the application process for setting up an FIP is, unlike
any other FIE forms in China, which are still required to get governmental approval for
establishment, the same as its Chinese counterpans.m Some scholars point out that the
2009 FIPM represents an attempt to change the foreign investment approval system
which has been applied for over thirty years.”3 Foreign investors could set up a new
FIP or acquire an existing domestic partnership via mergers and acquisitions.’”® That
means an FIP could be a wholly FIP or a joint partnership, which has both foreign

partners and Chinese partners.’”

¢ Art. 19, 2005 DVCM.

%% Arnt. 37, 2006 FVCP.

Y1 Art.108, 2006 PEL.

' An. 16, 2009 FIPM.

YI2Li (2009).

3 Wang & Chen (Feb. 2010: 15).
Y4 Art. 2, 2009 FIPM.

1% Wang & Chen (Feb. 2010: 15).
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The Chinese government removes the restriction that a foreign investor can only
contribute its RMB capital in a new domestic investment from limited sources,
including dividends or the interests of share transfer.’’® Now any “legally obtained
RMB proceeds” of foreign investors are allowed to be invested in an FLP.*"7 Further,
China offers more flexible mechanisms to foreign VC investors on the ways of making
capital contributions. The 2009 FIPM does not require a minimum capital or schedule
of contribution for establishing an FIP.*’® Thus, foreign investors enjoy the same
freedom on capitalizing LPs as their Chinese counterparts already have. But the bad
news is the 2009 FIPM requires that foreign investors only contrnibute in cash.’” In
contrast, a Chinese investor of the domestic limited partnership VC fim could
contribute in cash, intellectual property rights, land use rights, or other assets. > It is

clear that stricter capital rules are applied to foreign investors.

The promulgation of the 2009 FIPM signals that China is in the process of setting up a
legal framework that allows foreign VC investors to establish onshore foreign-invested
VC funds through FIPs. However, in the meantime, the provisions of 2009 FIPM also

prove that China will not give up its strict control over foreign investment in the near

term.331

2.2.2.2 Domestic VC Firms

2.2.2.2.1 Introduction

The 2005 DVCM was jointly promulgated by ten ministnes and commissions on
November 15, 2005 and took effect on March 1, 2006.** The material provisions of the
2005 DVCM correspond to the 2003 FVCP. However, the 2005 DVCM mainly governs

Broad & Bnght Law Firm (2009).

T Ant. 4, 2009 FIPM.

*  Broad & Bright Law Firm (2009).

AR 4, 2009 FIPM.

%0 Ant. 1, 2005 DVCM, and Art. 27, PRC Company Law.
%! Wang & Chen (2010: 17).

2 See PRC NDRC Order No. 39.
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the formation and operation of VC firms that involve no foreign investment.’® But, if
thc FVCFs could meet the relevant conditions, such firms may “‘enjoy the relevant
policy support granted to startup investment enterprises under these Measures.™**
Unfortunately, up till now, the scope and contents of “the relevant policy support™ have
not been clarified. The 2005 DVCM reflects a broad govermmental policy to cultivate
China’s VC industry, particularly in the technology sectors.’® Among other things, the
legislation shows that China wishes these VC firms could be established to invest in
onshore ventures and that preferential tax policies will be adopted to support thesc

386

onshorc ventures. The legislation represents a positive step forward in the

development of China’s VC industry.

1IR7

In China, VC investment is also called “start-up investment. The term “‘start-up

investment” means “‘any stock right investments that are injected into a start-up

. 388
enterprise’®

in expectation of capital gains mainly by way of stock right transfer after
the invested startup enterprise becomes mature or relatively mature.” **
Correspondingly, domestic VC enterpnises are called ‘startup investment
enterprises.” > This term refers to an “enterprise organization registered and
established within the temtory of the People’s Republic of China for the purpose of

»wl9]

mainly engaging in startup investment activities. DVCFs are classified into several

types: Chinese LLC, joint stock company, or other business organizations under

¥ An. 2, 2005 DVCM.
B4 An. 5, Ibid.
¥ An. 1, Ibid.
'8 Art. 23, Ibid.
¥ An. 2, Ibid.

" The term “start-up enterprise” refers to “any growing enterprise registered and cstablished within

the temtory of the People’s Republic of China that is during the course of establishment or
re-establishment, excluding those enterprises that have got listed in the open market.” See Art. 2,

Ibid.
W An. 2, Ibid.
¥ Ibid.
¥ Ibid.
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Chinese laws.”®® The 2006 PEL also gives DVCFs an option to be organized in the

limited partnership form.

2.2.2.2.2 Legal Forms of DVCFs

1) Corporation

As discussed in Section 1.4.3.1, betore the 2006 PEL was revised in 2006, all DVCFs
had to be organized as Chinese LLCs or joint stock c:orm:'anics‘w3 under the PRC
Company Law.**® The DVCFs created in these legal forms can enjoy limited liability as
the independent enterpnise legal pcrson.y"5 Today, some big state-owned DVCFs are
still organized as Chinese LLC or joint stock company. For cxample, Beijing High
Technology Venture Capital Company,”® the first VC firm in Beijing, 1s a big
state-owned joint stock company set up by some famous SOEs.””” Shenzhen High
Technology Investment and Guaranty Company’’® is one of the biggest VC firms in
China with a Chinese LLC structure.’” Therefore, understanding the PRC Company
Law is a premise to discuss China’s VC legal framework. Furthermore, it is generally
accepted that PRC Company Law has played an important role in restructuring SOEs

and in improving the business environment in China.

Y2 An. 6, PRC DVCM.

This type of company is also called as company limited by shares in China. For the purpose of the
study, this type of company will be cited as “joint stock company” under discussing PRC laws and
the U.S. laws.

An. 2, PRC Company Law.

5 Art. 3, Ibid. In comparison, a Chinese LLC is equivalent to a private company or so-called “closed

company” which is popular in the U.S., but is different from an LLC in the U.S. (See Gu (2006: 9)).
A Chinese joint stock company is equivalent (o a joint stock company in the U.S.
¢ The Chinese name is b5ty B 48 A Gk BE BB 6 41 BN 22 1)
7 The sharcholders of the VC firm include Beijing Energy Investment Holding Group (b st fit i 8 9%
() 49BN 23 1)), National Development and Investment Company (|16 $8 ) &Hk 58 85 £7 BN 23 «i)),
and other biggest state-owned companies of China. More details are at
http://www.bhti.com.cn/aboutus.asp?id=95.

% The Chinese name is ¥ 91086 b8 AR REBEH{R A7 BN 23 ).
¥ See the website of the company at hup:/www.szhti.com.cnvce/portal/layout?p | 1d-PUB.1012.2.

Y99 Gu (2006: Preface).
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Chinese law imposes some restrictions on the number of sharcholders. A Chinese LLC
must be jointly invested in and incorporated by not less than one and not more than fifty
shareholders.*’! According to the general rules in China, there are two types of joint
stock companies, non-listed joint stock companies and listed companies. A
non-listed joint stock company must not have less than two and not more than two
hundred sharcholders.*”® Non-listed joint stock companies should register with the
CSRC and transfer to a listed joint stock company if it issues shares to more than two
hundred specificd buyers.*” Chinese VC rules follow the requirements of the PRC
Company Law. It is emphasized that the numbers of investors in a Chinese VC LLC
must not exceed fifty persons and that the VC joint stock company must have less than

two hundred shareholders (there is no listed VC company in China).*”*

The procedure for establishing a Chinese VC LLC is different from that for establishing
a VC joint stock company. To be more specific, a Chinese VC LLC can only be
established by adopting a “promoter method”, which means that the registered capital of
this type of company must be wholly contributed by the promoters,'”® whilst VC joint
stock companies may be established by either a promoter method or a share offering
method.**” 1f a DVCF wishes to go to public in the future, the firm should be organized
as a VC joint stock company, for it is the only legal form that the PRC Company Law
allows to be used for raising capital from the public.mg The difference makes 1t
complex for investors, including VC investors, to launch their business in China. They
have to spend more time and cost on researching different requirements and results on

the basis of the different procedures.

Art. 24, PRC Company Law.
Art. 79, and Ant. 120, Ibid.
Art. 79, Ibid.

Art. 10, PRC Secunties Law.
Art. 9, 2005 DVCM.

6 Art.26, PRC Company Law.
97 An. 78, Ibid.

“F Art. 78 & Art. 145, Ibid.

402
403
404

405
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On the other hand, the requirements for capital contribution for establishing a common
Chinese LLC or a joint stock company were amended in 2005. A common Chinese
LLC can now be set up with a minimum amount of RMB30,000 registered capital.**
The minimum capital requirement for a joint stock company 1s RMB5 million.*'’ VC
firms must meet other minimum capital requirements the law prescnibes for VC
firms. *'' For example, the 2005 DVCM increases the requirements for capital
contribution of a Chinese VC LLC or a VC joint stock company to no less than RMB30
million, and the down payment of the company’s capital contribution shall not be less
than RMB10 million.*'? Further, all shareholders of the VC company should promise to
pay the “balance of actual capital contribution in a sum of not less than RMB30 million
within five years after the registration.”™'? The minimum capital contribution of each
shareholder of the VC company shall not be less than RMB1 million.*'* The PRC
Company Law allows, in general, shareholders to make capital contributions in
currency or in kind.*"® But the 2005 DVCM insists that “all investors shall make

ndld It

investments in monetary form. is clear that Chinese law imposes stricter

requirements on these “financial” firms.

2) Limited Partnership

Prior to the 2006 PEL, all partners in a partnership enterprise had to be natural persons,
and there was no provision for the creation of limited partnerships.®'’ Thus there was
only one type of partnership enterprise, the general partnership, in China before 2006.
One scholar spoke for many by suggesting that China should *“legally recognize limited

partnership and develop laws that specify the rights and obligations of the general

0% Art. 26, Ibid.

410 Art. 81, Ibid.

' Ant. 81, PRC Company Law.

7 An. 9, 2005 DVCM.

U Ibid.

0 1bid.

Art. 27, PRC Company Law.

¢ An. 9, 2005 DVCM.

T Ant. 30, PRC GPCL, and Art. 5, 1997 PEL.
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partners and limited partners” in order to support the development of VC industry.*'®

Now, following the most recent amendment of the 2006 PEL, a VC firm can be
The 2006 PEL, adopted by the Standing
Committee of the NPC on August 27, 2006, and became effective on June 1, 2007’,420

5 ¥ i N g
organized as a limited partnership.*'

makes the new limited partnership form accessible for VC investors.

Pursuant to the 2006 PEL, partners in partnership enterprises are generally divided into
two groups: GPs and LPs.*?' The classification is very important for VC projects. As
mentioned, the LP is a key component of the U.S. VC legal framework. Before the
enactment of the 2006 PEL, Chinese VC firms could only be established as either a
Chinese LLC or a joint stock company. The incorporated structure might not be flexible
enough to attract more non-VC investors to become involved in VC investment because
of the tax and capital contribution restrictions. The 2006 amendment provided that
natural persons, legal persons, and other organizations may establish limited partnership
enterprises.*”> That is to say, legal persons and organizations are allowed to become
partners in a limited partnership. However, China still forbids wholly state-owned
companies, state-owned enterpnises, listed companies, and public service entities or
social communities to serve as GPs.*”® This should mean that corporations or
individuals may be the GPs in a domestic VC limited partnership. In practice, however,
registration offices might refuse to approve applications to set up a limited partnership
when a Chinese LLC or joint stock company, rather than an individual, is named as the
GP of the partnership. “There is a gap between the law and the practice,” Ms. Qiu Dan,
the manager of the Shenzhen Green Pine Venture Capital Limited Partnership, has

explained, “‘since the 2006 PEL does not clearly stipulate that corporations can be the

18 Fu (2001: 527).

“'% " The legal history of Chinese partnership form can be divided into three stages. The first stage is

from 1986 to 1997 before the adoption of PRC Partnership Enterprise Law. The second stage is from
1997 to 2006 when PRC Partnership Enterprise Law (“PEL1997"") was promulgated in 1997. The
third stage is from 2006 to present with the promulgation of PEL2006.

Sec the Order of the President of the People’s Republic of China (No.55, August 27, 2006).
21 Ant.2, 2006 PEL.

22 Ant.2, Ibid.

B Art.3, Ibid.

420
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GPs in limited partnerships, the local registration offices prefer to require all applicants
of GPs to be individuals, so as to avoid the problem of the ‘veil of company’.” She
added, “The legal culture of China is not people can do everything which i1s not
prohibited by law, but rather people can only do the things which are expressly allowed

by law. It is the reason why the GP of our VC firm has to be the individual.”

Institutional investors are encouraged to invest in the Chinese VC industry. For instance,
the NSSF has been approved to participate in private equity and VC funds up to 10% of
the total assets of the funds.*** Thus, the limited partnership form is the legal structure
best suited to meet the needs of such non-VC investors in China. Further, when

compared with the general partnership,*?®

a limited partnership can be established by at
least onc GP and one LP.*?® In a limited partnership, the GP’s legal liabilities are the
same as those of a general partnership, while the liabilities of LPs are limited to the
capital to which they contribute the limited partnership.*?’ Professional VCs are
encouraged to manage the day-to-day business and investment in a VC limited
partnership without making a significant capital contribution. Other non-VC investors
could only bear limited risks arising from VC investment. In reality, the LPs could set
up an advisory board which has “negating” authority to review and veto the decisions of
GPs pursuant to terms that could be agreed between the two parlics.423 LPs and
advisory bodies cannot, however, take part in management, even “passively,” or they
will have to bear unlimited liability for these activities. The changes encourage more
capital and people to become involved in China’s VC industry, but also leave the LPs
with the question of how best to protect their investments and fund their ’s best interests
when the GPs manage several other VC funds at the same time. The LPs typically use
non-compete agreements to prevent the GPs management from diverting resources to

different VC funds. They will require the GPs to balance the different investment

See the website of NSSF at http://www.ssf.gov.cn/xxgk/zhzw/gzdt/200904/120090427 881 html.
‘% Ar.2, 2006 PEL.

26 Ant.61, Ibid.

‘7 An. 2, Ibid.

‘2% Han (2006).
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opportunities among all funds and forbid them to disclose the relevant fund’s
confidential information to other funds or other sharcholders.*?® Obviously, such
agreements cannot fully remove the nsks of diversion of opportunities and insider

trading. The problem of insider trading is always a risk during the VC investment.

In theory, a VC limited partnership could enjoy preferential taxation. It is provided
under 2006 PEL that “for the production and business operation incomes and other
incomes of a partnership enterprise, the partners shall pay their respective income tax in
accordance with the relevant tax provisions of the state.”*”° That means there is no
taxation at the partnership enterprise level which should be had at corporation level. All
profits generated by the partnership enterprise will be “passed-through™ and be
attributed to the partners.*>' This privilege encourages VC firms to take the form of the
limited partnership rather than that of the corporation in order to avoid additional

taxation. The taxation of VC firms is discussed in the following section.

A comparison of VC company and VC limited partnership is as follows:

VC Compan
pany ¥V Limited Partnership

Chinese LLC  Joint Stock Company

Number of
Less than 50 Less than 200 2-50
Initistors
Requirements on  Paid-in capital > RMB30 M Paid-in capital > RMB30 M
Capital Individual investment > RMBI00 M Individual investrment > RMB100 M
contribution in currency contnibution in currency
Assumption of Limited liability within the amount of GP: unlimited liability
Risks contribution LP: limited liability
Stipulation on Equal nghts for equal shares. GP has more power in management
Management Entrusted administration by agreements and decision making
Distribution of According to the ratio of contribution Proportion as agreed
Profits or to the cost (by agreement)
Tax Burdens Enterpnse income tax Levying income tax on the partners’
¥ Ibid.
0 An. 6, Ibid.

“ Han (2006).
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Individual income tax income only

Applicable Laws PRC Company Law, DVCM, FVCFP PEC2006, DVCM, FVCFP

2.2.2.2.3 Management, Investment, and Governmental Support

When managing the DVCFs, the GP must have at least three sophisticated senior
managers > who have two or more years experience selecting investments for a VC
firm, to take charge of the VC investment and management.*’® If the GP entrusts
another DVCF or a domestic VC consulting firm as a management consultant to
undertake its VC investment and management, this consultant shall also have at least
three sophisticated senior managers who have two or more years investing experience
of a VC firm to undertake the VC investment and managemc.em.“3'1 A DVCEF could set
up other VC firms, including establishing a new firm or investing in an existing firm

5

through share participation,”’ or conduct business as a VC consulting agency for other

VC firms,*® i.e. the form of “fund of funds” therefore does exist in China.

A DVCF faces less legal restrictions than those facing an FVCF. A DVCF cannot
conduct any guaranty business or real estate business except for self-use purpos.oe:s.'m
Though a DVCF may make investments with all its capital, such investments must be
limited to non-listed corpcn'aliorzs.‘mi That means a DVCF can not trade stocks on stock
exchanges. Further, the investments made by a DVCF into a single enterprise must not
exceed 20% of the total capital of this DVCF.**® The reason of the limitation is to

reduce the risk of VC investment in a single firm. Moreover, whereas an FVCF cannot

-

2 The Ant. 9 of the 2005 DVCM defines the “sophisticated senior manager” as “the managenal

personnel who hold the position of deputy manager or higher positions or equivalent positions in the

VC fim.”
3 Ant. 9(5), 2005 DVCM.
44 Ar9, Ibid.
45 Art. 6 and Ant. 14, Ibid.
96 Arnt. 12, Ibid.

47 Art.13, Ibid.
98 Art.14, Ibid.
9% An.16, Ibid.
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make investment with other people’s money**® and is not allowed to borrow money
from other institutions or individual in China, a DVCF could advance its capital by

credit financing.**' This situation widens the fundraising channels of the DVCFs.

The local governments can support VC development through governmental VC guiding
fund programs. China encourages central and local governments to establish
governmental VC guiding funds to support the development of VC firms and start-ups
by the means of share participation and providing financing guaranty.“z The 2008
NDRC Opinion No. 10 has set up governmental guiding funds to support start-ups and
encourage private VC funds to invest in high-tech s.tau‘t-ups.443 With governmental
guiding funds, the governments may increase the supply of VC projects and encourage
more and more private VC firms to invest in early stage start-ups.

2.2.3 Restrictions on Foreign-Funded Venture Capital
2.2.3.1 Restrictions on Investment
2.2.3.1.1 General

As mentioned, for nearly thirty years following the founding of PRC in 1949, China
eschewed all foreign direct investment in its development. It was not until 1979 when
China started to implement an “open-door” policy and promulgated laws to allow and
encourage foreign capital to flow into China.*** However, China implements its
open-door policy on a selective basis. In other words, China has retained various

restrictions on foreign investment.**> China’s accession to the WTO since the end of

“0  Art.32,2003 FVCP.

“!' " Arn.20, PRC DVCM.

“2  An. 22, Ibid.

“43  Art. 1, 2008 NDRC Opinion No. 10.
4 Voss, Bucley, and Cross (2008: 1)

“3  See the Opinions on Further Encouraging Foreign Investment at the Present Penod, the Circular on

Enlarging the Local Approval Power of Foreign Investment Projects in the Encouraged Category
Requiring no National Comprehensive Balancing, the Interim Measures for the Administration of
Examining and Approving Foreign Investment Projects (2004), and the Catalogue for the Guidance
of Foreign Investment Industnes (2007)
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2001 has resulted in the increasing opening up of economic sectors to foreign

investment, though certain sectors remain closed to foreign investments,**°

It has been commonplace that two parallel legal regimes, with one for domestic
enterprises and the other for FIEs, co-exist in China. As for the industnies in which VCs
are allowed to invest there is, in theory, almost no limitation for DVCFs. The only
exception in the 2005 DVCM is that “the VC enterprises shall not engage in guaranty
business and realty business, except for purchasing real estate for self-use.”*’ But
FVCFs face a series of limitations on VC investment in China’s industries. The FVCFs
should follow the guidance of both the 2002 Provisions on Guiding the Orientation of Foreign

Investment (PGOFI) and the 2007 Industry Catalogue to conduct their investment.***

China promulgated the Interim Regulation on the Guidance of Foreign Investment
Direction,**® which was repealed and replaced by the 2002 PGOFI in 2002, and by the
1995 Industry Catalogue in 1995.**° These rules present a clearer picture of the Chinese
government’s policies as to foreign investors’ involvement in various industries.
Subsequently, the 1995 Industry Catalogue was amended, respectively, in 1998,*"
2002,%% 2005,*** and 2007,*** reflecting China’s seeking of balance between pursuing

high economic growth backed by foreign investment, including VC investment, on the

46 See the Industries Catalogue (2007).

7 Art 13,2005 DVCM.

“%  Art. 39, 2003 FVCP.

The regulation was promulgated by the State Council on June 7, 1995.

The Industry Catalogue was promulgated by Decree No.5 of the State Planning Commussion, the
State Economic and Trade Commission and the Ministry of Foreign Trade and Economic
Cooperation on June 20, 1995.

451

The 1998 Amendment was approved by the State Council on Dec.29, 1997, and for tnal
implementation since Jan.1l, 1998.

The 2002 Amendment was promulgated by Decree [2002] No.346 of the State Council
and entered into force on Apnil 1, 2002.
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3 The 2005 Amendment was promulgated by the State Development and Reform Commission, the

Ministry of Commerce on Nov. 30, 2004.
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The 2007 Amendment was promulgated by Decree [2007] No. 57 of the State Development and
Reform Commission, the Ministry of Commerce of the PRC and came into force as of December 1,
2007. The Catalogue as promulgated by the former State Development Planning Commission and
the Ministry of Commerce on March 30, 2004 shall be annulled at the same time.
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one hand, and the concerns of national economic security on the other hand. The current
version of the 2007 Industry Catalogue became effective as of December 1, 2007. It
retains the classification methodology and organizational structure used in the previous

5 . : . 455
versions without significant changes.

The 2002 PGOFI provides for a general description and differentiation in the treatment
of different categories.**® The 2002 PGOFI and the 2007 Industry Catalogue are the
primary legislation governing foreign investments in different economic sectors in
China.**” To be more specific, the 2002 PGOFI and the 2007 Industry Catalogue divide
foreign investments into four categories: encouraged category,®*® permitted category,

restricted category, **°

and prohibited category. * These regulations should be
reviewed carefully by foreign VC investors before making any investment decision. VC
investors must ensure that proposed projects do not fall within the “prohibited” category.
! Furthermore, specific classification of foreign investment projects under the 2007
Industry Catalogue is one of the major criteria for determining whether such projects

will benefit from any customs duty and related tax exemption.

There are various incentives and preferential treatments for “encouraged” projects,
mainly tax exemptions and rebates.*®? Most foreign VC projects in the “encouraged”
sector are allowed to take the form of WFOE.*® Encouraged industries include
agriculture, energy, transportation and important raw material industries. Sectors not

listed in the 2002 PGOFI belong to the “permitted” category.*® Like those in the

%5 See the Industries Catalogue (2007).

Art. 1, 2002 PGOFI.
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“7 A 3, Ibid.
% Ant. S, Ibid.
% An. 6, Ibid.
0 An. 4, Ibid.
“l Ant. 2, Ibid.
“? An. 9, Ibid.
%3 Art. 8, Ibid, the 2007 Industries Catalogue, and the Catalogue of Encouraged Foreign Investment
Industnes.

%4 An. 4, 2002 PGOFI.
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“encouraged” sector, foreign VC projects in the “permitted” sector are allowed to take
the form of WFOE.*®® However, they are generally not eligible for extra incentives and
preferential treatments except in the case that they will be investing in the mid-west
ternitory of China.*®® There are stricter approvals or filing requirements for “restricted”
projects. %7 Furthermore, foreign VC projects in the “restricted” sectors may be
required to take the form of JV.*** Foreign VC investors may only hold a minority
interest in the investment projects.’®” Foreign investment, including VC investment, is
not allowed in the sectors falling into the prohibited category.®’® These sectors include,
“a) those that jeopardize national security or harm the public interest, b) those that cause
pollution damage to the environment, destroy natural resources or damage human health,
L.) those that occupy large tracts of cultivated land or are disadvantageous to the
protection and development of land resources, d) those that jeopardize the secunty or
efficient use of military installations, €) those that, in the production of products, apply
techniques or technologies that are unique to China, or f) those that are otherwise

provided for in laws and administrative regulations of the State.”™”

While access to many industries remains heavily restricted, the changes in the 2007
Industry Catalogue as a whole are positive and encouraging. Manufactuning of railway
transportation equipments and operation of electricity gnds, with carve-outs, are now
open to foreign investment. Although the 2007 Industry Catalogue provides no major
changes other than those required to give effect to China’s commitments to the WTO
protocol, the 2007 Industry Catalogue has been made substantial amendments to the

2002 Industry Catalogue and has liberalized many sectors.

5 An. 8, Ibid.
%6 Art. 9 and Art. 11, Ibid.

%7 Art. 10 and An. 12, Ibid.

%8 Art. 8, Ibid, the 2007 Industry Catalogue, and the Catalogue of Restncted Foreign Investment

Industnes.
%9 Ant. 8, 2002 PGOFI.

0 Art. 7, Ibid, the 2007 Industry Catalogue, and the Catalogue of Prohibited Foreign Investment
Industnes.

Art. 7, 2002 PGOFL
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2.2.3.1.2 Restricted Industries for Foreign Venture Capital Investment

Some of the “restricted” industries and sectors that are potentially attractive to and

favored by foreign VC investors*’? are described in greater detail below.

Although participation by foreign investors is limited to EJVs and CJVs only, the
operation of institutions of higher education falls within the “encouraged” category.*”
The operation of high school level educational institutions falls within the “restricted”
category and participation by foreign investors is also limited to the EJVs and the CJVs
only.*’ The operation of basic or compulsory educational institutions falls within the
“prohibited” category and participation by foreign investors remains prohibited.*”> The

specific governing authority of this sector is the Ministry of Education of China.*’

Foreign-invested wholesale enterprises must not engage in the distribution of

477

tobacco.”"" Also, foreign-invested wholesalers may not engage in the distnbution of

salt.*’® Furthermore, unlike domestic enterprises, foreign-invested wholesale or retail
enterprises are generally required to have a limited operational term of thirty years, but
it may be extended to forty years if they are set up in the central and western regions.*”’

The specific governing authority of this sector is MOFCOM.**

The permitted investment vehicle in the telecom industry for foreign investment is the

EJV.*' The restricted services that can be offered by an EJV include basic telecom

82

i ’ 4 , "
services and value-added services. In respect of basic telecom services, a
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Lexsina (2006: 4).

47}

The 2007 Industry Catalogue, and X.1, the Catalogue of Encouraged Foreign Investment Industnes.

‘" Ibid, and XII, the Cataloguc of Restricted Foreign Investment Industries.

‘5 Ibid, and IX.1, Ibid.

‘7 See the website of the Ministry of Education at www.moe.gov.cn.

‘77 Art. 17, the Measures for the Administration of Foreign Investment in the PRC Commercial Sector.

‘B bid.
4% Ant. 7, Ibid.
0 Art. S, Ibid.

“l  Ant. 2, the Administration Provisions of Foreign-funded Telecommunications Enterpnses.

42 Art. 4, Ibid.
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provincial-level foreign-invested telecom enterprise is required to have a minimum
registered capital of RMB2 billion,*®’ whercas the minimum for a municipal-level
foreign-invested telecom enterprise is RMB200 million.*®* In respect of value-added
services, the mimmum registered capital of RMBI10 million is required for a
provincial-level foreign-invested enterprise™’ and the minimum of RMBI million is
required for a municipal-level foreign-invested enterprise.**® Internet activities fall into
the scope of value-added telecom services.*®” The restrictions described above, as far as
they relate to value-added telecom services, are applicable to the internet sector. The

specific governing authorities of this sector are the Ministry of Information Industry of

China and the Ministry of Culture of China.*®

The advertising industry is also a restricted industry for foreign VC investors. In the
advertising industry,*®® foreign-invested advertising enterprises could be organized as
EJVs, CJVs, or WOFEs.**® However, the establishment of a foreign-owned advertising
company is subject to more stnngent and restrictive approval procedures.’®’ The

specific governing authority of this sector is the SAIC.*"

Foreign investment in real estate also falls within the “restricted” category.*”’ In an

effort to restrict the inflow of foreign “hot money” into the Chinese real estate sector

“3 An. 5, Ibid.

4  bid.
5 Ibid.
B Ihid.

#7  Art. 1, the Circular on Intensifying the Adnunistration of Foreign Investment in Value-added

Telecommunications Services.
% Art. S, the Administration Provisions of Foreign-funded Telecommunications Enterprises.
The Administration of Foreign-invested Advertising Enterprise was promulgated by the State
Administration for Industry and Commerce and the Ministry of Commerce on March 2, 2004 and
effective as of date of promulgation.

%% Art. 2, the Administration of Foreign-invested Advertising Enterprise.

' The conclusion can be made by comparing Art. 6 and Art. 7 of the Administration of

Foreign-invested Advertising Enterpnse.

% Art. 4, the Administration of Foreign-invested Advertising Enterprise.

%3 Gee the 2007 Industries Catalogue, and Sec. VIII, the Catalopgue of Resmicted Foretgn [nvestment

Industries.
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and prevent property speculation, the Chinese government has introduced vanous

. L 494
substantive and procedural restrnictions.

Such restrictions include the requirement of
“commercial presence” of a foreign-invested real estate enterprise in China before it can
make acquisition of any real property, a higher debt to equity ratio than for investments
in other sectors, and tightened approval and registration pn:)cedures.“5 In particular,
“development of houses for residence” was removed from the “encouraged” category to
the “restricted” category whilst the *“second-hand transaction and real estate

intermediary or agent company” was added to the “restricted” category in the 2007

Industry Cataloguc.“% The specific governing authority of this sector is the Ministry of

Land and Resources of China.*"’

2.2.3.1.3 Examination and Approval of Foreign Venture Capital Investment

China sets up the examination and approval procedures to monitor and control foreign
VC investors’ investment. The FVCFs must, when investing in any start-ups falling
within an encouraged or permitted category, go through examination and approval
procedures for record with the local authorities.*”® The local authorities gust, within
fifteen days after receiving the forgoing materials for record, finish the examination and
approval procedure, and must issue a certificate of approval to the FVCFs.*” If a VC
firm determines to invest in a start-up of restricted category, it must apply to the
relevant local authorities at the provincial level by providing a series of matenals,
including a statement of sufficient investment fund, certificate of approval for VC firms,
business license, contract on the start-up to be invested, signed by the VC firms (and
other investors of the start-up), and the articles of association.’® The authorities should,

within forty five days of receiving such application, communicate their approval or

“  Art. 1(4), the Opinions Concemning Regulating the Access to and Administration of Foreign

Investment in the Real Estate Market.
9 Art. 3(10), Ibid.

4% See the 2007 Industries Catalogue, and Sec. VIII, the Catalogue of Restricted Foreign Investment

Industries.
97 See the website of MLR at http://www.mlr.gov.cn/mlrenglish/about/mission/.
%% Art. 40, 2003 FVCP.
 An. 40, Ibid.

00 Art. 41, Ibid.
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disapproval in written form.” If the application is approved, a certificate of approval

for foreign-invested enterprises must be issued to the FVC F.2%

The start-up must apply
for the registration with the reply for approval and the certificate of approval for
foreign-invested enterprises.’”’ The registration authorities will determine to accept or
refuse such application. If the application 1s approved, a business license for

. . . ; ; 04
foreign-invested ventures will be issued.’

As to the examining requirement, it depends on the amount of capital and the
investment categories. Firstly, foreign VC investors should obtain approval from the
NDRC if they wish to invest in thek_ encouraged category or permitted category with a
total investment of $100 million or more. The same department will also review the
foreign VC investments if such investors will invest in the restricted category with a
total investment of $50 million or more.’” The State Council will examine the
application if the amount increases to $500 million and $100 million respectively.’”®
Secondly, the examination authority moves to the local governments if the amount of

such investment is less than $100 million or $50 million respectively.””’

2.2.3.1.4 Mergers and Acquisitions for Foreign Venture Capital Investment

In addition to setting up their own ventures, foreign VC investors also seek vanous
alternate possibilities, such as taking over existing domestic start-ups through M&A.
Though rather new in China, M&A transactions have recorded explosive growth since
1995.°% There is no regulatory hurdle for domestic VC investors to take over a

domestic enterprise. But with the increase of M&A transactions in China, more and

U Ibid.
7 Ibid.
2 Ibid.
** Ibid.
5 Art. 3, the Interim Administration Measures on Examining and Approving Foreign-invested
Projects.
% Ibid.
T bid.

% Wolff (2008: 1).
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more rules regulating foreign VC investor’s M&A activities have been promulgated in

recent years.

The early legal framework for foreign-backed M&A structure was established by the
PRC FIE laws.’” In 1994, a new M&A legal system was created by the PRC Company
Law.’'” In recent years, the Chinese government has passed a series of specific

measures governing foreign VC investors M&A transactions which can be classified as

foliows.

The M&A transactions in China may be consummated through an equity purchase or an
asset acquisition. The various transactions involving different types of target entities
may incur different concens and be governed by different rules.”!' The acquisition
method will depend on various considerations such as the financial conditions of the

target companies, the required governmental approvals, the transaction time, and the tax

512
consequences of the structure.

1) Equity Interests Transactions

In an equity interest M&A transaction, the VC investor may acquire equity interests in a
target venture from existing shareholders.’'’ Equity interests M&A transactions provide
a good establishment for VC investors, as they entail an existing operation vehicle,
business, asset and skilled staff.>'* Investors can enter into the market in an easier and
quicker manner with this structure. Furthermore, in many cases, the reputation of the
target venture will have a fundamental value for the VC investors, including trade name,
sales network, client base, and market share.”'” The casiest way to buy an existing

venture is to purchase part or all of its equity interests, and thus, all existing business

%% See FIE laws.
*1% " Seg the repealed 1994 PRC Company Law.
S Wolff (2008: 12-14).

12 Wolff (2008: 23).

% Zhang (2007: 2-3).

' Horn (2001: 5).

51 Stamdford Law Corporation (2006: 34).
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and contracts are automatically continued and inherited if not restructured.’'® However,
risks and negative aspects of equity interests should also be considered by VC investors
when choosing the method since the proposed foreign-invested venture to be converted
from the target will normally inherit all of the liabilities and responsibilities of the

target.”!’

2) Assets Deal

The M&A transaction may also be structured as an asset acquisition for VC investors.
In this case, the acquirer may purchase selected assets and liabilities, excluding the trade
name, sales network, client base, and market share of the target enterprise.’’® The most
essential advantage of an asset deal is that it enables the investors to select the most
viable assets from the whole bulk, without taking over the accumulated debts and
liabilities.’'® However, although an asset transaction may ecnable the foreign VC
investor to get rid of unwanted assets and liabilities, if this is to happen, agreements
with the relevant creditors of the target venture are required as the precondition.sw
Another issue is about tax efficiency.’?' Transfer of assets is subject to business tax
depending on the type of assets.’?”> Thus, an asset deal may be more costly than a share

acquisition due to the additional tax burden.’”

3) Targets of M&A
Based on the 2006 MOFCOM Provision No. 10, only Chinese companies organized in
the form of a Chinese LLC or joint stock company are directly qualified to be the target

of an equity interest M&A transaction involving foreign investment.”** Other entities

M6 Wolff (2008: 57).
7 Zhang (2007: 5).

' Bristol (1998: E1.3).
19 Tan (2003: 2)

20 Wolff (2008: 57).

1 Ibid.
52 Ibid.
2 Ibid.

524 Art. 72 and Art. 138, PRC Company Law.
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such as “‘wholly people-owned enterprises” or “‘collectively-owned enterpnses’™ are not
yet adequate for directly introducing foreign VC investors into an equity interest
acquisition.”®> However, there is no restriction on what type of target an asset
transaction can accommodate.’?® In other words a Chinese venture that is not organized

in the form of a Chinese LL.C may also act as the vendor of the target asset in an asset

transaction.

If the foreign VC investor wants to take over an SOE, the proposed M&A deal must
first be approved by the relevant authorities.’”’ Generally, the 1998 PARSOEUFI
promulgated in 1998 provides that projects involving large SOEs or existing plants of
“‘extra-large” scale have to be approved by MOFCOM and the department in charge of
the domestic enterprise.’?® Projects above $100 million have to be approved by the
State Council while those below $30 million may be approved locally.’*® The local
approvals must be sent to MOFCOM for record.”® For projects with a capital amount
of between $30 million and $100 million, approval must be obtained from the local
authorities.”>' After such approvals are obtained, MOFCOM and its local agencies will

then approve the joint venture contract and articles of association.”*

2% Art. 2, the Administration of Transfer of State-owned Property Rights of Enterpnses Tentative

Procedures,

526 Art. 2, the Tentative Provisions on Asset Reorganization by State-owned Enterprise Using Foreign

Investment & Art. 3, the Tentative Provisions on Using Foreign Investment to Reorganize
State-owned Enterprise.

Art. 5, Ibid, also see Art. 5, the Circular on the Transfer of State-owned Shares and Legal Person
Shares in Listed Companies to Foreign Investors, Art.5, and Art. 8, the Tentative Procedures of

Transfer of State-owned Property Rights of Enterpnises.

22 The Tentative Provision was promulgated by the State Economic and Trade Commission ( the

Commission has been mergered into MOFCOM) on, and effective as of, Sept. 14, 1998. Art. 5, 1998
PARSOEUFL

9 Ant. 5(1), 1998 PARSOEUFI.
30 Art. 5(2), Ibid.

B3 Art. 5(3), Ibid.

¥ An. 3, PRC EJVs Law.
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According to the 1997 PCEIFIE and the 2001 MDFIEP (Revised),””’ which should
firstly apply to the M&A transactions of FIEs, a direct equity interest acquisition in an
FIE requires the approval of the government that has originally approved the
establishment of such FIE.>** Furthermore, the consent of other shareholders of the
target FIE must first be obtained and these sharcholders will have statutory pre-emptive

rights to acquire the target equity interests of the transferring shareholders on the same

conditions as the bidder.***

4) Compliance with the Industry Catalogue

An acquisition of a FIE should comply with the 2007 Industry Catalogue.”® It cannot
take place if the original investors have either not made their capital contribution in full
or provided their co-operation conditions in full in accordance with the contract and the
articles of association, or if such a company has not commenced production or
business.”>’ The foreign VC investor should purchase at least 25% shares in the target

538
venture.

5) Domestic Companies

The 2006 MOFCOM Provision No. 10 was promulgated on August 8, 2006 and became
effective on September 8, 2006. The 2006 MOFCOM Provision No. 10 sets up a
restrictive system for foreign purchasers to acquire domestic companies. Four key

features of the restrictions are as follows:

Firstly, the foreign acquirers should meet the basic approval requirements. Acquisitions

of equity of domestic enterprises in China and assets of Chinese enterprises by foreign

533

The 1997 PCEIFIE was promulgated by the Ministry of Foreign Trade and Economic Co-operation
(the Ministry has been mergered into MOFCOM) and SAIC on, and effective as of, May 28, 1997.
The 2001 MDFIEP (Revised) was promulgated by the Ministry of Foreign Trade and Economic
Co-operation and SAIC in 1999, and was revised on Nov. 22, 2001.

4 Ant. 3, 1997 PCEIFIE.
5 Ant. 2, Ibid.

536 Art. 4, Ibid.

7 Arnt. 9, 2001 MDFIEP.
8 Ant. 12, Ibid.
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acquirers must be approved by MOFCOM.*® The acquisition value must be appraised
by an independent Chinese appraisal organization. °** Secondly, the Chinese
government tries to control the process of such private business. MOFCOM is now
given broad authority to unwind transactions resulting in foreign *“‘control” of a
company in a “key industry,” an industry that affects economic secunty or a company
owning a well-known trademark or established Chinese brand.’*' Transactions that may
result in such control must be reported to MOFCOM.**? However, a definition of
“control” is not included, and the concepts and procedures for the exercise of such
“control” by foreign VC investors remain very unclear. Thirdly, it is impossible for
Chinese entrepreneurs and their foreign VC investors to exit by launching an [PO
abroad through a round-trip investment structure.’*’ Round-trip investment structure
which allows Chinese investors to hold shares in domestic companies through offshore
vehicles becomes subject to new disclosure requirements.’** Transactions under
round-trip structure that avoid investment or foreign exchange controls are explicitly
prohibited.>*® Further, there is no preferential treatment for round-trip investment
anymore. When offshore companies with Chinese shareholders carry out acquisitions in
China, the target company qualifies for the benefits of foreign-invested enterpnises only
if non-PRC shareholders make new capital contribution equal to at least 25% of the
enlarged capital of the target company.’*® Fourthly, acquisitions through share swaps
between the foreign acquirer and the domestic target are permitted.”*’ However, the
foreign acquirer must be a listed company or a SPV established by Chinese shareholders

548

for the purpose of listing domestic assets.”” A share swap must be completed within

519

Art. 6 and Art. 10, 2006 MOFCOM Provisions No. 10.
M0 Ant. 14, Ibid.

*!' Art.11and Art. 12, Ibid.

2 Ibid.

3 The definition and details of round-trip investment is discussed in Section 2.2.3.2.2.

4 Ant. 9, 2006 MOFCOM Provisions No. 10.

5 Ant. 11, Ibid.
¢ Ant. 9, Ibid.
7 Art. 27, Ibid.

% Art. 28 and Art. 39, Ibid.
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six months after MOFCOM approval if the foreign party is a listed company.®®’ If the
foreign party is an SPV, it must complete the share swap and its overseas listing within
one year after approval.>*® If the deadline is not met, the MOFCOM approval becomes
void.”>' Moreover, the offshore listing of the SPVs involved in the share swap must be

approved by the CSRC.>*

2.2.3.2 Restrictions on Foreign Exchange
2.2.3.2.1 General

Foreign VC investment into China through offshore holding companies experienced a
slump during 2005. This is largely due to Chinese foreign exchange regulation before
2005 which set forth strict approval requirements. After China changed its strict foreign
exchange policies after 2005, offshore financing was poised to re-commence at a faster

pace in the 2006.

Foreign VC investors traditionally rely on the use of offshore holding companies as
their Chinese investment vehicles. These are typically located in tax efficient
jurisdictions such as Bermuda, the Cayman Islands, or the British Virgin Islands. As
mentioned, rather than investing in a Chinese start-up directly, these VC investors
commonly take their investment into the offshore holding companies and then use the
companies to establish a foreign-invested venture in China to move ownership or
control of domestic assets to the offshore holding companies and then go for offshore

listing.

The year 2005 was a turning point in the legal environment for foreign VC investments
in China. On January 24, 200S, SAFE promulgated the repealed 2005 SAFE Circular
No.11, under which the establishment of offshore companies by Chinese entrepreneurs

and the transfer of domestic equity for exchange of equity in offshore companies was

9 An. 33, Ibid.
0 Art. 45, Ibid.
U Art. 45, Ibid.
2 Art. 40, Ibid.
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made subject to mandatory approval and rcg;istr::n.i(:)n.553 At the time, the repealed 2005
SAFE Circular No.11 was generally understood as the Chinese government'’s attempt to
restrict the practice of “round-trip investment” by some Chinese who would transfer
their capital to the offshore company, and then invest in China as foreign investment to
cnjoy the favorable tax treatments for FIEs.”® It was not viewed as an attempt to

regulate other purposes of using offshore holding structures for VC investors.

However, on April 21, 2005, SAFE promulgated the repealed 2005 SAFE Circular No.
29. This Circular set forth additional clarifications and rules for the implementation of
the repealed 2005 SAFE Circular No. 11.5* The repealed 2005 SAFE Circular No. 29,
SAFE emphasized that if the offshore companies controlled by Chinese do not register
with SAFE, SAFE will refuse to approve any foreign exchange business applications of
the companies.’*® SAFE’s intent was to protect state-owned assets and tax revenue. But
another consequence is that the foreign-backed ventures could not be listed on overseas
stock markets if their applications for setting up offshore companies through the
red-chip model were refused by the SAFE. Many IPOs of domestic ventures on offshore
stock exchanges were caught and put on hold because of the rejection of SAFE. These

Circulars restricted and controlled foreign VC investment in China.

Since many VC firms complained of these rules, officials from SAFE soon met with
representatives from VC and private equity funds, investment banks, and law firms, to
discuss the impact of the above circulars.’®’ The representatives suggested that SAFE
could limit the application of the two Circulars to certain transactions, or could turn the

approval requirement into a notice-based regulatory scheme.”®

Art. 2, repealed 2005 SAFE Circular No. 11.

3¢ Shen & Xin ed. (2006: 71).

5% Ant. 4, 2005 SAFE Circular No. 29.

56 Art. 1 and Art. 6, Ibid.

7 hutp://biz.163.com/05/1020/14/20H13QLA00020QEV.html
% Ibid.
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After a few months of dialogue with these professionals, SAFE issued a new circular,
the 2005 SAFE Circular No. 75 in October 2005. The new regulation removed some of
the most stringent rules of the repealed 2005 SAFE Circulars No. 11 and No. 29 and
laid down a revised set of guidelines regarding SAFE approval for “round-trip
investment” transactions.”*’ 1n 2007, SAFE added further detail to 2005 SAFE Circular
No. 75 by a new official document, the 2007 SAFE Circular No. 106. This Circular
provides for varnious procedures related to the establishment and registration of SPVs
and round-tnp investments by such SPVs.”® The 2007 SAFE Circular No. 106 also
provides for a retroactive registration mechanism to amend failures by Chinese persons
to comply with the 2005 SAFE Circular No. 75.°*" 1t remains to be seen whether these
detailed operating guidelines will meet SAFE’s expectation to provide further guidance

to foreign VC investors and their Chinese entrepreneurs.*®

On August 29, 2008, SAFE issued the 2008 SAFE Circular No. 142, which further
regulates the process of foreign capital used by ventures in China.*®® The 2008 SAFE
Circular No. 142 is significant for foreign VC investors because of its potential impact
on VC investment in China conducted through ventures. The Circular aims to further
restnict the settlement of foreign exchange to RMB.** For example, a FVCF may not
exchange its registered capital from a registered foreign currency into RMB to make a
VC investment with RMB in China.*®® The restriction currently limits the activities of

foreign VC investment in China.

In conclusion, the purposes of these official documents issued by the Chinese

government are to monitor and restrict foreign VC investors and their Chinese partners’

%9 Art. 2 and Ant. 13, 2005 SAFE Circular No. 75.
560 Schedules, 2007 SAFE Circular No. 106.

! Schedule 1V, Ibid.

62 Roberts & Zhang (2009: 1-2).

5 Art. 1 and Art. 3, 2008 SAFE Circular No. 142.
4 An. 3, Thid.

5 Akin Gump Strauss Hauer & Feld (2008: 1).
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offshore investments by means of foreign exchange control.’*® The People’s Bank of
China also confirmed in 2007 that China would strengthen the control of foreign capital

flowing into China as well as improve the management system of cross-border capital

flows in the future.®’

2.2.3.2.2 SPVs and Round-trip Investment

Under Chinese law, SPVs are offshore companies established or controlled by Chinese
for the capital financing, including public offerings, VC financing, or other prnivate
equity financing, of its operations as a vehicle for cross-border capital flow and share
swaps.”® SPVs include offshore companies newly formed or acquired by Chinese. The
procedures applicable to different types of SPVs are determined by their methods of
formation.’® Depending on the types of SPVs involved, China also sets forth certain

operating history requirements as a precondition for their investment activities in

. 570
China.

Under Chinese law, “round-trip investment” is defined to include, “without limitation,
purchasing or swapping for the equity of a Chinese owner or a domestic enterprise,
establishing an FIE in China and using it to purchase or control domestic assets,
purchasing domestic assets and using them to establish an FIE, or increasing the capital
of a domestic enterprise.”’' The SPV will wholly own the venture in China. The
majonity or all of the venture’s business activities and assets are in China. The primary
reason for employing round-trip investment is that it facilities exit by foreign VC
investors, either through M&A or IPOs. It is very challenging to take a “‘pure” Chinese

company public in an offshore market.’”?> Obtaining the approval from the CSRS is

%6 McKinnon (2005).

%7 The People’s Bank of China (2007: 148).

68 Schedule I, 2007 SAFE Circular No. 106.

%9  Schedule V & Schedule V1, Ibid.

570 Schedule 111, Ibid.

"' Art. 1, 2005 SAFE Circular No. 75.

2 Art. 3 & Ant. 5, 1996 CSRC Circular 1996/6/17.
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another main chailenge.m Another reason is because of the restnctions in PRC
Company Law. VC investors rely normally on preferred stock or convertible preferred
stock to secure a preferential return. But only one class of common stock is allowed

under the Chinese corporate legal system.’”

Through SPVs and round-trip investment,
Chinese ventures and foreign VC investors would possibly arrange preferred stock

structure and get the returns offshore.’”® (See Chart 2.4)

The round-trip investment involves two investment models, the red-chip model and the
captive model. Under the red-chip model, the owners of the Chinese company will first
sct up an SPV with their foreign VC partners in the Cayman Islands or the Bntish
Virgin Islands.”’® Once the SPV has been established, it will purchase all shares of the
Chinese company and will make the Chinese company its wholly owned subsidiary.””’
When the acquisition is done, the SPV will be listed on an overseas stock exchange by

Chinese owners and their foreign VC partnets‘m

(See Chart. 2.4) VC investors choose
the red-chip model when they invest in the permitted industries of China. Today, China
Mobile Communications Corporation (listed on Oct. 23, 1997), Bank of China (listed
on July 25, 2002), China Unicom (listed on June 22, 2000), and China Netcom Group
Corporation (listed on Nov. 17, 2004) are all listed on the SEHK under red-chip
model.””® Another example of the red-chip model is the listing of Home Inns & Hotel
management, Inc. (“Home Inns”). Home Inns is a Chinese leading hotel based in
Shanghai listed on the NASDAQ exchange.’® In preparation for its IPO, the

shareholders of the Home Inns, including Chinese shareholders and foreign VC investor

(the Sequoia VC firm of the U.S.), set up a company in Hong Kong, namely Home Inns

3 Chan (2007:1).

1 Ant. 127, PRC Company Law.
% Gmbh (2006: 2)

576 Chan (2008: 503).

7T Wolff (2008: 172).

% Ibid.

*? " Brown, Hempel, and Lu (2007).

See the website of the Home Inns at http://www.homeinns.com/resvhomeinns/
About/intro.aspx7tm=194813.
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(HK).**' Then the same shareholders established a new company in the Cayman Islands,
namely Home Inns (Cayman).sg"3 The Home Inns (Cayman) held 100% shares of the
Home Inns (HK).SNJ The Home Inns (HK) held 100% shares of Home Inns.*®* Then
the shareholders of the Home Inns listed the Home Inns (Cayman) on the U.S. stock
market in October, 2006.** The Home Inns (Cayman) could meet the requirements of
the NASDAQ exchange based on its control of the Home Inns through the holding of
the Home Inns (HK). In this way, Home Inns could raise money from the intemational

markets through its financial vehicle on the NASDAQ exchange.

Foreign VC investors employ the “captive” model to undertake investment and launch
IPOs in restricted industries. (See Chart 2.5) The captive model allows foreign VC
investors to control a domestic venture by a series of contracts rather than by
shareholdings, thus avoiding restrictions against operating businesses classified as
restricted industries.’®® In practice, a foreign VC firm will firstly create an offshore
company with some domestic partners. Then this offshore company will set up an
onshore company, usually a WFOE in China. The WFOE will further establish some
subsidiaries in China. These subsidianes cannot conduct restricted business because of
their foreign-invested background. But they will enter into contractual relationships
with Chinese companies that are not limited by the Chinese foreign investment
restrictions. Although neither the foreign VC firm nor the offshore company directly
controls the subsidianes and their domestic partners, the foreign VC investors can
maintain indirect control over the business of the WFOE: they control the subsidianes
via shareholding, and control the domestic partners via contractual commitments. These
contracts between the WFOE and its domestic partners allows the WFOE to share

interest and business sources with its domestic partners who hold the restricted sector

8! Li(Feb. 2007).
82 Ibid.

83 Chan (2007: 505).
8 Chan (2007: 506).

%85 See the website of the Home Inns at http://www.homeinns.com/resvhomeinns/About

intro.aspx7tm=194813.
8 A.T. Keamey (2007: 11).
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business licenses that allow them to operate in the applicable restricted sector.’® These
contracts will transfer *“‘a substantial portion of the revenues generated by the domestic
partners to the WFOE, and will give the WFOE an exclusive option to purchase all or
part of the equity interests and assets of the domestic partners when and to the extent
permitted by PRC laws.”**® Finally the foreign VC investors and these domestic
partners will list the offshore company on a foreign stock market to obtain returns. The
Captive model offers two advantages as an investment structure. First, it offers “a better

savings rate because the company does not have to pay a profit margin to a third

pany‘nSS()

while avoiding policy limitations in China.

Second, the model gives the company indirect management over the ventures

Sina.com was the first Chinese Internet company listed on the Nasdaq in 2000 through
the captive model.’® That is the reason why in China the captive model also is called
the *“Sina model.” In 2000, the foreign-invested companies still could not directly *hold
Internet content provision (ICP) licenses.”*®' Thus, foreign VC investors and the
entrepreneurs of Sina.com created a captive structure through an offshore holding
company which set up a WFOE in China. “The WFOE in turn contracts with a Chinese
company that actually holds the ICP license. The model has been used by every Chinese

Internet-related company that has listed on the Nasdaq since Sina.”"*

The IPO of the Focus Media Company also shows the operating process of this model.
The Focus Media Company is a leading advertising company in China.’” 1t is very
hard for this type of company to go conduct an IPO on a foreign market or otherwise

obtain foreign investment, due to Chinese industries restrictions.””’ So the company’s

7 Chan (2008: 728).

8% Ibid.

%% A. T. Keamey (2007: 11).
*%0 " Red Herring (2006).

' Ibid.

*7 Ibid.

97 See the website of Focus Media at http://www.focusmedia.cn/en/aboutus/milestones.htm.

Chan (2007: 233).

594

111


http://w/vw.focusrnedia.cn/en/abounjs/milestones.him

chief executive, Mr. Jiang Nanchun, set up an offshore company in Cayman islands,
namely Focus Media Holding (Cayman), with a prominent foreign VC firm, Softbank
Group, In 20033 Focus Media Helding (Cayman) then established Focus Media (HK)
in Hong Kong, and the latter invested in China and set up a WFOE, namely Focus
Media (Shanghai) in Shanghai. **® Focus Media (Shanghai) then entered into
contractual relationships with a number of domestic companies, including Focus Media
Advertisement and Focus Media Advertisement Agency.’” The contracts in this
transaction included a loan agrcemem,"";‘8 an equity pledge agrccment,”g a call option
agrccmcnt,wo a voting nghts proxy a\gr(:emcnt,(’01 a business cooperation aggeement,""02
a technology license and service agreement,”” and a trademark license agreement.*™ 1t
is clear that these domestic companies were all controlled by Mr. Jiang, the controlling

shareholder of the Focus Media Holding (Cayman), through the above contracts.*”® In

% See the website of Focus Media at http://www.fosusmedia.cn/en/aboutus/milestones. htm.

5% Tbid.
97 Chan (2008: 234).

% In the agreement, the Focus Media Holding (Cayman) lent money to Mr, Jiang. Mr. Jiang used the

money to set up a Chinese LLC for applying restricted license of advertising services in China. (See
Chan (2008: 726))

In the agreement, Mr. Jiang pledged his shares of the Chinese LLC to the Focus Media (Shanghai)
as security against his performance of the loan agreement. (Sec Chan (2008: 726))

The agreement addresses the transfer of shares to the Focus Media (Shanghai). Under this
agreement, Mr. Jiang will transfer his shares in the Chinese LLC to the Focus Media {Shanghai).
The agreement also allows the Focus Media (Shanghai) to purchase all assets of the Chinese LLC.
The Focus Media Holding (Cayman) then indirect controis the Chinese LLC through the Focus
Media (Shanghai). (See Chan (2008: 726-727))

The agreement allows the Focus Media (Shanghai) to vote in the board of the Chinese LLC. (See
Chan (2008: 727))

The agreement provides cooperation among the Focus Media (Shanghai), the Chinese LLC, and
other domestic partners for developing media and advertising business together. (See Chan (2008:
i)

The agreement allows other domestic partners to give authority to the Chinese LLC to operate their
advertising business. That means the Focus Media (Shanghai) can indirect use these partners’
licenses through the Chinese LLC. (See Chan (2008: 728))

The agreement allows other domestic partners to give their trademarks to the Chinese LLC. That
means the Focus Media (Shanghai) can indirect use these trademarks through the Chinese LLC.
(See Chan (2008: 728)).

See the website of Focus Media at http://www.focusmedia.cn/en/aboutus/milestones. htm.
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the end, Mr. Jiang and his foreign VC partners listed the Focus Media Holding (Cayman)
on the NASDAQ exchange in July 2005.%°® This is so called the captive model.

Chart 2.4 Investment Through Red-Chip Model

China

Source: Chao & Xu (2008: 3)

Chart 2.5 Investment Through Captive Model

606 Gee the website of Focus Media at http://www.focusmedia.cn/en/aboutus/milestones.htm.
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China

Source: Chao & Xu (2008: 3)

The most important development under 2005 SAFE Circular No.75 is the absence of
approval requirements for Chinese to engage in offshore financing through SPVs.
However, the 2005 SAFE Circular No.75 established a set of strict registration
procedures and reporting obligations. When an SPV conducts a round-trip investment,
its Chinese shareholders or the ventures should hold the five approvals, reporting or
registration procedures when the SPV invests in China.®”’ Mr. Liu, a venture capitalist
and shareholder of a VC company in Shenzhen, set up an SPV in Cayman three years
ago. He now holds shares of a state-owned company through this SPV. He has affirmed
that he could buy shares of domestic companies through the SPV only if he had fulfilled
all requirements of SAFE.

The first approval is the foreign exchange registration for offshore investment. %%
Before a Chinese establishes an offshore SPV or transfers an existing offshore company
to an SPV, the Chinese must submit a set of complex documents to the local SAFE
office to report the event, including an application letter, identity documents, an
offshore financing proposal, the verification certificate of offshore capital for offshore

investment and the approval for offshore investment (in general, the certificate will be

%7 Art. 1, 2005 SAFE Circular No. 75.
8¢ An. 2, Ibid, and Schedule I, I, 2007 SAFE Circular No. 106.
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issued by SAFE, and the approval will be issued by MOFCOM, sometimes by NDRC
as well), as well as the foreign exchange registration certificate for offshore
investment.®” This reporting requirement means Chinese (companies and individuals)
are permitted to establish SPVs to engage in equity financing in international capital

markets.

According to the process and the structure of the round-trip investment, two types of
follow-up registrations (the second registration) are required. One is the follow-up
registration following the establishment of contractual control over the domestic

610
venture,

and the other is the follow-up registration following the effectiveness of the
acquisition of the domestic venture through a share swap.(’“ The purpose of these
registrations is to monitor the increase in the assets of the SPV. In this process, VC
investors and their Chinese partners submit a written application, a foreign exchange
registration certificate for offshore investment, the approval of SPV’s round-trip

investment, and the registration documents of the SPV %"

The third required approval is the post-incorporation foreign exchange registration of
the venture.®'® After foreign VC investors set up a venture with their Chinese
entrepreneurs, each venture must register with SAFE before operating its business, even
after having received its license from the government.®’* The venture cannot open its
foreign exchange capital and current accounts without such registration. This
registration creates a tracking system to monitor the cash flow, capital transformation of
the ventures. Thus, any investing activities made by foreign VC investors can be noted

by the Chinese government. After the registration, the venture may also distribute funds

%9  Art. 2 and Art. 3, 2005 SAFE Circular No. 75.
19 Art. 3, Ibid.

81" Schedule IV, 2007 SAFE Circular No. 106.
812 Art. 3, 2005 SAFE Circular No. 75.

813 Art. S, Ibid.

814 Art. 5, Ibid.
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to SPVs or foreign VC investors through various means, including dividends,

liquidation, equity transfers, and capital decreases.®’”

The fourth procedure is the amendment registration of asset changes in SPVs.®'® The
venture should update its registration with SAFE within thirty days if there is any big
change to the company’s assets or business, including share transfer and equity
financing.®’” The purpose of this registration is to require VC investors and the

ventures to disclose the important events to the Chinese government from time to time.

The last procedure is the registration of foreign debts. The venture should register with

SAFE if it borrows from its offshore SPV.%!®

2.2.3.3 Conclusion

Thus, although Chinese are imposed with strict registration and reporting obligations as
listed above, the Chinese government officially permits foreign VC investments through
offshore holding companies for the first time, which will definitely encourage more
foreign VC investment to help Chinese entrepreneurs to seek offshore financing.®"’
However, the government also restricts ventures from using RMB converted from
foreign capital for investments outside their business scope.®?® Although the intended
target of this rule is to control the flow of “hot money” into China, it might have a
negative impact on the legal structure of cross-border transactions and foreign VC
investment. Additional time and expenses, as well as uncertainties, arising from the new

regulation will also increase difficulties for foreign VC investors to invest in China.

In conclusion, the official documents show that Chinese government’s purpose is to

strictly monitor foreign capital inflow, including foreign VC investment. The

815 Art. 6, Ibid.

816 Schedule I11, 2007 SAFE Circular No. 106.

17 Ar. 7, 2005 SAFE Circular No. 75, and Schedule V, 2007 SAFE Circular No. 106.
% Art. 7, 2005 SAFE Circular No. 75.

1% " Han (2006).

20 Art. 3, 2008 SAFE Circular No. 142,
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government mainly employs two means to control foreign VC investment and other
types of foreign investments: one is control of cross-border capital transactions
(including control over the transaction objects and control over transaction activities)
implemented mainly by state planning departments and competent industrial authorities;
and the second is the control of cross-border capital transactions in foreign exchange,

implemented mainly by SAFE.%!

2.2.4 Exit
2.2.4.1 Introduction

As mentioned, the last phase of the life cycle of aVC investment is the exit process.*?
VC investors cannot earn healthy returns without timely and efficient exit.*? Exit is
also very important to the operation of the VC industry. 24 There are two
frequently-used options for VC investors to exit from their ventures in China’s VC

industry, i.e., IPOs and trade sales. This section focuses on [PO issues.

There are two steps for VC investors in PO exit. First, the venture is listed. Then, the
VC investors, at their own discretion, can sell their shares in the listed venture on the
stock markets at an appropriate time and price, following any lock-up period.®”* The
second step involves only the provisions of the lock-up period. The required lock-up
period at present in the A share market in China is twelve months (unless the
shareholders are willing to extend such a period). The lock-up period for the controlling
shareholders is thirty six months. In oversea markets, however, lock-up periods are
usually range from six months to twelve months.®*® The listing of ventures in the first

step includes domestic listing and overseas listing, including red-chip model.

21 Han (2006).

22 Gilson (2003: 1101)

623 Rosenberg (2001: 385). The scholar says that “equally important, venture capitalists can withhold or

provide additional funding to firms, depending on their changing prospects. The venture capitalist’s
goal for each of its portfolio companies is, of course, a successful exit, either through an IPO, a
private sale or a share repurchase by the company.” (See Rosenberg (2001: 385)).

624 [ u, Tan, and Chen (2007: 251).
€23 Ppeng (2005: 245).
826 hid.
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2.2.4.2 Offshore Stock Markets

Although Hong Kong and Singapore host the majority of mainland-based offerings,
Western exchanges have become increasingly attractive to Chinese issuers. The Nasdaq
Stock Market (Nasdaq) and the NYSE have become particularly appealing to Chinese
high-tech ventures.’?’ In September 2007, Nasdaq was home to thirty-eight Chinese

companies with a market capitalization of approximately $30 billion.®*® (See Chart 2.6)

Chart 2.6 2007 IPOs of China’s Ventures

2007 IPOs of China's Ventures
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Source: CVCRI & POLYU (2008: 110).

As discussed, MOFCOM and other related authorities promulgated the 2006 MOFCOM
Provisions No. 10 on August 8, 2006. This set of rules has put a question mark on the
viability of the red-chip model.?® It is generally believed that the Chinese government
tries to limit the ability of foreign VC or PE investors to engage in hostile takeovers
against Chinese cornpanies.""30 There has been much media of deals such as Carlyle’s

acquisition of Xugong Heavy Machinery and Schaeffler Group’s takeover of Luoyuang

27 The Main Wire (2007).

622 CVCRI & POLYU (2008: 109-110).
829 Zero2IPO (2007: 81).

630 Zhang (2007: 17).
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Bearing Corpcuration."JI The Chinese government became concerned about the safety of
China’s economy.®”? It is not the first time Chinese companies face this situation. In
2000, the CSRC required Chinese lawyers to submit a legal opinion for CSRC’s
approval before any offshore IPO could be made via red-chip model.*** The CSRC had
dropped this requirement in 2003 and had stopped regulating red-chip offerings.** But
the 2006 MOFCOM Provisions No. 10 have now brought these issues back into the
review of the CSRC.%*° Table 2.4 shows the laws and regulations of China on the

red-chip model.

Now domestic companies should obtain the approval of MOFCOM before establishing
an SPV.%*® But it is currently unclear whether Chinese individuals need to receive this
approval before setting up an SPV offshore. An SPV also needs to get an approval
before it swaps its shares with a domestic company.®’’ 1If MOFCOM approves the swap
applications, it would issue an approval letter on the basis of which the domestic
company would submit a listing application to CSRC.®*®* CSRC has twenty business
days to review the letter and the application to decide whether to approve the
application.639 The domestic company will finally receive an approval certificate with
the annotation “equity held by an offshore SPV, valid for one year from the date of

issuance of the business license” from MOFCOM if CSRC approves the application.**’

Within thirty days of the issuance of the certificate, the domestic company must apply
for the amendment of registered information with SAIC and SAFE, which would issue

to the domestic company an FIE business license and foreign exchange registration

63! Chan (2008: 5)

632 Zero2IPO (2007: 104).

633 Art. 2, 2000 CSRC Circular No. 72.

64 Art. 1 and Appendix 26, 2003 CSRC Circular 2003/4/1.
635 Art. 40, 2006 MOFCOM Provisions No. 10.

86 Art. 42, Ibid.

67 Art. 44, Ibid.

63 Art. 45, Ibid.

8% Ibid.

840 Ibid.
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certificate respectively, with the annotation ‘“valid for fourteen months from the date of

issue.”®' Then, the domestic company must report the status of the offshore listing and

submit the financing proceeds repatriation plan to MOFCOM within thirty days to apply

for replacement of a non-annotated FIE approval certificate.®** Also, it must report the
PP P

status of the offshore listing and provide the relevant record filings to CSRC.*¥

Table 2.4 Variation of Red-chip Policies

Name Circular on Issues Concerning the Overseas Issuance and Listing of Shares
by Overseas Companies with Interests in Mainland
(CSRC Circular No. 72)

Key Points Requiring to “check and approve the legal opinions issued by Chinese lawyers

B on issuance and listing of shares by overseas companies with interests in

Mainland China” |

Promulgated by CSRC

Promulgation Date . 2000 /

Vaﬁditf-_Stams ln:;alild

Name Circular on Abolishing Supervisor Modes of the Second Batch of Items
under Administrative Examination and Approval

Key Points Cancelling the requirements of “check and approval the legal opinions issued by

Chinese lawyers on issuance and listing of shares by overseas companies with
interests in Mainland China.”

Promulgated by CSRC

Promulgation Date 2003

Validity Status Valid

Name Circular on Issues of Improving Foreign Exchange Administration for
Mergers and Acquisitions with Foreign Investment
(2005SAFE Circular No. 11)

Key Points Transfer of assets and shares within Mainland China by any domestic residents

for share certificates and other property rights from overseas companies must

&1 Art. 46, PRC MOFCOM Provisions No. 10.

%42 Art. 47, Ibid.
3 Ibid.
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Promulgated by
Promulgation Date
Validity Status

obtain approval from relevant foreign exchange control departments. No
domestic residents may obtain shares and other property rights of overseas
companies with his assets or shares with Mainland China without approval.
SAFE

2005

Invahd

Name

Key Points

Promulgated by
Promulgation Date
Validity Status

Circular on Relevant Issues of Registration of Overseas Investment
Contributed by Domestic Individual Residents and Foreign Exchange
Registration of Mergers and Acquisition with Foreign Investment

(SAFE Circular No. 29)

If any domestic individual residents invest any assets or shares within Mainland
China in any overseas entcL;prisc and directly or indirectly hold such enterprise’s
shares, the resident in question must, in the form as required in the Appendix, go
thmugh procedures for registration of overscas foreign exchange investment with
the foreign exchange bureau of the plaze where the merged enterprise is located.
SAFE

2005

Invahd

Name

Key Points

Circular on Relevant issues Concerning Foreign Exchange Administration
for Domestic Residents to Engage in Financing and in Return Investment

via Overseas Special Purpose Companies (2005 SAFE Circular No. 75)

. Domeshc msxdcnts must, before establishing or controlling an overseas special

purpose companies, go through procedures for mglstmtlon of overaeas foreign
exchange investment wnh rclcvant local branch ofﬂcos of fomgn exchange and
departments of foreign exchange control.

Promulgated by SAFE
Promulgation Date 2005
Validity Status Valid
Name Provisions on Mergers of Domestic Enterprises by Foreign Investors
(No. 10)
Key Points First, thc mcrgcrs of any domestic affiliated companies by any domestic

compnmes, cnterpnsu, or lcgal entities in thc name of any of their overseas
companies duly incorporated or controlled by them must be reported to the
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Promulgated by
Promulgation Date
Validity Status

Ministry of Commerce for examination and approval. No one may evade the
foregoing requirements by investment in Mainland China with foreign-funded
enterprises or by other methods. Second, overseas listing of special purpose
companies must be approved by the securities supervisory authorities of the
State Council.

Six Ministnes and Commussions

2006

Valid

Name
Key Points

Promulgated by
Promulgation Date
Validity Status

PRC Securities Law

Direct or indirect overseas issuance or listing of securities by domestic
companies must be approved by the securities supervisory authorities of the State
Council in accordance with relevant provisions of the State Council.

NPC

2006

Valid

2.2.4.3 Domestic Stock Markets

The Stock Market in China has long been dominated by the exchanges in Shanghai and

Shenzhen (“‘A-Share Markets™) without much diversification.®** The stringent listing

requirements on size, profitability and industry focus exclude many companies.®*’ This

limits the financing options of Chinese companies and reduces the range of risk-return

profiles available to investors. In order to expand the market, the SZSE began to explore

the possibility of building a growth enterprise market in 2001 and set up the SME Board
in May 2005. By the end of 2007, two hundred SMEs have been listed on the board.**®

There were two principal hurdles to a listing in the A-share markets in China. The first

was a quota system that restricted non-state owned and less-connected businesses from

listing on the Mainland exchanges.**’ This hurdle has essentially been removed by a

644 CSRC (2008: 25).

85 CSRC (2008: 178).

46 Ibid.

67 CSRC (2008: 96-98).
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new rule which now allows businesses to simply join a queue.®®® The second hurdle to

A-share markets was a rule that controlling stakes were not tradable. This obstacle was

649

removed in 2005.™" While this does not offer the same flexibility as most foreign stock

markets, it is significantly more attractive to VC investors than the old rule.

China has taken other steps to increase the attractiveness of its domestic exchanges as
well. For one thing, it has lowered the level of registered capital the companies need to
list in China. As discussed above, the PRC Company Law reduced the threshold to
establish a Chinese LLC. Further, the Securities Law was amended to lower the
required level from RMB50 million to RMB30 million.®*® In 2006, the Chinese
government then promulgated the 2006 Administrative Measures of Initial Public
Offerings and Listing of Shares, which strengthened the independence of IPO issuers by
lifting financial benchmarks and reducing the government’s obligation to protect

; : : : 651
investors, including VC investors.

China has also reduced the burdens of auditing. On May 9, 2006, the 2006 Measures of
Issuing and Auditing Committee for Securities Supervision and Management
Commission of China became effective. The regulation has made the auditing process
both more transparent and more efficient. It has also contributed to speedier listings on

domestic exchanges. Therefore, it now only takes three to four months to consummate

an IPO on the Shenzhen SME Board.®**

Since these changes were taken in conjunction with the new difficulties in offshore
listing created by the 2006 MOFCOM Provisions No. 10, it is no surprise that A-shares
listings may become increasingly attractive to foreign VC investors. But, on the other

hand, while this alternative may be attractive, it is not without challenge. The Chinese

¢ CSRC (2008: 95).

9 Yam (2007: 12).

0 Art. 50(2), PRC Securities Law.
81 CSRC (2008: 66).

62 Zero2IPO (2007: 112).
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stock markets are significantly less sophisticated than the NYSE and the Nasdaq Stock
Market. First, foreign VC investors are less familiar with the Chinese stock markets.
Further, even after their IPOs, listed companies in China may find themselves facing
tight regulatory approvals for share placements and nghts issues.®” In China, if the VC
investors want to exit on the domestic stock exchanges, the listed venturc must go
through an approval process in connection with the trading of *legal person shares™ held

by such VC investors.®**

There are some basic requirements that a VC investor must meet before its shares in the
venture can be publicly traded. One of these requirements is that, as a necessary step for
a Chinese LLC going public, the company must first be restructured as a Chinese
company limited by shares and restructure its capital into equal units of shares that have
a par value.®*®> The restructuring requires a 2/3 majority approval of the shareholders.®*®
Furthermore, as mentioned before, there may be dual transfer restrictions or lock-up

requirements applicable to the shares held by a foreign VC investor.*’

As a general
requirement, if such foreign VC investor is a promoter of foreign-invested venture
limited by shares, it must not transfer its shares within three years of the establishment
of the entity.®*® Furthermore, a public offering of the shares of the company will lock
up such shares for another year.**? In the event of public trading of the foreign-invested
shares held by the VC investor, these shares must have been owned by the investor for

at least one year after the public offering.®®

83 yam (2007: 12).

4 Art. 4, 2002 CSRC Circular 2002/11/1.

65  Art. 121 and Art. 126, PRC Company Law.
Art. 38 and Art. 100, PRC Company Law.

7 Art. 142, PRC Company Law.
658

656

Art. 5.1.5, Trading Rules of Shanghai Stock Exchange, and Art. 5.1.5, Trading Rules of Shenzhen
Stock Exchange.

9  An. 142, PRC Company Law.
860 Art. 3(5), and (6), Public Trading Notice.
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Moreover, revenuc thresholds imposed by CSRC are unattainable for many high-tech
start-ups. This is often referred to as the “four, five, and six™ requirements.®®' In order
to apply for an offshore listing, the net asset value of the domestic enterpnise must reach
RMB400 million.*®* Its profit in the past year must reach RMB60 million,*®’ and its
histing proceeds be at least $50 million.®® On the other hand, the SME board is
currently a duplication of the main boards in terms of substantive listing requirements.
These requirements include, for example, that an applicant must have been in business
for more than three years and profitable over the last three consecutive years.®®
Compliance with these listing rules would be unrealistic for most start-ups for their

weak business incomes and short company history records.

Compared with overseas [POs, Chinese government encourages foreign VC investors
and their domestic ventures to list on domestic stock exchanges. Generally, there are no
policy barmers for FIEs to be listed in China. However, during the process of listing
joint venture FIEs, due to the different applicable laws for JV FIEs, there are some
conflicts of laws that must be resolved when these ventures try to transform from a
“closed company” to a public company.®®® For instance, the legal form of JV FIEs is a
Chinese LLC, while in PRC Company Law, a listed company must be a joint stock
company. The conflict was finally resolved by an Administrative rule, the 1995 Inteim

Provisions on Establishing Foreign-invested joint stock companies in 1995.%¢7

Further, the regulators gave the green light to JV FIEs to list on the domestic stock
exchanges. Take Lianhua Fiber (600617.SH) (the earliest listed JV) for instance, its
foreign promoter, Hong Kong Good Speed Group, held 30% of its shares when Lianhua

See the Circular on the Qualification, Procedure, and Documents of recommending Proposed
Companies Listing Offshore (CSRC Circular 1996/6/17).

%2 Art. 3 and Art. 5, Ibid.

3 Ibid.

¢4 Ibid.

55 Art. 3(1), the Procedure of Listing on SME.
¢ Peng (2005: 245).

%7 Art. 2, 1995 MFTC Order No. 1.
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Fiber went public in October 1992 %% In addition, there was also a leading card for
foreign VC firms to exit Shanghai Stock Exchange. In September 2003, Sanyuan Food
(600429.SH) went public.’®’ It was one of the few JV FIEs which was under absolute
control of foreign capital to be listed on the A-shares market. Shares held by foreign
investors accounted for 73% of Sanyuan Food before listing and 55.76% after listing.®”°
[t means that Sanyuan Food is an enterprise under absolute control by foreign capital
according to PRC Company Law.®”" Although there had been nearly one hundred listed
joint venture FIEs in China’s A-share markets at that time, the share proportion of
foreign capital was often between 10% and 40%, and there were few listed companies
controlled by foreign capital.’”? Listing of WFOEs and overseas enterprises in A-share

markets is still under discussion.

The GEM and the A-share markets of China, the important parts of the Chinese capital
market, have differences in issue standards, system design, and nisk control based on
their different service purposes. (See Chart 2.7) The A-share markets offer services to
large companies with stable business operation and strong track records. The GEM
offers a financing channel to small size companies which are still in the growth stage,
especially high-tech ventures. The following Charts compare the key requirements of
the A-share markets with those of the GEM and prove that the listing requirements of
GEM are lower than those of the A-share markets. The GEM evaluates the value of
ventures through the market to encourage more VC investors to support the
development of start-ups and high technology. This exit channel ensures the benefits of

VC investors as well as reduces the investment risks of VC firms.

See the website of Lianhua Fiber at http://www.600617.com.cn/.

See the website of Shanghai Stock Exchange at
http://www.sse.com.cn/sseportal/webapp/datapresent/SSEQueryListCmpAct?reportName=QueryLis
tCmpRpt&COMPANY CODE=600429&REPORTTYPE=GSZC&PRODUCTID=600429.

670 Zero2IPO (2009: 402)
7 Ant. 217(2), PRC Company Law.
12 Zero2IPO (2009: 402)
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Chart 2.7 Comparison of the Listing Requirements of Chinese A-share markets

and the GEM

Subject Qualification

A-share Markets GEM
Chinese joint stock companies.®”

Operation Year

A-share Markets GEM

The continuous operation period should be over three years.

Requirement on Profitability

674

A-share Markets

GEM

Firstly, the net profits of the recent three
years are all positive and the amount

exceeds RMB30 million.®”’

Secondly, the net cash flow from business
operation in the last three years must
exceed RMB50 million; or the business
revenue in the last three years must

exceed RMB 300 million.*”®

§2  An. 121, PRC Company Law.
674
75 Art. 33 (1), PRC IPOM.

7% Ibid.

877 Art. 10 (2), PRC GEMIPOM.

The net profits of recent two years are
positive and the amount 1s not less than

RMB10 million, or

The net profit in the last two years is
positive and the amount is not less than
RMBS5 million. The operating revenue
growth rates in the last two years are no

less than 30%.%"’

Art. 5.1.1 (4), PRC SZEXR. Art. Ant. 5.1.1 (5), PRC GEMR.
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Requirement on Assets

A-share Markets
The intangible assets at the end of the last
reporting period must not account for

more than 20% of the net assets.®”®

Requirement on Stock Offering

GEM
The net assets at the end of the last
less than

reporting period must not

RMB20 million.®”’

A-share Markets

GEM

The total stock amount before the public

The total stock amount after the public

issue must not be less than RMB30 issue must not be less than RMB30
million.%* million.®*’

Requirement on Major Business

A-share Markets GEM

There are no significant changes in major

business in the last three years."82

The listed companies should focus on the
major business.®®” Raised capital could
only be used for developing major

; 4
business.%®

Director of the Board and Senior Manager

A-share Markets

GEM

There are no significant changes of the

directors of the board and the senior

managers in the last three years.%®

678

Art. 33 (4), PRC IPOM.

7% Art. 10 (3), PRC GEMIPOM.
%0 Art. 33 (3), PRC IPOM.

81 Art. 10 (4), PRC GEMIPOM.
2 Art. 12, PRC IPOM.

8 Art. 12, PRC GEMIPOM.

8 Art. 27, Ibid.

8 Art. 12, PRC IPOM.

There are no significant changes of the

directors of the board and the senior

managers in the last two years.%®¢
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De facto Controller

A-share Markets GEM

There are no significant changes of the de There are no significant changes of the de

87 B

facto controllers in the last three years.®®”  facto controllers in the last two years.®®

Non-Competition

A-share Markets GEM

There is no competition between the issuer and the controlling shareholder, de facto

controlling person and other enterprises controlled by them.®*’

Connected Transaction

A-share Markets GEM

There is no significant unfair connected There is no connected transaction

transaction. Profits cannot be controlled affecting the independency of the listed

90 691

5 6 s
through the connected transactions. companies.

Growth Features and Innovation Capacity

A-share Markets GEM

No requirement. Issuers have growth features and certain

independent innovation capacity.®*?

5% Art. 13, PRC GEMIPOM.

%7 An. 12, PRC IPOM.

688 . 13, PRC GEMIPOM.

. 19, PRC IPOM. Art. 18, PRC GEMIPOM.
.19, PRC IPOM.

. 18, PRC GEMIPOM.

% Art. 1 and An. 32, PRC GEMIPOM.

689

690

2233
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Applications of Raised Capital

A-share Markets GEM

There must be a clear direction in the The raised capital must be used mainly
application of the raised capital which, in for its major business.***
principle, will be applied towards the

. . 69
major business.®”

Seeking Comments in the First Examination

A-share Markets GEM

The CSRC will seek comments of the No requirement.
government at the provincial level of the
place of registration of the issuer on
whether it consents to the issuer’s share
offering, and seek the comments of the
NDRC on whether the projects in which
the offer proceeds of the issuer are
invested comply with the industnial policy

of China.®*®

The Third Sino-US Strategic Economic Dialogue was held in December 2007, and a
joint statement was released after the mecting.b% The two countries agreed in the
staternent that they would strengthen cooperation in the financial services industry. In
accordance with the pnnciple of prudence, China allowed eligible foreign-invested
companies (including banks) to issue stocks denominated in RMB, allowed eligibie
listed companies to issue corporate bonds denominated in RMB, and allowed eligible

foreign corporative banks to issue bank debentures denominated in RMB.*” In the

3 An. 38, PRC [POM. .
¢4 An. 27, PRC GEMIPOM.
5 Arn. 49, PRC IPOM.

8%  See the website of Xinhua News Agency at

http://news.xinhuanet.com/fortune/2007-12/13/content_7235537 htm.
697 .
Tbid.
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Fourth Sino-US Strategic Economic Dialogue held in June 2008, 1n accordance with the
principle of prudence in supervision and control, China agreed to allow eligible
overseas companies to go public in China’s stock exchanges through both stock
issuance and depositary receipts.®® The foreign-controlled enterprises, including

foreign VC invested-ventures would then get more support in domestic listing.

2.2.5 Stimulus
2.2.5.1 Taxation Stimulus for Venture Capital Corporation

At present, different VC firms assume different tax liabilities. In general, the VC firms
assume a relatively heavy tax burden and lack strong support in tax preference policies.
According to the PRC Tax Law, a corporation should bear double taxation, i.e., the
corporate income tax and the income tax of the shareholders.*®® That means as the
taxpayer, the start-ups and the VC companies must pay corporate income tax once
profits occur. Whether the after-tax profits are transferred to paid-in capital or
distributed to the shareholders, the shareholders must pay income tax for that once again.
That is, when the proceeds (the tax of which has been paid by the ventures) are
distributed to the VC companies, the investor must once again pay the individual
income tax’® (if the investor is an individual) or corporate income tax’®' (if the

investor is a firm).

The recently amended PRC EIT Law has changed the situation. A VC firm engaging in
VC projects “that call for special support and encouragement from the central
government” are eligible for certain deductions from their taxable income.”™ The
deductions correspond to the amounts of VC investment in the ventures.””’ Presumnably,

the VC projects must be those high-tech ventures that are fundamental to the Chinese

8% Ibid.

%9 Art. 6, PRC EIT Law, Art. 2, PRC IIT Law.
" An. 2, PRCIIT Law.

" Ant. 6, PRC EIT Law.

2 Ant. 31, Ibid.

03 Art. 31, Ibid.
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economy.’”*As mentioned, 2007 SAT Circular No. 31, promulgated on February 15,
2007, stipulated that if the domestic VC firms have invested in high-tech start-ups for
more than two years, 70% of the amount invested by the VC firms may be deducted
from their taxable income.”® If the deductible amount fails to be deducted in full from
the taxable income in the current year, the remaining amount thereof may be deducted

on a year-on-year basis from the taxable income of the following taxable years.”%

To qualify for this deduction, the ventures invested by VC corporations must have
incurred R&D expenses equal to at least 5% of their revenues.”” Moreover, revenues
generated from R&D and high-tech business must account for at least 60% of such
companies’ total revenues.””® But the Circular indicates that the VC firms enjoying tax
preference must be a “Chinese VC LLC” or a “VC joint stock company.“mg That
means limited partnership VC firms cannot apply for the deduction according to this
official document. The current tax rules also do not point out whether foreign VC

corporations can enjoy the deduction until 2009.

Further, a new circular promulgated on December 2, 2008 clarified the details of the
deductions. According to the 2008 SAT Circular No. 985, firstly, Chinese tax
authorities must apply EIT pre-payment procedures for high-tech ventures (based on the
15% EIT rate) if the enterprises have been certified with “High-and New-technology
Enterprises” status.”'® Secondly, ventures certified as the status that prepaid their 2008
EIT based on the 25% rate will be eligible to deduct the difference from their 2009

™ Art. 30(1), Ibid.
5 Art. 1, 2007 SAT Circular No. 31.

06 An. 2, Ibid.
7 Art. 1(4), Ibid.
¢ Ibid.

109

Art. 1(1), 2007 SAT Circular No. 31.
"0 Art. 1, 2008 SAT Circular No. 985.
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pre-payments in December 2008.”"' In 2009, foreign VC corporations can also enjoy

the deduction. "2

2.2.5.2 Taxation Stimulus for Limited Partnership Venture Capital Firm

There are no definite detailed tax preference rules for limited partnership VC firms. The
partners are required to pay their respective income tax with the production and
business operation incomes and other incomes of the enterprise.”'” The 2008 SAT
Circular No. 159,7"* further clarifies the principle of “allocate first, then tax” (i.e. the
“pass-through” treatment) will be applied to the income derived from production and
business operations and other income of partnership enterprises.’”” Each partner of a

716

partnership enterprise must be a taxpayer.” Where the partners of the partnership

enterprises are legal persons or other organizations, they should pay enterpnise income

717
tax.

Where the partners of the partnerships are individuals, they should pay
individual income tax and be taxed at five-level progressive rates ranging from 5% to
35% referring to taxable item of *“income derived from production and business

operation of individual industrial and commercial households”.”'®

According to the survey of CVCA, Table 2.5 shows that 79.5% and 61.5% of
respondents considered the major tax problems include unclear tax treatment of partners
in a limited partnership VC firm and absence of preferential taxation policies for

partners in a limited partnership VC firm.”*’

T Art. 2, Ibid.

"2 Art. 1, 2009 SAT Circular No. 87.
3 Art. 4, the Measures on Individual and Partmership Income Taxation.

The Circular was promulgated by the MOFCOM and the SAT on December 23, 2008.
™ Art. 3, 2008 SAT Circular No. 159.

TS Art. 2, Thid.

"7 Ibid.

' Art. 3, 2008 SAT Circular No. 159.

B CVCA (2009:20).

714
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Table 2.5 Main Policy Problems Concerning Taxation

Main policy problems concerning taxation
Unclutnmmnopumm;nmﬂ;._- —

Lack of preferential taxation policies for .

partners In a imited partnership VC/PE fund -

Preferential tax treatment provided to VC/PE
funds in the form of corporations is Insufficient  [Reess

79.5%

61.5%

Source: CVCA, 2009 China Private Equity Survey: Industry and Regulatory Environment

2.3 Summary

Since the real economy of China has faced serious challenges since the global financial
crisis that began in 2008, it has also become more difficult for VC firms to raise
funds.”® The first problem of China’s VC firms is funding. Table 2.6 shows that 30.8%
of respondents postponed new fundraising, 17.9% cut the size of fundraising, and
30.8% expanded their target LP lists, which indicate that fund raising became more
difficult. Because of the financial crisis and economic slowdown, the VC fund duration
has to be extended. VC firms have had to slow down their investment pace and delay
exit plans given the high risks under current circumstance. As a result, foreign LPs’
assets shrunk and they became more conservative in terms of the investment strategy,

which resulted in even fewer capital sources for VC funds.

"0 The CVCA conducted a survey in the first quarter of 2009 with 39 intemational VC firms for

revealing the impact of the global financial crisis and China’s economic slowdown on the VC

industry and assessing the regulatory environment of the industry. (See CVCA (2009: 1)). See also
CVCA (2009: 6).
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Table 2.6 Time of Launch of New Fundraising

Time of launch of new fundraising

®

Abeadofplan © . Ofhers
2.6% BT 5.1%:

Source: CVCA, 2009 China Private Equity Survey: Industry and Regulatory Environment

Another problem for China’s VC industry is that the IPO exit channels have been
blocked because the capital markets were weak following October 2008. Many VC

firms were forced to cancel or postpone IPO plans of their ventures. (See Table 2.7)

Table 2.7 Proportion of Ventures that Delayed or Canceled IPO Plans

Proportion of portfolios that delayed or canceled IPO plans

I B aiiges AR = . ey

o gl . z s "-1m "‘.
e Y oima S 2 “L5i1% T I

Source: CVCA, 2009 China Private Equity Survey: Industry and Regulatory Environment
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Although there are some problems of VC investments in China, intermational VC firms

continue to be confident about the long-term development of China’s VC industry. (See

Table 2.8)

Table 2.8 Foreign VC Firms’ Long-term Investment Confidence in China

Your Firm's Long-term Investment Confidence in China

k™

t

Source: CVCA, 2009 China Private Equity Survey: Industry and Regulatory Environment

The main reason why international VC firms are still optimistic about the long-term
development of China’s VC industry is because they have faith in the long-term
prospects of the Chinese economy, legal support by China’s governments, and the

development of Chinese staLrt-ups.?2I

In addition, they are confident that China’s
current economic situation will offer the VC industry good opportunities for high
growth. For example, lower investment costs, more rational investment mentalities of
VC practitioners, an increasing emphasis on the value-added service for ventures, and
the surface of high-quality deals will have a positive impact on the long-term

development of China’s VC industry.m (See Table 2.9)

2L CVCA (2009: 6-7).
. CVCA (2009: 7).
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Table 2.9 Major Opportunities Faced by China’s VC Sector

Major opportunities faced by China’s VC/PE sector

Source: CVCA, 2009 China Private Equity Survey: Industry and Regulatory Environment

As discussed above, since China recognizes that VC projects can play a meaningful role
in promoting China’s economy, the central government has paid increasingly more
attention to VC projects, which is reflected by a series of policies such as the
implementation of the 2008 State Council Opinion No. 126’* and formulation of the

Measures on the Administration of Private Equity Funds (Draft)’?* led by the NDRC.

With the implementation of the amended 2006 PEL in 2006, the 2003 FVCP and the
2005 DVCM, the basic VC legal framework has now been put in place. Recently, there
has been significant progress: a series of implementation rules for partnership
businesses were issued by the central and local fiscal and taxation authorities, which
gave clear guidelines for the formation of limited partnership VC funds,’®® the NSSF

726

successfully invested in four PE funds, ™ and trials of equity investment by insurance

23 Ant. 5(19), 2008 State Council Opinion No. 126.

724 See the Wall Street Jounal (Chinese Version) at
http://chinese.wsj.com/gb/20090818/bch092852.asp.

2 CVCRI & POLYU (2008: 83).
26 See the website of NSSF at http://www.ssf.gov.cn/xxgk/zhzw/gzd/200904/t20090427 881.html.
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companies have been initiated.””” It is believed that as more institutional investors are
approved to invest in VC funds, VC investments are expected to become a major force
in China in the future. Local governments have set up a number of government-guided
VC funds which facilitate the pooling of VC, entrepreneurs and deals.””® The GEM was
launched in 2009, which is a milestone of the Chinese capital markets, and further

facilitates the development of China’s VC industry.”*

In conclusion, a primary legal system for China’s VC projects has been established. The
enactment and implementation of these VC policies have promoted the development of
China’s VC industry and have laid a solid foundation for its further development.
However, since China's VC industry is still in its infancy, the regulatory environment 1s
far from perfect and needs to be improved step by step. Many VC investors believed

that there are some certain serious policy problems in the Chinese VC projects.””® (See
Table 2.10)

Table 2.10 Overall Regulatory Environment of the VC Industry

Overall regulatory environment of the VC/PE industry

o . Baskcally no policy problem
: Lo S1%

Source: CVCA, 2009 China Private Equity Survey: Industry and Regulatory Environment

1 Ibid.

72 CVCRI & POLYU (2008: 90-136).
™ Chan & Xi (2008: 8).

10 CVCA (2009: 21).
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The policy problems mainly exist in China’s VC industry, including the problems of
funding, governance techniques in ventures, exits, governmental stimulus, taxation, and

foreign exchange settlement.”’

(See Table 2.11) For example, the international VC
firms would like the Chinese government to promulgate regulations for foreign-invested
VC limited partnerships as soon as possible, and also to improve other VC laws related
to foreign VC investments.”>? (Table 2.12 shows the response of the international VC
firms and their suggestions on China’s VC legal system.) In terms of further
improvement of the overall VC legal framework, China’s government should increase
enforceability of the existing VC laws and ensure the consistency of these laws, and it

especially should study the VC legal framework of the U.S., which will be introduced in

the following chapter.

Table 2.11 Which Areas do the Policy Problems Mainly Exist In?

Which areas do the policy problems mainly exist in?

Source: CVCA,, 2009 China Private Equity Survey: Industry and Regulatory Environment

B Ibid.
B2 CVCA (2009: 225.
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Table 2.12 VC Firms’ Recommendations on the Overall Legal Framework

Your firm's recommendations on the overall legal framework

71.8%

Source: CVCA, 2009 China Pnivate Equity Survey: Industry and Regulatory Environment
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Chapter III. A Successful Venture Capital Legal Framework in the
U.S.

3.1 Overview

The VC industry in the U.S. grew dramatically during the twenty years before the 2008
financial crisis.”>® The data of the NVCA show that the annual VC investment
increased from $7, 406.77 million in 1995 to $17, 680.25 million in 2009.”** The
annual VC deals also increased from 1838 in 1995 1o 2795 in 2009 (see Table 3.1).7*’
Due to the financial cnisis, the VC deals and investment amount showed a sharp year on
year decline in 2009, which decline could well be temporary: “The venture capital
industry had no choice but to slow the investment pace in 2009,” said Mark Heesen,
president of the NVCA, but “now that the economy has begun to show signs of
improvement, we expect to see dollars flow more freely back into those sectors that

offered the most promise before the recession began—<clean technology, life sciences

wi
and 1IT.""?¢

The long term growth of U.S. VC activity and the dimension of this activity in absolute
terms have led investors, scholars, lawmakers, and other professionals to conduct
considerable research and discussion on the development of the VC industry in the
U.S.”*" How can the U.S. VC industry be so successful? Does a proper legal framework
play a significant role in it? What can China learn from the legal experience of the U.S.
VC industry? As a step in answering these questions, this chapter introduces the legal

system and legal elements of the U.S. VC industry.

" Gilson (2003: 1069).
T ONVCA (2009: 1-3).
5 Ibid.

5 NVCA(2010: 1),

" Feng (2004: 8-28).

141



Table 3.1 Tota! U.S. VC Investments by Year 1995 to 2009

Count of All $M Average
Venture Amount of Al VC Total VC Investment

Year Capital Deals Deals M

1995 1,838 4.36 7, 406.77
1666 2,573 4.38 11,265.38
1997 3,157 4.71 14,870.89
1998 3,648 5.78 21,081.77
1999 5,504 9.82 54,052.77
2000 7,906 1328 105,009.01
2001 4,484 9.05 40,563.36
2002 3,099 7.10 21,994.80
2003 2937 6.73 19,764.92
2004 3,085 7.27 2243214
2005 3,153 7.33 23,106.74
2006 3,654 7.29 26,634.00
2007 3,920 7.82 30,665.42
2008 3,985 7.02 27,992.30
2009 2,795 7.33 17,680.25

Source: PricewaterhouseCoopers/National Venture Capital Association

MoneyTree™ Report, Data: Thomson Reuters, available at www.nvca.org

This chapter is divided into three sections. The first section summarizes the key pornts
and structure of the U.S. VC lega! framework. The second discusses the milestones of
the U.S. VC industry. The third discusses the theories and practice of the U.S. VC
investments, including measures of VC governance, exits of VC, and U.S. governmental

stimulus programs.
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In detail, Section 3.2 introduces the background and several key events during the
development of the U.S. VC industry from 1939, including the establishment of the first
VC firm in the U.S., the promulgation of the SBIA, the interpretation of “Prudent Man”
in the 1974 ERISA in 1978, and the limited partnership laws. The section shows the
outcomes of each event and proves that legislation and government stimulus programs

encourage the development of the U.S. VC industry.

Section 3.3 lists and analyses three elements of the U.S. VC legal framework, including
the legal form of the VC firm, the governance of VC investment, and governmental
stimulus. Since the himited partnership is the mainstream VC form in the U.S, Section
3.3.1 introduces the formation processes and management structure of the form, and the
reasons why VCs choose the form. One central question animates this chapter: how do
VCs reduce risks in their investments? Section 3.3.2 lists three agency problems:
adverse selection, hold-up, and moral hazard in ventures. These problems create agency
risk and business nsk in VC investments. VCs use diversified governance measures to
solve the problems in ventures during three VC phases of selecting investments,
monitoring investments, and exiting investments. Section 3.3.2.2 explores these
measures in VC investment. These measures include the use of control rights,
management rights, appointment rights, and information rights. VCs monitor, bond, and
advise the ventures through these legal rights to protect their interests and steer toward
high retums. VCs will also use other measures, including staging investments,
syndication, and exits to fulfill their investment goals, which are discussed in Section
3.3.2.2.6, Section 3.3.2.2.7, and Section 3.3.3 respectively. Section 3.3.4 explores the
stimulus programs which are set up by the U.S. government to promote the VC industry.
The U.S. VC industry would not have been so successful without the support from the
government. The section briefly discusses the SBIC and other programs, as well as tax

incentives.
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1 Structure of the Legal Framework of U.S. VC Industry

Chart 3.

Sy i =)
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3.2. Milestones of Venture Capital Development in the U.S.

3.2.1 Introduction

In the U.S. before World War 1I, the term “‘venture capital” was not treated as a
particular financial sector but as a traditional investment industry which allowed some
wealthy individuals to invest in slart-l.lps.?3 % For example, Mr. Andrew William Mellon
is identified as one of the most successful ‘“venture capitalists” in Pittsburgh in 1882.7%°
He took charge of his family private bank and funds. These VCs invested in American
industrial areas without underwriting or syndicating security issues to the public. This
type of VC was far more personal than institutional.”*® The first formal institutional VC
firm, which is discussed in Section 3.2.3, is the ARD formed in 1946.”*' This section
briefly introduces the background of personal VC investments before 1946, and then
presents in more detail the legal milestones of the VC industry of the U.S. after the
establishment of ARD, including the SBIA program, the SBIC program, the 1974
ERISA, and limited partnership legislation. This section then argues that that a proper
legal framework is the comerstone of the U.S. VC industry and that legislation and

governmental stimulus programs will encourage the development of the VC industry.

3.2.2 Wealthy Individuals as Informal Venture Capitalists

Before World War I, start-up investment was the field of wealthy individuals and

742

families. Whitneys, Rockefellers, and Warburgs were the famous investors in

start-ups in the first half of the 20" century.”’ As early as the 1920s, these wealthy

8 Thompson (2008: 5).

% Chandler (1990: 80).

™ Gupta (2000: 2).

Bygrave & Timmons (1992: 1-2).

™2 Gupta (2000: 2).

™ Lemer, Hardymon, and Leamon (2005: 1-2).

145



individuals and families set up personal funds to invest in start-ups, a kind of informal
VCs.”* But high tax rates discouraged them to invest in new industries in the 1930s.”
A large rate increase came with the Revenue Act of 1932.7*® The Revenue Act of 1937
separated individuals’ short-term and long-term capital gains and taxed their short-term
capital gains as ordinary income.’”*’ VC investment became less attractive to wealthy

T : .7
individuals as tax rates grew heavier and more progressive. -

Another problem of VC investment at that time was that it was very hard for start-ups to
raise capital from traditional investment firms. In 1938, a U.S. venture capitalist, Joseph
Nicholson, noted, it was necessary to improve small businesses’ access to capital.”*
However, institutional obstacles were great. He concluded that neither banks,
investment firms, nor the government could properly supply long-term or permanent
capital for small business.””® He then called for a new institution to infuse capital into

these start-ups.”’

Under this circumstance, the U.S. securities laws tended to give some “privileges” to
VC investment in the 1940s.”*> The 1940 Act contains two exemptions for so-called
private investment companies which do not make a public offering of their shares. The
one is related to VC projects, and exempts companies which only sell their shares to a
small number of investors.”>> More specifically, the rule excludes a company from
registration if its securities are owned by one hundred or fewer persons andsit will not

make a public offering of the securities.”>! The reason why the U.S. Congress created

™ Gupta (2000: 3-6).

™3 Reiner (1989: 6).

6 Reiner (1989: 12).

™7 Ppaul (1937: 59).

8 Reiner (1989: 7).

™% Nicholson (1938: 34), see Reiner (1989: 40).
B0 Ibid.

Bt Ibid.

52 Reiner (1989: 40).

3 Money Manager’s Compliance Guide (2000: Tab 300-55).
4 Sec. 3(c)(1), 1940 Act.
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this exemption is that at the time it was believed such small, private investment
companies would involve the kind of face-to-face negotiations and sales traditionally
protected by contract and tort law, and that companies engaging only in such sales
should not have to fulfill the complex registration obligations under the federal
securities regulations to trigger standardized disclosure and remedies.”*® Individual VC
firms, including formal VC firms after World War II, can commonly rely on this
exemption to avoid the comprehensive requirements of the 1940 Act.”*® Such
exemption did encourage investors to enter into VC projects. This legislative tendency

also helped to set up an independent VC industry from traditional investment fields.

3.2.3 American Research and Development Corporation

As mentioned, it was very difficult for start-ups to borrow money from traditional
financial institutions, such as commercial banks, from the 1920s to the 1940s in the U.S.
because bank rules emphasized that the entrepreneurs should offer enough assets or
business reputation to guarantee repayment prior to the lending. Most start-ups,
however, could not meet these requirements and i1t was also very hard for entrepreneurs
who did not have weyfhy friends to fund their start-ups.”’ To resolve the “deadlock,”
the ARD was set up in order to meet large needs for VC.”*® The ARD was established
in 1946 by MIT President Karl Compton, a professor at Harvard Business School,
General Georges F. Doriot, and local business leaders from the Boston area; ARD was
the first institutional modern VC firm in the U.S.”*® It was formed as a public
corporation."'w But the legal features of public corporation bring some disadvantages to
VCs because VC investment is usually long-term investment, which does not suit the
needs of many investors. For example, if sixty-year old investors buy the shares of a
public VC corporation, they would likely prefer a high current income as soon as

possible rather than long-term capital gains. Conflict between the shareholders and VCs

*5 Money Manager's Compliance Guide (2000: Tab 300-56).
56 Thid.

"7 Thompson {2008: 6-7).

™% McCahery & Renneboog ed. (2003: 35).

% Allen & Song (2002).

™ Lemer, Hardymon, and Leamon (2005: 2).
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in a public VC corporation would hurt the business, reputation, and the future of the
company. Therefore, one disadvantage of a public VC corporation is that the company
or the existing shareholders cannot choose the potential shareholders.

The ARD was the first institutional VC firm, supplementing the investing of wealthy
families or informal VCs.”®' It was also the first VC firm to use capital from other
institutional investors, including insurance companies, investment companies, and
universities.”®> The first significant story of VC investment was written by the ARD
when it invested $70,000 in Digital Equipment Corporation in 1957 and exited the
venture with over $355 million after the company’s IPO in 1968.”® The ARD did not
stop its VC investment until 1971 with Doriot’s retirement. In 1972, Doriot merged the

ARD with Textron after having invested in over one hundred and fifty companies.’®

3.2.4 Small Business Investment Companies Act of 1958

The ARD could not alone solve all the problems in the VC industry. To solve these
problems faced by start-ups, the U.S. government began its VC efforts in 1958. One of
the steps toward a professional VC industry supported by the government was the 1958
SBIA.”® The 1958 SBIA allowed the SBA to license and regulate private SBICs to
invest in start-ups in the U.S. This governmental VC operation is called the SBIC
program, in which an SBIC can be organized as a corporation, a limited partnership, or
an LLC.”®® Private investors could set up SBICs to finance start-ups by long-term loans
or debentures.’®’ However, SBICs could not buy stocks from the public markets until
the amendments of 1958 SBIA in June 1960.”°® Private investors needed $300,000 in

capital to be licensed as an SBIC. In 2003, the amount was increased to $5 million.”®

81 Chew (2001: 10).

2 Chew (2001: 11-12).

3 Fuerst & Geiger (2003: 201-202).
"% http://www.pbs.org/wgbh/theymadeamerica/whomade/doriot_hi.html_
765 Sec.101, 1958 SBIA.

766 Allen & Song (2002).

7 Gupta (2000:7-8).

%% Bartlett (1994: 590-593).

%% Sec. 302(a)(1)A), SBIA1958.
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Initially, the SBA could expand its investment in an SBIC by purchasing subordinated
debentures of the SBIC if the private investors would contribute at least $150,000.7™
Amendments in 1961 and 1963 raised to $700,000 the amount of subordinated
debentures that the SBA could buy from an SBIC to match its private investors’
contributions.””' The SBA could also make loans to SBICs for as much as half of their

capital, up to $4 million.””

Thus, investors could leverage their own capital two for one
in VC investments by organizing SBICs.”” Another main advantage of the SBIC
program is that private VC investors can obtain low-cost loans from the SBA. The
debentures have “a term of 10 years and provide for semi-annual interest payments and
a lump sum principal payment at maturity.”’’* But it is not simple for an SBIC to get
the funds from the government. It faces strict financial reporting requirements and other
examinations by the SBA.””> The SBICs are also required to have qualified
management teams, some successful VC investment experience, and a good business
plan for future investments. 77 Nevertheless, scholars have criticized that many

managers in SBICs do not have enough VC investment skills.””’

The SBIC program also encouraged institutional investors to join. The program allows
banks, which were previously prohibited from doing so, to engage in VC investments.
Thus, some bank-backed SBICs appeared and became the major VC financing sources
after 1958.””® For example, Bank of America organized an SBIC in 1959 named the

Small Business Enterprises Corporation.””’ This firm was the first of the “orthodox

70 Sec. 303(bX2)(A), Ibid.
7' Bartlett {1994 601).

2 Sec. 306(a), 1958 SBIA.
73 Reiner (1989: 279).

M Qee the website of Smail Business Notes at http://www.smallbusinessnotes.com/

financing/sbic.html.
5 Sec. 308(gK1), 1958 SBIA.
7 Sec. 301(cH3NA)(i), 1958 SBIA.
7T Gupta (2000: 7).
"8 Reiner (1989: 316).
™ Ibid.
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institutions on the West Coast to get involved” in VC investments.”®® Fourteen banks

launched their VC investments between 1958 and 1965 through the SBIC program.”

Although private limited partnership VC firms have played the major roles in the VC
industry since the 1970s, the SBICs were the dominant VC vehicles in the 1960s.”%
Hence, the SBIC program created a chance for training many professional VCs for the
U.S. and for the coming prosperity of the VC industry in the 1970s. The SBIC program
still exists today and shares many sources and experiences with VC investors and
entrepreneurs. However, the complicated legal restrictions of the program keep it from

becoming the major VC financing for start-ups in the U.S.”*

3.2.5 Employee Retirement Income Security Act

In the late 1970s, there was an important regulatory interpretation which pushed the U.S.
VC industry towards drastic growth. It was the Labor Department’s interpretation of the
“prudent man” provision of the 1974 ERISA.”®* The 1974 ERISA regulates the
administration, investment, and risk management policies of private pension funds in
the U.S.”® These pension funds were traditionally prohibited from conducting VC

investments before 1979.

In 1974, the Congress passed the 1974 ERISA as comprehensive regulation of the
private fund industry, and a prudence requirement it placed on fund managers worked to
restrict pension fund managers from investing in high-risk industries.”®® The 1974
ERISA’s ambiguous definition of the fiduciary duties of fund managers made these

managers worry about their personal liability if they failed in the VC investments.”®’

0 Ibid.

! Reiner (1989: 317).

82 Reiner (1989: 281).

s Gompers & Lerner (1997).

™ Fuerst & Geiger (2003: 201-202).
™ Purcell & Staman (2008: 7).
Gompers & Lemer (1996).

7 Allen & Song (2002).
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Because of both the large funding needs of the VC industry and the quality of many
investments in start-up enterprises, the U.S. Department of Labor loosened the
restrictions by the reinterpretation in 1979 of the definition of the “prudent man”,
allowing VC investments of pension funds’ managers.”® The most important aspect of
the reinterpretation is that the managers of pension funds will not automatically incur
fiduciary liability for decisions to make VC investments.”® The ERISA stipulates that a
person is a fiduciary with respect to an investment plan to the extent that such a person
does any of the following: “1) Exercises any discretionary authonty or control over the
management of a plan, or over the management or disposition of plan assets; 2) Renders
investment advice for a fee or other compensation, direct or indirect, with respect to any
moneys or other property of such plan; or 3) Has any discretionary authority or
discretionary responsibility in the administration of such plan.”® Thus, the ERISA
defines “fiduciary” not in terms of “formal title but rather in functional terms of control
and authority over the plan.””®' Further, according to the law, a fiduciary must give
“appropriate consideration to the facts and circumstances that the fiduciary knows or
should know are relevant to the particular investment, including the role that the
investment plays in the plan’s investment portfolio; fiduciary must act in accordance

with the conclusions that were reached after the appropriate consideration.””*?

To clarify its position on the nature of a proper investment for a fiduciary, the U.S.
Department stated, “Clearly, we believe the stocks of smaller companies have a place in
investment portfolios ...when prudently selected to include adequate diversification,
these stocks can offer above average potential and will significantly add to the overall
diversification and return on pension assets.”””” Beyond the federal context, today 35

states in the U.S. have adopted the modem prudent investor rule for repealing the old

™ Purcell & Staman (2008: 3).

" Tbid.

0 Sec. 3(21)A), 1979 ERISA.

' Jones, Ziga, and Chong (2004: 1).
2 Sec. 2550, 404a-1(b)(1), 29 C.FR.
™ Reiner (1989: 386-387).
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prudent man rule.””* The new rule provides that the “trustee’s investment and
management decisions respecting individual assets are evaluated not in isolation, but 1n
the context of the trust portfolio as a whole and as a part of an overall investment

strategy having risk and return objectives reasonably suited to the trust.”’”*

After the revision at the federal level, the U.S. pension funds started to invest in
start-ups and VC firms. According to the current rule, investments should be managed
“with the care, skill, prudence and diligence under the circumstances then prevailing,
that a prudent man acting in a like capacity and familiar with such matters would use in
the conduct of an enterprise of a like character and with like aims.”"® During the late
1970s and early 1980s, most of pension funds invested in VC firms.””" In 1988, 47% of

the new capital raised by VC firms came from pension funds.””®

A VC fund will be governed under the 1974 ERISA if it admits a pension fund to be the
LP. ' The VC fund’s capital and assets will be treated as property of the pension fund
under the 1974 ERISA if the pension fund invests in the VC fund.*®® The regulation
defines the property as ‘“plan assets,” which are stnctly monitored by the U.S.
authorities.®® But the VC fund could get an exemption from the law if it can meet the

foliowing standards:

(1) the fund is a U.S. registered investment company under the 1940 Act;

or

194

Schanzenbach & Sitkoff (2010: 316).

Sec. 2, 1994 Uniform Prudent Investor Act
™ 29 C.FR., § 2550, 404a-1(2009).

™ Gompers & Lemer (1996 468).

Gompers & Lemer (1996: 389).

™ Sec. 80a-3(b)3), 15 US.C.

% Chan (2008: 456-457).

Helm & Babikian (2006: 821-822).
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(2) the securities of the fund are publicly offered in the U.S,, that 1s, the
securities are widely held, freely transferable and either (1) part of a class
of securities registered under 12(b) or 12(g) of the 1934 Act; or (11) sold
as part of an offering of securities to the public pursuant to an effective
registration statement under the 1933 Act and the securities are part of a
class registered under the 1934 Act within 120 days after the end of the

fiscal year of the issuer during which the offering to the public occurred,

or

(3) employce benefit plan investors (U.S. or foreign, including
government pension plans) hold 25% or more of any class of equity

interest of the fund; or

(4) the fund is a “VC operating” company. To maintain the status of a
VC operating company, the VC fund should invest more than 50% of its
capital in VC investments and at least manage one program of the

investments; or

(5) the fund is either a ““venture capital operating company” or a “‘real

estate operating company’’ as defined for ERISA purposes.®”

3.2.6 Laws of the Limited Partnership

In 1822, New York State passed the first limited partnership act in the U.S.*” Other
states soon followed this legislation. In 1868, a common law court stated that the
purpose of limited partnership legislation is to “encourage trade by authorizing and
permitting a capitalist to put his money into a partnership with general partners
possessed of skill and business character only, without becoming a general partner, or

hazarding anything in the business except the capital oniginally subscribed.”** Today,

802 Chan (2008: 456-457).
83 Kessler (2003: 530).
¥4 Clapp v. Lacey, 35 Conn. 463, 463 (1868)
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all U.S. states cxcept Louisiana have approved the Uniform Limited Partnership Act.*”
The first Uniform Limited Partnership Act was adopted in 1916 by the NCCUSL
Then the act was replaced by the 1976 ULPA.*’ which gave way to 1985 RULPA*®
and eventually to 1996 ULPA. In 2001, a new limited partnership act, the 2001 ULPA,
was adopted by NCCUSL.*® The 2001 ULPA is a “stand alone” act, *de-linked” from
both the original UPA and the 1985 RULPA.?'® That means the 2001 ULPA is intended

to provide “the entire operative organizational law for limited partnerships in a single

will

act But up till now, only seven states have adopted this act.*'* Thus, most limited

partnerships in the U.S. are still governed by the 1985 RULPA.

The first limited partnership VC firm, Draper, Gaither and Anderson LP., was formed in
1958.%"* But prior to the 1980s only a few VC firms were structured as limited
partnerships.®*™* During the 1980s and 1990s, however, over 80% of the VC money was

invested in limited partnership VC firms.*"

The provision of the 1916 ULPA about limited partners’ liability and participation in
management is very simple; it stipulates that an LP has no personal liability to creditors

unless the LP “takes part in the control of the business’ without defining the meaning of

1 See the list at http://www law.cormnell.edwuniform/vol 7 html#limpan,

Kleinberger (2004: 583).

Kessler (2003 542).

5% Ibid.

3 Kessler (2003: 543).

$19  See the Prefatory Note, 2001 ULPA.
Geu & Neknitz (2002: 47).

Those states arc Flonda, Hawaii, Hlinois, lowa, Minnesota, and North Dakota. See Flonda Revised
Uniform Limited Partnership Act of 2005, Fla. Stat. § 620.1101 to 2205 (2006); Uniform Limited
Partnership Act (Revised), Haw. Rev. Stat. § 425E-101 to -1205 (2006); Uniform Limited
Partnership Act, Idaho Code Ann. § 53-2-101 to -1205 (Supp. 2006); Uniform Limited Partnership
Act, 805 Ill. Comp. Stat. §215/0.01 to / 1402 (Supp. 2006); Uniform Limited Partnership Act, lowa
Code § 488.101 to .1207 (2007); Uniform Limited Partnership Act of 2001, Mian. Stat. § 321.0101
to .1208 (2006); Uniform Limited Partnership Act (2001), N.D. Cent. Code §§ 45-10.2-01 10 -117
(Supp. 2005). See also Stephens (2007: 527).

" Gompers & Lemer (2004).
B4 Gompers & Lerner (1997).
1% Allen & Song (2002).

806

807

812

154


http://www.law.comell.edU/unifomVvol7.html%23limpart

“control.” *'® The 1976 ULPA and 1985 RULPA then try to reduce the uncertainty of
the definition of “control.” The 1985 RULPA created a “safe harbor” for LPs. Unless
the LP “participates in the control of the business” and people “‘transact business with
the limited partnership reasonably believing...that the limited partner is a general
parmer,"lm the actions of the LPs listed in the “safe harbor,” including consulting with
a GP about the firm’s business, hosting or joining a partners’ meeting, and voting on
any business issues which need to get an approval of the LPs according to the
partnership agreements will not be treated as participation in the control of the limited
partnership firm.*'® The 2001 ULPA sharply modified the relevant rule, providing that
the LPs will not be treated as GPs *“even if the limited partner participates in the
management and control of the limited partnership.”®'® As stated, the 2001 ULPA has
not been widely adopted, thus in most states, in order to keep the protection of limited
liability, the LPs should not conduct day-to-day management of the firm and make
decisions on VC investments as GPs, unless GPs allow them to do that with a prior

820
agreement.

The limited partnership form has a number of advantages for VC projects. One of them
is VC investors can enjoy pass-through taxation, which would not be possible by using
the corporation structure. That means the limited partnership VC firms do not need to
pay capital gains taxes, as gains arc taxed only at the level of the partners.®*' Today, the
limited partnership VC firms may choose whether they want to be taxed as a partnership

or as an LLC of the U.S.*** The arrangement makes it possible, when choosing a firm's

Sec. 7, 1916 ULPA.

817 Sec. 303(a), 1985 RULPA.
1% Sec. 303(b), Ibid.

819 Sec. 303, 2001 ULPA.

820 Gulinello (2006: 290-278).
82! Gompers & Lemer (1997).

The LLC is a legal entity created by the U.S. laws (see the Revised Uniform Limited Liability
Company Act (2006) (2006 RULLCA™), § 102, § 201) which is defined as having legal
charactenistics of both a corporation and a partnership (see Peng (2005: 105)). An LLC’s owners are
waived from personal liability as a corporation and can enjoy pass-through taxation as a partnership
(see 2006 RULLCA, § 304 and the Comment to Section 304; see also the Treasury Regulation of the
U.S., § 301.7701-3). This is a fundamental charactenstic of the LLC legal structure. An LLC can be
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structure, for VC investors to have various options to suit their business purposes. One
advantage of the limited partnership structure for VC investors investing in ventures is
that the partners would not be taxed when they distribute shares of the ventures to other
buyers until these securities have been sold.*>* Of course, the partners could not enjoy
this advantage unless they can meet some requirements. First, the transfer of the
partnership’ units is restricted, which makes it difficult to buy or sell the units.¥** It is

also difficult for partners to quit the firm before the termination of the partnership.**’

3.2.7 New Markets Venture Capital Program

Most VC firms in the U.S. would not like to invest in low-income areas because of poor
returns.**® The U.S. government had to launch the NMVC program in 2001 to
encourage VC investments in low-income communities of the U.S. to create more job
opportunities and new start-ups in these places.*”’ The goal of the program is to
promote the business in low-income areas and to offer more jobs and higher salary to
local people through VC investments, particularly in high technology, more start-ups,
and talents.®”® The program accommodates guaranteed debenture financing to VC

funds which invest in these places and gives other financial supports to the local

ventures.*”” The details of the operation of the program are discussed in Section 3.3.7.2.

Generally, VC investments seek ‘“rich” areas in the U.S. From 1991 to 2000, for

instance, 65.2% of all VC investments were in start-ups established in only five states,

treated as a partnership to avoid double tax charge (see the Treasury Regulation of the US,, §
301.7701-1 and 7701-3). Therefore, the LLC is a hybrid structure which consists of the tax
treatments of a partnership and the limited liability protections of a corporation in the U.S.(see Shu
(2005: 1014); see also 2006 RULLCA, § 304 and the Treasury Regulation of the US., §
301.7701-3). However, some states of the U.S., California for example, prohibit the use of LLC to
operate professional services, such as banking, trust company, or insurance (see Shu (2005:1015)).

3 Gulinello (2006: 290-291).

824 Callison & Vestal (2004: 731).

Callison & Vestal (2004: 732).

The Community Development Venture Capital Alliance (2006).
Sec. 108.10, NMVC program.

Sec. 108.10, and Sec. 108.130, Ibid.

"9 Sec. 108.1200, Ibid.

826
827
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Massachusetts, California, Texas, New York, and Colorado.**’ In the first three months
of 2006, three regions, Silicon Valley, New England, and Orange County attracted 59%
of all VC investments and 49% of all VC transactions.?>' The NMVC program wants to
change this situation by encouraging VC investors to look for new opportunities in
low-income areas.®*> Currently, there are seven NMVC-backed funds, and these
NMVC companies have raised $48 million from prnvate investors, including
commercial banks, wealthy individuals, and insurance companies, and have invested the

money in low-income areas in the U.S.

3.3 Theories and Practice of Venture Capital Investments in the U.S.
3.3.1 Limited Partnership: Main Legal Form of Venture Capital
3.3.1.1 General

The legal forms of VC firms in the U.S. VC industry are thus the limited partnership,

the limited liability partnership, the LLC, and the corporation.***

One scholar classifies
VC firms in four basic categories. The first type is the SBICs. As discussed, these
companies are “federally chartered corporations” established under the 1958 SBIA.*°

Some researchers call these firms “incubator funds” because the SBA will take care of

830 Carlson & Chakrabarti (2007).
81 Ibid.
832

Kerry (2006).

83 The NMVC companies are: the Southwest Development Fund, LLC (Anzona), the Murex
Investments, I, L.P. (New Jersey, Pennsylvania & Delaware), the Pennsylvania Rural Opportunuties
Fund (Pennsylvania), the CEI Community Ventures Fun, LL.C (Main, New Hampshire & Vermont),
the Adena Ventures, L.P. (Ohio, West Virginia, Maryland & Kentucky), the Dingman Center for
Entrepreneurship (Maryland & Washington DC), and the Southern Appalachian Fund, L.P.
(Tennessee, Kentucky, Alabama & Georgia), see Banner & SmallBiZ.com, Inc. (2001).

See NVCA (2009)., Venture Capital Industry Overview. In the article, the legal forms of US VC firm
are identified as four types, 1) limited partnership, 2) corporation, 3) limited lability partnership
(LLP), and 4) LLC.

In Sec. 301 (a) of the 1958 SBIA, *a small business investment company shall be an incorporated
body, a limited liability company, or a limited partnership organized and chartered or otherwise
existing under State law solely for the purpose of performing the functions and conducting the
activities contemplated under this title, which, if incorporated, has succession for a period of not less
than thirty years unless sooner dissolved by its shareholders, and if a limited partnership, has
succession for a period of not less than ten years, and possesses the powers reasonably necessary to
perform such functions and conduct such activities.” See also Megginson (2002: 8).
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these companies by providing management directions and financial supports.®*® The
second type is financial VC firms, which are the subsidiaries of some financial
institutions, including commercial banks or insurance companies.*>’ The third type is
corporate VC firms, which are the subsidiaries set up by non-financial corporations,
including some big international companies or high-tech companics.m The last type is
limited partnership VC firms. They are the firms created by private VCs, which act as

GPs to set up, invest in, manage, and finally liquidate the firms.*’ The capital of these

firms comes from their LPs.?*

Partly, but not completely, overlapping with the above, VC firms could also be
classified into five types.®' The first type is the private VC firms funded by pension
funds or wealthy individuals.**? The second type is the corporate industrial VC firms,
wholly owned by corporations.®*® The third type is the corporate financial firm, which

is wholly owned by financial institutions.®**

All these three types of VC firms are
classified as “private firms.” The forth type is the government or the public VC firms,
which are VC corporations owned and run by the governments.*** The fifth type of

firm is the hybrid firm, which is formed under a governmental incentive program.®*

Although the corporation structure is a very popular VC form in China, it is not the

mainstream VC form in the U.S.**’ The mainstream VC form of the U.S. is the limited

86 Gladstons (2002: 10).
87 Megginson (2002: 7).
% Megginson (2002: 8).

9 Ibid. NVCA calls the VC limited partnership as “private independent firms” and the financial VC

firms or corporate VC firms as “corporate venture investors.” See the website of NVCA, available at
www.nvca.org/def html.

Megginson (2002: 8).
Cumming & Macintosh (2002: 80).

840

2 Ibid.
¥ Ibid.
4 Ibid.
5 Ibid.
846 Ibid.

¥7 " Peng (2005: 106).
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partnership. In 2007 and 2009, China has also modified its partnership regulations twice
to establish a limited partnership structure for domestic and foreign VC investors.®*®
The legislation indicates that China is trying to set up a limited partnership structure for
its VC industry based on the experience of the U.S. For the purpose of this study, the
discussion will be based on the legal classification of this form, which is helpful for
understanding how to set up a proper legal framework for China’s VC industry.**’ The
aspects of definition, formation, management, and control of the limited partnership VC
form will be introduced and examined in the following sections. Further, as mentioned
before, the U.S. VC legal framework is treated as the standard framework in this study.

Hence, all legal issues about limited partnership are discussed under the U.S. laws.

3.3.1.2 Limited Partner and General Partner

Although other legal forms are permitted,** the U.S. VC firms prefer to set up limited
partnerships as it provides a good mix for taxation, management and liability.*>' The
limited partnership form is also beginning to be a mainstream VC form now in China
because of its advantages.ssz A limited partnership has one or more GPs, who manage
the business and bear the firm’s legal debts and obligations, and one or more LPs, who
are liable only to the extent of their investments for the partnership obligations under
the limited partnership laws of the U.S. or China.*”’> In the Delaware Limited
Partnerships Act, the limited partnership means “a partnership formed under the laws of
the State of Delaware consisting of two or more persons and having one or more general

partners and one or more limited partners.”®** The 2001 ULPA defines the limited

848  See Chapter lIL.

%49 Another reason is stated by a scholar. He points out that all business organization forms have three

fundamental characteristics, ““(1) each form has control attributes, which concern the firm's patterns
of decision-making authority and agency power, (2) each form has risk attributes, which concern the
manner in which the firm’s loss risks are allocated among the participants, (3) cach form has reward
attnibutes, which concern the allocation of the firm's profits and value among the participants.” See
Callsion (2000: 101).

s Gompers & Lemer (2000: 95).

85! Black & Gilson (1998: 252).

3 Gladstons (2002: 15).

83 Sec. 402 (a), 2001 ULPA. Ant. 77 & Art. 83, 2006 PEL.
34 Sec. 17-101(9), DRULPA.
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partnership as “an entity, having one or more general partners and one or more limited
partners, which is formed under this Act by two or more persons...” Thus, the

limited partnership is an entity distinct from its partners.®*°

Furthermore, the limited partnership VC firm has the following features under current
U.S. law.? Unlike a corporate form, a himited partnership VC firm has a finite
lifespan.®*® The LPs of the VC firm are passive investors and do not have authority on
firm’s management and decision-making for VC investments.®® But they have rights to
monitor the operation of the firm.**® The GPs have full power to manage the firm’s

day-to-day business. ¥’

A U.S. limited partnership VC firm enjoys pass-through
taxation status as discussed above. The VC firm cannot enjoy such treatment if it
organizes as a corporation.’® These features raise another question: what are the legal
relationships between GPs and LPs in the limited partnership? The following

discussions of nghts and obligations of GPs and LPs will answer the question.

An LP does not have the power to manage the limited partnership®’ unless the
partnership agreement gives her such power.*® Except the authority of managing the

limited partnership, an LP has full rights in the partnership. These rights include the

rights to vote on approval of admission of a new LP,**®

866

if LP: shares are made subject to

transfer restrictions, of admission of GPs,*® of revising the partnership agreement,*®’

83 Comment to Sec. 102 (11). 2001 ULPA.

86 Sec. 104 (a), Ibid.

857 " Ribstein (2001: 819).
% Fenn et al. (1995: 34).
9 Gulinello (2006: 268).
¥ Levin (2001: §1001.1).
81 Gulinello (2006; 282).
82 Levin (2001: §1001.1).
83 Sec. 302, 2001 ULPA.
¥4 Comment to Sec. 302, Ibid.
83 Sec. 301 (3), Ibid.

866 Sec. 401 (4), Tbid.

87 Sec. 406 (b) (1), Ibid.
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of making a contribution, of returning an improper distribution,**® and a right to review
business information of the limited partnership.3°9 A very important difference between
LPs and GPs is that the LPs, unlike GPs, do not have any fiduciary duties to the limited
partnership.®’® The fiduciary duties are duties of loyalty “to account to the limited
partnership and hold as trustee for it any property, profit, or benefit derived by the GPs
in the conduct and winding up of the limited partnership’s activities or derived from a
use by the GPs of the limited partnership property, to refrain from dealing with the
limited partnership in the conduct the limited partnership’s activities as or on behalf of a
party having an interest adverse to the limited partnership, and to refrain from
competing with the limited partnership in the conduct of the limited partnership’s
activities.””' A person who has significant power to conduct business on behalf of
other persons should bear such fiduciary duties.®””> The LPs do not need to fulfill any

fiduciary duties to the partnership or other partners due to their very limited power in

the firm.*”

L

A GP is an agent of the limited partnership based on her activities and power in the
partnership.®’* Each GP has equal rights to manage the firm and to conduct the VC
investments of the firm.*”*> Generally, all issues relating to daily operation of the limited

partnership should be solely decided by the GPs.*’®

The LPs are capital contributors to the limited partnership. In the U.S., these LPs could
be institutional investors, i.e. pension funds, corporations, banks, or individuals. GPs are

the VCs, who will set up the VC fund and operate the investments without contributing

868 Sec. 502 (c), Ibid.
%% Sec. 304 (a), Ibid.
¥70  Sec. 305 (a), Ibid.
871 Sec. 408 (b), Ibid.
¥ Comment to Sec. 305 (a), Ibid.
3 Comment to Sec. 305 (a), Ibid.
¥4 Sec. 402 (a), Ibid.
873 Sec. 406 (a), Ibid.

Sec. 406 (a), Ibid. Such activities should be decided by a majonty of the GPs if there is more than
one GP in the limited partnership. See Also the section.
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to the fund.®”’ The legal relationships between the LPs and GPs are determined by a
series of contracts and the limited partnership agreement which generally include three
types of covenants, the covenants rclating to the management of the VC firm (e.g., the
size of the investment in one start-up, the distnbution of debt, syndication, and
reinvestment of gains), the covenants relating to the activities of the GPs (e.g., sale of
partnership assets, fundraising, and the admission of other GPs or investment managers),
and the covenants relating to other financial operations (e.g., investments in other VC

firms, buying public securities, foreign securities or other properties).®”®

3.3.1.3 Formation of Limited Partnership

The GPs and the LPs should have a partnership agreement before they set up a limited
partnership. In the U.S., “partnership agreement” means the partners’ agreement,
whether “oral, implied, in a record, or in any combination, concerning the limited
partnership.”®”® Then, these partners should file a certificate of the limited partnership
with the Secretary of State. The certificate must state the name of the limited
partnership, the mailing address of the limited partnership’s office, the name and the
mailing address of each GP, and any other information required by the state laws.®*°
The Secretary of State will issue a certificate of existence to the limited partnership if

81 A certificate of existence must state the

the partners have paid the application fee.
name of the limited partnership, the date of formation of the limited partnership,
whether all fees or taxes have been paid, whether the most recent annual report of the
partnership has been filed, and other necessary information required by the state laws.*

Each year, the limited partnership ‘should file an annual report with the Secretary of

¥77 Sec. 102 (11), Ibid. ““limited partnership’, except in the phrases ‘foreign linuted partnership” and

“foreign limited liability limited partnership’, means an entity, having one or more general partners
and one or more limited partners, which is formed under this Act by two or more persons or
becomes subject to this Act under Article 11 or Sec. 1206{a} or (b).” See alsc Cumming &
Maclntosh (2003: 3).

Sec. 102 (13), and Sec. 201, 2001 ULPA. See also Cumming & MaclIntosh (2003; 3).
Sec. 102 (13), 2001 ULPA.

0 Sec. 201 (a), Ibid.

B8l Sec. 209 (a), Ibid.

1 Sec. 209 (a), Ibid.
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State, stating the name of the partnership and the mailing address of the partnership’s

office.®®

3.3.1.4 Management in Limited Partnership

As mentioned, the VCs serve as GPs and the investors are LPs in a limited partnership
VC firm.%* The LPs will invest their money in the firms for a term of two or three
y':aalrs.Ims The GPs operate the firm and search for suitable investment opportunities on
behalf of the partnership and the LPs.®¢ Typically, the U.S. GPs will try to earn profits
for the LPs from the VC investments within a given period, which is around seven to
ten years.®®’ The VCs will raise a new fund after they terminate the old one. Moreover,
a finite life of VC firm is necessary in order for LPs and other potential investors to
verify the investments skills of the VCs in a fixed period.*® The VCs could also

maintain their reputation by staging their ﬁmdmising.889

In a general parinership, all partners are the GPs, and all act as principals of the firm and

have authority to operate management and decision-making on behalf of the firm.*%

But as explained above, L.Ps only act as passive investors with few powers to affect the
operation and management of the VC firm.®' In some cases, however, although the
LPs are “passive”, having no involvement in the day-to-day management of the VC

892

firms,”” “safe harbor” mechanisms permit the LPs to participate in certain management

883 Sec. 210 (a), Ibid. Further, the law requires “the street and mailing address of limited partnership’s

designated office and the name and street and mailing address of its agent for service of process in
this State, and the street and mailing address of its principal office.”” See the same section.

4 NVCA (2009).

¥ Gladstone & Gladstone (2002: 9).
5 Ibid.

87 Fenn et al. (1995: 34),

8%  Sahiman (1990: 513).

9 TIbid.

¥¢  Gladstone & Gladstone (2002: 5).

1 Rosenberg (2002: 381). “However, if the general partners are themselves organized as a limited

liability entity such as an LLC or a corporation, the individual partners will not suffer personal
liability for most debts incurred by the limited partnershup.” See Rosenberg (2002: 381).

Sec. 303, 2001 ULPA. “A limited partner is not personally liable, directly or indirectly, by way of
contribution or otherwise, for an obligation of the limited partnership solely by reason of being a
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or strategic decisions of the firm.*”> The legal design allows the LPs to engage in the

firm business without worrying about losing their limited liability status. *”*

For
instance, the LPs have rights to give investment suggestions to GPs by establishing a
consultant committee to suggest on the important deals according to the DRULPA.*”
Finally, the law gives power to the LPs to vote on some core issues of the firm,
including the liquidation of the VC firm, the sale of firm’s assets, and change of the GPs
and managers.*®® The purpose of the legislation is to give authority to LPs to monitor
the operation of GPs and the firm.*” That means LPs could play a positive role in the
management and exercise a strong influence on the VC investments through having

meetings with the GPs.**

The GPs inform LPs by monthly or quarterly reports about
the progress of the firm, and will conduct at least one formal meeting with all LPs every
year.””® In addition, the LPs will meet quarterly in the consultant committee to evaluate
the business of the firm, such as investment strategy, term of the investments, the

; ; ; ’ %
business of ventures, and possible conflicts of interests. X

According to the discussion above, it seems clear that the LPs will only engage in
decision-making on matters concerning the strategy and the investments of the fund
rather than getting involved in the day-to-day management. If so, how do the GPs and
LPs classify the criteria of day-to-day management and strategic activities? The
partnership agreement solves the problem by governing the relations among the partners
and between the partners and the partnership.®®' In practice, U.S. limited partnerships

are created and ruled by a limited partnership agreement between the GPs and LPs

limited partner, even if the limited partner participates in the management and control of the limited
partnership.” See the section.

83 Pearce & Bames (2006: 17).

84 Ibid.

895 Sec. 17-303(b)(2), Tit. 6, Del. Code Ann.
8% Sec. 17-303(b)(8), Ibid.

897 Sec. 17-303(b)(7), Ibid.

8%  Pearce & Barnes (2006: 11).

89 Sec. 304, 2001 UPLA. The section gives inspecting and copying rights to limited partners.
%0 pearce & Bames (2006: 11).

Sec. 101, and Comment to Sec. 101, 2001 ULPA.
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92 In the agreement, the GPs and LPs document the rights and

under state law.”
obligations of each party. Thus, the process of contracting a limited partnership
agreement is one of the core issues in a VC investment. There are two important issues
in the agreement. One is the incentive term; it may encourage the GPs to operate the VC
investments actively with high bonuses.”” The other is the restriction on investment

categories to limit the range, and thereby also the risks of VC investments.***

Moreover, the U.S. limited partnership agreement usually includes waivers of default
rules stipulated by the state laws.”®® Default rules restrict the power of the GPs. But the
waiver in the agreement reduces the obligations of the GPs and grants more authonties
of management and decision-making to them.”®® Under the waiver, only fraud or willful
misconduct of the GPs could be impeded by the LPs. This arrangement gives minimum
protection to the LPs from some typical misbehavior of GPs, but also accommodates
wide obligation of authority to GPs to operate the firm and undertake high nsk

: 907
investment.

In a VC firm, the interests of the GPs and LPs are not always the same. Although the
LPs could monitor the investments of the VC firm, the GPs have exclusive authority to
control the management, which presents “many opportunities to take advantage of the
people who invest in them.”**® GPs, the professional VCs, tend to operate several VC
funds simultaneously. Thus, they might not spend equal time and energy to monitor and

manage each firm.’®® Then there are conflicts between LPs and GPs. The GPs might

%2 Sec. 110 (b) (5), Ibid. “The partnership agreement may: (A) identify specific types or categories of

activities that do not violate the duty of loyalty, if not manifestly unreasonable; and (B) specify the
number or percentage of partners which may authorize or ratify, after full disclosure to all partners
of all matenal facts, a specific act or transaction.” See the section.

03 Litvak (2004: 5).

Gompers & Lemer (1996: 481).
%% Halloran (2001: 1-88).

%% Weinberg (1994: 35).

%7 Gompers & Lerner (1996: 482).
%% Sahlman (1990: 473).

%% Fenn et al. (1995: 35).
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ask for disproportionate management fees from the firm, and might try to keep the best
investment chances for themselves or other firms rather than recommending the
opportunities to this firm.”'° The GPs might want to chase extremely risky investments
which might have only slight potential for high retums. But the problem is, under the
situation, the GPs’ risk is very low because they contribute much less capital to the firm
than do the LPs. As one scholar explains, “in some situations it will pay [for] a venture
capitalist to make negative net-present-value investments because doing so increases the
value of his potential profits by more than the loss in value of his portion of the equity
invested in the firm.””'" Such situation requires LPs to consider the limited partnership

agreement carefully before the creation of the VC fund.

3.3.1.5 Advantages of Limited Partnership Form

Unlike GPs who are personally liable for all of the debts and obligations of the
partnership, the LPs are only liable for the debts equal to their contribution,’'? that is,
the capital they have contributed if the firm fails.’'* Thus, the shield of limited liability
encourages small, individual LPs to invest in high risk industries without fear of losing

their personal assets.”’*

As discussed above, partners in the limited partnership can
enjoy favorable tax treatment because limited partnership income does not need to be
taxed at the partnership level.”'’ Because the profits of the partnership will “pass
through™ to the partners directly, only the partners need to pay their personal income
tax.”'® In addition, “because the manager of the limited partnership receives her
remuneration as a contractually agreed share of profits arising from his ownership

interest, these profits are taxable at the capital gains rate, rather than the higher rate

applicable to income, use of the LP form lowers the manager’s tax payable.”®'” So the

% Ibid.

91 Sahlman (1990: 496).

12 Black & Gilson (2002: 258). See also Sec. 303, ULPA2001.
" Ibid.

%14 Fu (2001: 490).

%% Fu(2001: 491-492).

718 Fu (2001: 493).

Cumming & Maclntosh (2003: 4).
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limited partnership is a good choice for investors who want to conduct investments with

. 918
a low taxation.

Furthermore, another advantage of the limited partnership relates to its limited duration.
A limited partnership VC fund typically terminates in seven to ten years unless the LPs
agree to extend the fund. The limited duration pushes the GPs to manage the fund
efficiently because they must return the contribution and profits to LPs at a specific
termination date.”’® The termination of the fund gives LPs a chance to evaluate the
outcome of the fund’s investments and the skills of the GPs. The LPs could also decide

whether they will continue to work with the GPs based on the earnings or failures of the

, 920
investments.

3.3.2 Governance in Venture
3.3.2.1 Problems of Venture

Most VC literature discusses the general problems of VC investment in ventures in
terms of the agency theory.””! Agency risk concerns the probability that entrepreneurs
will make decisions that do not maximize the interests of the VC investors in
ventures.””? Some scholars develop a model of financial contracting with multiple
investment decisions and show how VC investors reduce the risks caused by
informational asymmetries in a venture with a series of contracts.”® VC investors could

reduce investment risks by the use of convertible securities, of investment syndication,

%18 “Investors of short-term investment are always worry about double-taxation when liquidation. But

in a long-term investment, investors need not worry about the issue. Double taxation is one of the
primary drawbacks of a corporation.” See Robert W. Hamiton, Cases and materials on Corporations
150 (6th ed. 1998). “An individual pays personal income tax on income at a rate according to the
level of taxable income. Likewise, a corporation pays corporate income tax according to its level of
taxable income. When a corporation pays dividends to its shareholders, the corporation has already
paid income tax on those dividends. The dividends, however, are also taxable to the shareholder as
personal income.” See Cumming & Maclntosh (2003: 4). This concept is known as “double
taxation.” See Fu (2001: 494).

Cumming & Maclntosh (2003: 4).
20 Ibid.

Feng (2004: 9)

Jensen & Meckling (1976: 308).
Admati & Pfleiderer (1994).
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and of staging investments in ventures.”’* Some measures, including monitoring,
bonding, information disclosure, and appointment, could also be applied to reduce the
i bl 2 g = . . ~

risks.”®® Since most ventures in the U.S. and China are corporations, this study focuses

on discussing the problems and legal techniques used by VCs in ventures using the

corporate form.

As a type of financial organization, VC firms always play a role in ventures distinct
from that of banks or angel investors.””® There are many reasons why VC investors
have more governance power in ventures than do other types of investors. One reason is
that the VC investors have professional skills which other investors do not.””” Another
reason is related to the different incentives in VC projects and other financial projects.
Furthermore, because VC investors want some control over ventures so as to increase
the profits and reduce the risks of their investment, they crcate a specific governance
mechanism and monitoring frameworks in the ventures to reduce the nsks that might be
caused by the entrepreneur-manager.”>® Therefore, the goal of VC governance is to
work out a proper model to balance the relationship between the principal (VC investor)
and the agent (cnlreprencur-manager).920 In practice, the entrepreneurs of the venture
are better informed than the VC investors. The entrepreneurs might try to benefit from
this informational advantage, which could damage the interests of the VC investors.””’

Such misbehavior can lead to three agency problems in the ventures.””!

One problem is adverse selection. The VC investor cannot distinguish between *‘good™
and “bad” entreprencurs before the closing of VC investment in the start-ups because

she does not know about certain characteristics of the entrepreneur, particularly the

94 Gompers (1995.

Duffner (2003).

2% Lerner (1995: 301).

Hochberg (2003: 25).

% Gilson (2003: 1077).

% Grossman & Hart (1983: 7).

99 Huse (2005: 43).

1 Alchian & Woodward (1988: 67).
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hidden characteristics.”? For example, a “bad” entreprencur might immediately build
luxurious offices or buy an expensive car immediately rather than purchasing machines

after receiving the VC investors’ money.

The second problem is “hold-up.” After closing the deal on the VC investment, the
entrepreneur might reveal her real ideas to the VC investors and force the investors to
come back to renegotiate the hard things which were not mentioned in the first
negotiation.”” Further, the venture might not be the only start-up in which VC
investors have invested. In contrast to the situation of VC investors, the entrepreneur
might put her whole capital and energy into the venture. Thus, the entrepreneur and the
VC investors bear different levels of nisk in the venture. The VC investors will be
interested 1in high returns based on positive cash flow regardless of risks.”! The
entreprencur might not like to take such nisk. Then the two parties might have conflict
about the development strategy of the venture.””> That the entrepreneur might also
prefer to keep all capital of the VC-investors invested in her company if possible. The
entreprencur might want to keep the venture running regardless of whether the projects
are profitable or not. But the purpose of VC investors is to invest in profitable projects
only. The entrepreneurs and the VC investors may therefore have very different views

on the investment strategy of the company.”*°

The last problem is moral hazard. In VC investment, “moral hazard” means that the
entrépreneur might benefit from information of which the VC investor is not aware
(hidden information) or from actions which the VC investor cannot monitor (hidden

action).”’ This prejudices the interests of the VC investor without his knowledge.”® In

"3 Kleinschmidt (2007: 45).

" Aghion & Bolton (1992: 473).
Wiseman & Gomez-Mejia (1998: 133).
9% Duffner (2003: 38).

% Denis (2001: 193).

Holmstrom (1979: 74).

M Ibid.

934
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practice, the entrepreneur might use her time to follow her private interests instead of

pursuing the goals of the VC investors.”*’

These problems will cause agency risk and business risk for VC investments in the

940
ventures.

Most ventures in the U.S. are high-tech companies with spccial
know-how. °*' The ventures will grow and yield high returns depending on the
proprietary technology of the entrepreneurs which other competitors do not yet have.’**
Thus, the entrepreneurs in these companies are the “leading actor” with
decision-making and control. ” This causes a high level of agency risk. The

charactenstics of these ventures are discussed as follows.

Modem manufacturing industries, especially high-tech industries, are very complicated.
This demands higher information processing capabilities, which increases agency
problems.”** VC investors who lack such high technology knowledge might not be able
to fully understand the business process, the strengths of the technology and other key
information about the start-ups.’*® Additionally, the entrepreneurs might not like to
fully disclose her technology to other people, including VC investors.”*® This makes it
even more difficult for VC investors closely to monitor and control the ventures and the

behavior of the entrepreneurs who employ high technology.

On the other hand, besides cash, machines, or other tangible property, a high-tech
company's assets include patents, other intellectual property, and specific know-how.”*’

These intangible assets make controlling the entrepreneurs even more difficult because

93¢

Stefan Duffner (2003).
Barney (1989: 64-68).

M NVCA (2009: 3).

%2 Shane (2000: 448).

Begley & Boyd (1987: 79).
Markman (2001: 289).
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%% Shane & Cable (2002: 365).
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940
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it is very hard for VC investors to judge the value and development of these assets.”*®
Additionally, it would be very hard for VC investors to monitor a high-tech start-up by
traditional accounting measures due to the valuation problems regarding intangible

assets.”*’ This increases the agency problems in high-tech start-ups.”*’

Furthermore, start-ups always lack a business record due to their short history.””' That
means little information is available about the previous development of a start-up. This
also makes it very hard for VC investors to assess the start-up. Moreover, without
historic information, entrepreneurs can more easily offer a false record of the business

j 952
to VC investors. ?

In VC investment, business risk exists during the development of the start-ups.
Therefore, high business risk will make the venture’s profitability more uncertain.””’
Today, most start-ups normally operate in highly competitive environments because of
the situation of high technology development. To succeed in these industries and to
approach high growth, constant change is required. Start-ups should often explore
markets and balance relations among buyers, suppliers, potential rivals, current
competitors, and other product or service entities.””* Furthermore, because of the fast
development of high technology, they have to respond quickly to changing conditions
affecting the venture in order to succeed. %% This situation requires great flexibility of

the ventures, or the company might fail in the end.”

¥ Ibid.

9 Engel (2002: 155).

0 Gompers & Lemer (2001: 155).
' Hayn (1998: 15).

%2 Smith & Smith (2000: 399).

3 Porter (2004: 5).

Porter (2004: 215).
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As discussed above, the ventures are highly dependent on their entreprencurs. These
entreprencurs are always the founders who own the majority shares of the venture.”’
They have unique and exclusive technology or knowledge which will decide the
ventures’ development.”® Moreover, they control information about the day-to-day

management and the company’s future prospccts.gsq

That means the success of the
venture is highly dependent on the entrepreneurs with their personal knowledge and
experience. But this may have three negative consequences for VC investors. First, the
quality of the entrepreneurs constitutes an important risk factor for the success of the
venture.”® Second, the venture may fail if the entrepreneurs leave the company because
they would take key knowledge and information with them and leave the venture
without any competitive technology.”®' Third, the possibility of moral hazard is very
high because the entrepreneurs control information which the VC investors lack.”®?

Therefore, these characteristics of ventures require VC investors to develop more

: , 963
measures to govern and monitor the ventures and the behavior of the entrepreneurs.”®’

Generally, VC investors reduce these risks at the different stages of VC investments by
using measures of governance and risk control.”®* As mentioned in Chapter I, the first
stage of VC investment is the phase of selecting investments. At this stage, the chief
task of VC investors is to screen a large number of start-ups and choose the best ones.
The difficulty is that most start-ups are at very early stages of development, and have
limited business records. Therefore, VC investors follow a strict screening process. The
process is an examination of all aspects of the start-up, including the product, market

size, technology, know-how, management team, and financial and legal issues. A

%7 He & Conyon (2004: 53).
9% Kirzner (1997: 67).

9% Markman (2001: 275).

%0 Shane & Cable (2002: 365).
%! Ibid.

%2 Ibid.

%3 Bassen (2006: 128).

%4 Denis (2001: 195).
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typical VC firm in the U.S. invests in only 1% of the business plans of start-ups

. 965
received.

Once the VC investor invests in a start-up, she often assumes an active role in
monitoring the company. Therefore, the second stage is to monitor the selected
investments. The VC investors typically expect to exit a venture in seven to ten years.
During this period, they assist and monitor the entrepreneurs to ensure that the venture
is moving in the right direction.”®® VC investors support their ventures by providing
information on customers, suppliers, and other new investors, as well as strategic,
financial and legal assistance.”®’ At the same time, they monitor the venture’s progress
by serving on the board, and providing further capital in multiple stages during the

.~ 968
venture'’s life.

The last stage is the exit phase. VC investors can exit their ventures in several ways,
including IPOs, mergers and acquisitions, liquidations, or stock buybacks. These are
discussed in the following section. VC investors typically wish to eam high returns
from their investments. Therefore, VC investors hope to exit with a successful IPO or
by selling the ventures at a favorable price.%g Since the future of early stage ventures is
highly uncertain, VC investors know only a small number of their investments in early
stage ventures will be successful. Thus, VC investors typically hope to find one or two

highly successful ventures that will cover the losses from other failed investments.

Good governance measures in ventures can reduce agency costs by reducing
information asymmetries and moral hazard. The goal of governance measures is to
introduce effective monitoring and align the diverging interests of entrepreneurs and VC

investors, which will reduce agency costs and to enable the venture to eamn returns in

%5 Guler (2003).

%6 Schwienbacher (2008: 196).

7 Fung, Liu, and Shen (2004: 47).
%% Schwienbacher (2008: 198-199).
o2 Fung, Liu, and Shen (2004: 38).
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970

the future. The agency problems can also be reduced through investment

contracts.””’ These contracts can clanfy the entrepreneur’s obligations in the venture
and give VC investors rights to stage the investment depending on the development of
the ventures.”’> These contracts can also map out the structure and objectives of the
venture, the intemal decision-making processes, the role of VC investors and other
shareholders in the board, the governance of boards of directors, sources of financing,
legal services, applicable law, and the requirements of business activities.’”” In practice,
these measures can be defined as control rights, appointment rights, management rights,
information nights, staging VC investments, use of convertible preferred stock,
syndication, and different options of exiting the ventures.’’* These measures are

discussed in the following sections.

3.3.2.2 Solutions: Legal Measures of Governance

3.3.2.2.1 Purposes of Governance

The purpose of VC governance in ventures is to enable VC investors to be successful in
the investment by reducing agency risks and enhancing the performance of the
ventures.””> To fulfill the goal, the governance of the ventures must have three
functions: monitoring, bonding, and advice. Agency nsks could be reduced by
monitoring and bonding, or related to advice to management.”’® As discussed above,
this study analyzes VC governance in ventures employing the corporate form since

most of the ventures in the U.S. and in China are corporations.

Firstly, the board of the ventures should monitor the performance of the company and

the management.””” Examining the books and other information on the venture’s

9 Rehman (2006: 3).

1 Gompers (1995: 1485).

" Gompers (1995: 1461).

" Rehman (2006: 3-4).

7 Bartlett (2006: 53).

9% Becht, Bolton, and Roell (2002).
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situation and attending the meetings of the board that decide the strategy of the venture
ensure VC investors to sufficient control over the business of the venture.®®
Accordingly, the VC investors could correct the actions of the venture though the board

meeting if it is needed. This might reduce agency risks and business risks of the

97%
venture.

Second, bonding of ventures and the entrepreneur-manager can also lead to reduced
agency risks by a series of investment contracts, including term sheets, investment
agreements, and articles of association.”’ The entrepreneur-manager can be bound by
these contracts which are in the interest of shareholders, including VC investors. Such
contracts often limit the decision-making perogative of the entrepreneur-manager. Thus,
bonding should prevent the entrepreneur-manager from taking actions against the VC
investors’ interest and should reduce agency risks and increase performance of the

981
venture.

Third, offering suggestions to the venture can also augment both the venture’s

accomplishments and the VC investors’ returns.”®

The members of the board can learn
more information about the venture to achieve better decision-making. Thus, qualified

board members can improve the management skills which might affect the venture’s

9
future.’®’

Therefore, good governance provides an effective and efficient mechanism for VC
investors to monitor and control ventures to improve their performance.”® The legal

measures establishing good govermance mechanisms in ventures can be divided into

7 Ibid.

7 Reid (1998: 7-8).

%0 Admati & Pfleiderer (1994: 394).
%! Admati & Pfleiderer (1994: 395).
% Ibid.

% Ingley & Walt (2001: 174-185).

i Gompers & Lemer (2001: 145-168).
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four categonics: control rights, management nghts, appointment rights, and information

rights, depending on the area of monitoring and control to which they relate.”®

3.3.2.2.2 Contreol Rights

The VC investors’ control rights determine their impact on the governance of the
ventures.”*® To fulfill this purpose, the VC investors must have the right to enforce
their decisions in the venture. Control rights enable them to influence the performance
of the ventures, as with the other measures introduced for monitoring and bonding

. 987
purposes mentioned above.

VC investors can reach their goals by introducing
controls in the contract such as requirements for the entrepreneurs. This can also be
donc by drafting investment agreements or changing the articles of association. VC
investors use a series of agreements, which might not be applied in common
investments, to protect their nghts. A distinguishing charactenistic of VC investment
agreements is they include “positive” or “negative” covenants. These agreements give
directives to entrepreneurs on what they must do (positive covenants) and what they
must not do (negative covenants) in day-to-day managemcm.o88 Some of these
agreements could be found in many standard financing contracts used by banks or other
institutional investors. Other covenants, however, only belong to VC investments.

Control nghts include ownership rights, registration nghts, first refusal nghts,
drag-along and tag-along rights, as well as staged financing rights.”® These rights
enable VC investors to own and transfer shares of the venture and receive returns based
on the shares they are holding. For instance, VC investors will use “ratchet provisions”
to protect their ownership rights and other benefits. The provisions protect the VC
investors’ ownership rights in the event that the venture is forced to sell new shares to

others outsiders. Generally, these provisions ensure that the VC investors’ share values

985
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will be adjusted so that the penalty of selling low-priced new shares is borne more by

the entrepreneur than by the VC investors.””

Here is an explanation of one such provision given by an international law firm:

If the VC investors purchased shares initially valued at $1 each, and the
venture is subsequently required to sell new share at $0.50 per share, a “full
ratchet” provision mandates that the VC investors be allocated one
additional new share for each one currently held to compensate them for the
decline in stock value (a “‘partial ratchet” only partially compensates the
venture group). Obviously, not many rounds of such financing would be
required to completely wipe out a management team’s ownership stake,

since they have no ratchet protection.”'

U.S. VC investors also use “registration rights” to ensure their retuns through IPOs.
The rights provide VC investors with the authority to demand registration of IPOs.”
For example, the VC investors in Amazon.com had such right.’”> VC investors can use
the rights to force the venture to register shares with the SEC for a future public offering

in the U.S.

First refusal rights ensure that if an entrepreneur or another shareholder in the venture
wishes to sell her shares, she must offer the shares first to other shareholders in the
venture.””* The rights ensure that the VC investors are able to participate in any private

sale of shares of the venture.

%0 Miller & Mason (2004: Chapter 6).
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VC investors might make “‘co-sale agreements” with the entrepreneurs before the VC
investment. The agreements include drag-along and tag-along rights. Drag-along rights
allow the VC investors upon sale of their shares to require other non-VC shareholders to
sell their shares to the same purchaser at the same time and on the same terms.””
Further, VC investors in practice will require in the agreement that “holders of Preferred
Stock...shall be required to enter into an agreement with the investors that such
stockholders will vote their shares in favor of a Deemed Liquidation Event or
transaction in which 50% or more of the voting power of the venture is
transferred...”””® Tag-along nghts allow the VC investors to place their shares with the
same purchaser at the time and on the same terms as another shareholder sells her

shares.

Staged financing nights allow the VC investors to handle the investment in stages
depending on the milestones of the development of the venture. The process of staging

VC investment will be discussed in the following sections.

Dividend rights allow VC investors to receive interest from the venture’s earning or
liquidation.”” VC investors will also use redemption rights to require the ventures to
repurchase VC investors’ shares if the company is unable to execute an IPO or arrange a
private sale within a fixed duration.”® In practice, VC investors might specify in the
investment agreement that “the Senes A Preferred shall be redeemable from funds
legally available for distribution at the option of holders of the Series A Preferred
commencing any time after the fifth anniversary of the closing at a price equal to the
original purchase price. Redemption shall occur in three equal annual portions. Upon a
redemption request from the holders of the required percentage of the Series A

Preferred, all Series A Preferred shares shall be redeemed.”®” U.S. laws commonly

%5 NVCA (2006: 44-46).
¥ NVCA (2006: 46-48).
7 NVCA (2006: 220).
%% Berkery (2007: 226).
9% NVCA (2006: 22-24).
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permit share redemption if made ‘“‘out of surplus or out of eamed surplus,” however
forbids it “only if capital is impaired or [such redemption] will impair capital.”'®® For
example, Delaware General Corporation Law prohibits the shares to be redeemed when

“such purchase or redemption would cause any impairment of the capital of the

. 31001
corporation.’

One of the most distinguishing measures used to protect VC investors’ ownership rights
is convertible preferred stock.'®? Convertible preferred stock means stock which
certificates rights superior to those of the common stock.'™ This stock can be
converted into a specified amount of common stock at the shareholder’s option under a
predefined condition.'*® Convertible preferred shareholders would also receive a
portion of the company’s profits, in the form of a dividend, before the common
shareholders receive a dividend.'®® Convertible preferred stock might well consist of
the right to convert preferred stock into common stock at a fixed ratio, the nght to claim
dividends, and the nght to require the venture to redeem the shares of VC investors 1if
some conditions have been met.'®® “Unlike traditional debt-like preferred stock issued
by large, publicly-held companies, convertible preferred stock beanng contractual rights
help create the necessary relational contract between investors and entrepreneurs.”' %’

008

Using convertible securities is a control mechanism for VC investors; the

convertible stock provides an incentive mechanism that ensures that “the VC investors

1000 McDermott (1985: 540).
Sec. 160(a), Tit. 8, Del. Code Ann.

But Cumming thinks that “for all types of VC funds and entreprencunal firms, common equity has
been the most frequently used security (in 28.66% of all transactions), followed by straight debt
(4.9%), mixes of straight preferred equity, and common (1.82%); other combinations comprise
14.64% of all transactions.” He is going to prove that “a variety of securities are used and not just
convertible preferred equity does not depend on the definition of the term ‘venture capital’.” See
Cumming (2005: 573-622). See also Schmidt (2003: 1139).

Common stock is the most basic of all corporate secunities. Common stock usually holds the
exclusive power to clect a corporation’s board of directors. See Solomon, Schwartz, Bauman, and
Weiss (1998: 223).

http://www.investorwords.com/1115/convertible_preferred_stock.html
'%% " Ribstein & Letsou (2003: 598).

Solomon, Schwartz, Bauman, and Weiss (1998: 226).

197 Kim (2004: 447).

%% Gompers (1995: 1461).
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convert if and only if the entrepreneur invested efficiently.”'®® But the VC investors

might not receive dividends at the outset since start-ups often do not have income at the

1010
beginning.

There are several reasons for VC investors to choose convertible preferred stock. First,
since corporate law requires that all shareholders of the same class be treated equally,
VC investors would have to purchase more common stock at the same price to obtain
control rights over the company without the convertible preferred stock.'’'’ This would
be too expensive for VC investors to handle in every investment. It also means that VC
investors have to bear the same business nsk as the entrepreneurs. It will be the last
option which VC investors want to take. Since convertible preferred stock is a separate
class of security from common stock, VC investors and the entrepreneurs can negotiate

the share price and share’s rights freely regardless of the situation of common stock.'?"?

The second reason is that convertible preferred stock gives the VC investors voting
rights equal to those of the entrepreneur and other common shareholders.'®"® For
example, the articles of association can state that “on any matter presented to the
stockholders of the corporation for their action or consideration at any meeting of
stockholders of the corporation, each holder of outstanding shares of Series A Preferred
Stock shall be entitled to cast the number of votes equal to the number of whole shares
of Common Stock iqtg/which the shares of Series A Preferred Stock held by such
holder are convertible as of the record date for determining stockholders entitled to vote
on such matter.”'®"* Since the entrepreneurs know more about the business of the
venture, the voting rights of convertible preferred stock give maximum protection for

the VC investors. Further, because convertible preferred stock is a junior claim to debt,

Hellmann (2006).

"% Triantis (2001).

19 Gompers (1995: 1461).
912 Hellmann (1998: 57-76).
193 NVCA (2006: 250).
10 [bid.

180



the venture will still keep its borrowing capacity, making it is easier to borrow new

capital from banks.'’"’

3.3.2.2.3 Management Rights

Good governance should ensure that the management team of the ventures fulfills the
investment purposes of the VC investors and other shareholders.'®'® This requires a
selection of sound managers. The goal of the selection 1s to ensure the entrepreneurs
will act skillfully and dutifully in the VC investors’ interest.'”'’ In practice, VC

investors would ask for a special committee to make the selection.

Apart from an effective selection mechanism, there should also be a mechanism to bond
the activities managers.'®'® Bonding focuses on providing proper rules to prevent
conflicts of interests between entrepreneurs and VC investors.'®'? If managers are
unable to fulfill the business plans of the venture, they should be replaced by others.'*°
After new managers are selected, the VC investors shouid again closely monitor this
process. The existing literature shows that such selection and assessment process is
more professional in ventures than in traditional companies.'™' Therefore, employing
management rights in ventures means that VC investors have authonty to assess the
performance of the managers, fire these people if they fail o do the job well and

monitor the selection process of managt:rs.1022

‘013 “The primary rationale for using convertible sccunitics is to give the venture capital group a claim on

the portfolio company’s eamings and market value in the event the firm is highly successful. In
point of fact, most convertible securities are converted into common stock before venture-backed
companics cxccute initial public offerings, partly to present an unciuttered balance sheet to
prospective investors and partly to lock in common equity stakes (and capital gains) before inviing
in new stockholders.” See Megginson (2002).

9% Weimer & Pape (1999: 152-166).

017 Schwienbacher (2008: 200).

%1% Cadbury Report (1992).

9% Gregory, H. J. & Simmelkjaer, R. T. 11 (2002).
"9 Hambrick (1987: 88).

"2V Hellmann & Puri (2002: 177).

922 Hillman & Dalziel (2003: 386).
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As explained before, the managers of the ventures play a very important role because
thcy have specific knowledge or technology to maintain the business of the venture. A
very important issue for VC investors is not only having good managers but also
holding them in the venture. If managers leave the venture, it might be bad for the
company's future development because the technology or skills which are taken by
thesc managers might be very important for the ventures, or other competitors may hire

1021

these managers and usc the technology. VC investors should reduce this risk by

bonding the managers to the venture.'®™ VC investors will negotiatc with the

(

entrepreneurs about bonding measures during the contracting phase.'”*® Generally, VC

. . 1026
investors would use non-compete agreements to fulfill the bonding. Such
agreements restrict managers of the ventures within a fixed duration from working for

; - S 1027
the venture’s competitors after they leave the venture.

Bonding measures also include stock option plans. The plans are created for current and
prospective managers in the ventures. The ventures would offer stock options to current

managers if they perform well.'”® The plans can also attract new outstanding managers

1029

to come in the future. The plans generally have a vesting duration which only

1023

Shane & Cable (2002: 365).
'924" Denis (2001: 195).

925 NVCA (2006: 40).

1926 Cole & Sokol (2002: 6).

'927 " Kaplan and Stromberg found in their empincal study that “venturc capitalists adopt corresponding

measures to prevent managers from leaving the company. Many venture capitalists give managers
an incentive to stay in the company by introducing shares for the managers that vest over time
Should the management leave the company before a defined date, the shares that are not vested yet
can be bought back by the company for a low value. Additionally, they show that most venture
capitalists also introduce non-compete clauses that bar managers from working for a competitor
after they leave the company.” They also found that “contracts between venture capitalists and
portfolio companies can be contingent on continued employment, which is also a sign of the
influence of investors on the bonding of managers. According to this analysis, venture capitalists
obviously realize the necessity of effective bonding of the managers because they use non-compete
clauses and stock options as bonding instruments. So, it can be cxpected that they use their influence
to improve the bonding of managers and thereby improve corporate governance.” See Kaplan &
Stromberg (2003: 294).

928 Cole & Sokol (2004: 9).
929 Cole & Sokol (2004: 9).



allows the managers to switch the options into stock after a certain time.'™® For
cxample, it could allow the managers to vest 30% of their options after 24 months,

»wl03]

“with remaining vesting monthly over next 36 months. In Amazon.com’s IPO, no

less than 10.8 million shares were reserved under two stock option plans, and over 4

million had already been granted to the company’s management team.'®’

3.3.2.2.4 Appointment Rights

The nght to appoint directors to the board is a core governance right of VC investors.
VC investors will ask for a certain number of seats on the venture’s board of directors
for their monitoring purposes based on their ownership rights.'”*’ The rights include the
nght to remove the directors if they cannot meet the performance goals which are
promised.'”* With a number of board seats, VC investors may also receive financial
reports on the venture and have the chance to change the strategy of the venture.'
Closc monitoring done by the board makes 1t possible for VC investors to fulfill their

v . . 1036
mon:toring role in the ventures.

The appointment rights also have a further dimension, namely the selection, evaluation,
and compensation of the managers.'”’ To fulfill their monitoring and advice tasks,
directors of the board should be independent and qualiﬁcd"m“ Independence means
that the¢ members of the board arc outsiders that *“‘are not members of the top
management team, their associates or families; are not employees of the firms or its

e 3 - : : 11039
subsidiaries; and are not members of the immediate past top management group.

90 Shane & Venkataraman (2000: 217-226).
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1040

Independence of boards is very important for VC govemance, as it enhances the

possibility to control the development of ventures so as to protect VC investors’

041 042

. 1 ) : ; 2 l
interests. It also ensurcs the effective monitoring of ventures management.

Generally, VC investors would ensure the independence of boards in three ways,
including appointing their own representatives to the boards, sclecting outside directors,
and reducing the power of the entreprencurs or managers.'®? Outside directors would

; ; 1044
include representatives of banks, lawyers, accountants and consultants.

VC investors will thus influence both the board’s membership and the performance of
its tasks.'”’ Monitoring the board ensures the board members conduct their duties in an
effective and efficient manner.'™® The boards’ work includes two aspects, the form of

. - g . 1047
its procedures and the level of director involvement.

Formalities include constant
and well-prepared board meetings. The level of involvement means the board should be
involved in the making of strategy and decisions on important issucs of the venture.'***
Thus, the main dutics of the board are to offer correct suggestions on the venture’s
business and production, to monitor the financial and legal issues of the venture, and to

' 1049
supcrvise the entreprencurs and the management team.

The VCs' “involvement as
directors should be more intensc when the need for oversight is greater if they are
intensive monitors of entreprencur-managers.”'*° Board supermajority rights allow VC

. " o iy 5 o 1051
investors to rcquire supermajority consent for some critical decisions. Board vcto

™0 Kicl & Nocholson (2005: 623).

"' Sapienza, Korsgaard, Goulet, and Hoogendam (2000: 333).
‘2 Baysinger & Hoskisson (1990: 75).
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rights guarantee the VC investors have the rights to veto board decision-making. '
U.S. law usually requires equal treatment of all shareholders holding the same class of
shares when voting,.'05 } Consequently, good VC govemance encourages the board to be
involved in all critical issues of the venture. VC investors understand the necessity and
meaning of the control of the board and appointment rights, which could protect their

interests at the decision-making level.

3.3.2.2.5 Information Rights

Effective monitoring has to be based on complete information regarding the venture’s
operation. Information nights ensure that all important business information of the
venture will be disclosed correctly and efficiently to the VC investors.'®* Information
rights also give VC investors the opportunity to be fully informed on important ventures
decisions, such as major changes to the venture’s product focus. Full disclosure of
relevant information provides the VCs with what they need to exercise effective control
over the ventures, given the presence of the other complimentary rights, which will
reduce agency risks that could be caused by asymmetrical information between the
managers and the VC investors.'”®® Hence, the VC investors and the board have to
constantly require information from the managers in order to be able to monitor the

venture.

The information disclosure process should be strict and the disclosed information
should be complete and enable on understanding of the real situation of the venture. The
disclosure should include information on the venture’s financial situation, performance,
ownership, risks, and other governance-related data. In order to ensure the quality of the
disclosed information, the disclosure should be done under law or accounting

. 1056
regulations.
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Empirical analyses show that VC investors carefully review the financial statements of
a start-up in the selecting phase and the investment phase.m” They have specific

requirements for reports. They will generally demand monthly reports about the current

business situation of the ventures.'?*

An annual audit of the financial statements by
independent auditors would also be required to ensure that the financial information and
data of the venture are correct and comprehensive.'””® VC investors will require these
information rights in the term sheet, which is the first VC investment contract with the
start-ups. The rights will usually give the VC investors authority to review “the annual,
quarterly (and monthly) financial statements, and other information as determined by
the Board, the comprehensive operating budget forecasting the venture’s revenues,

expenses, and cash position on a month-to-month basis for the upcoming fiscal year,

and the promptly flowing the end of each quarter an up-to-date capitalization table,

certified by the CFO."'%*°

3.3.2.2.6 Staging Investment

1) Definition

The term “staged investment” means the VC investor will invest in a start-up in several
installments rather than infuse all capital into the company at once.'”" Staging VC
investment can reduce the business risks caused by moral hazard,'* and is therefore
one of the measures used by VC investors to control the ventures.'® By staging the
VC financing, the VC investors can postpone the final investment decision to evaluate
whether they will keep investing in the ventures according to the current situation.'%*

Staged investment has been widely used in the U.S. VC investment, and is a very

important control measure for U.S. VCs.
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The VC investment would be very simple if information were not asymmetric and
agency risks did not exit, and if the entrepreneurs would always seek to maximize VC
investors’ value within the investment period.'® VC investors would then have no
doubt about investing all their money in the start-ups at once. The entrepreneurs could
also make decisions themselves freely on their own experience whether to continue the
project.'°® But this is only a dream. VC investors have to stage their investment in the

venture in order to see whether the venture can fulfill the business milestones on

time.'%%’

2) Advantage of Staging ﬁvestment

Many high-tech start-ups are high risk due to the great uncertainty about returns, the
lack of tangible assets and the lack of a company history record in operations. Many
high-tech start-ups do not have any earnings for a long period before they start to get
profits.'®® VC investors have to monitor these start-ups and assess their performance.

Staged investment is a control measure.

The VC investors can terminate the investment at once if the venture fails to achieve the
business milestones. So, it reduces losses from bad projects and creates an exit option
for VC investors.'”® For the entrepreneurs, it is crucial that they receive the next round
of VC investment funding, so they work to enhance performance. Therefore, by staging
the investment, VC investors can avoid fully bearing the business risks in the ventures,

get opportunities to terminate investments, and create performance incentives.

3) How to Stage Investment
VC investors should consider the size of the investment, how many rounds they will

finance in one start-up, and how much they will invest in each round when they stage

195 Gompers (1995: 1464).

196 Ibid.

%7 Bartlett (2006: 53).

%8 Wang & Zhou (2004: 131-155).
199 Ibid.
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the investments.'”® Staging investment allows VC investor enough time to collect
information on ventures through monitoring and reporting mechanism. '971 By gathering
enough information through staging investments, the projects will have more chance to
success than that of VC investments which do not employ staging measures.'”’> For

staging purpose, VC investors will monitor the venture in each stage to check whether

its performance justifies further development.'®”?

Secondly, staging investment requires the ventures to achieve the predefined milestones
before they can receive the next round of capital from the VC investors.'”* The
milestones, which could be business plans, marketing proposals, sales targets, or stages
of new product development, will be fixed by VC investors and entrepreneurs before
the initial investment. If a start-up fails to reach one or several of the predefined
milestones, the VC investors have rights not to finance in the new round investment.'*”®
But it does not mean the ventures will receive the new round investment automatically
if they have reached the milestones. VC investors will evaluate the business outcome in
the last round before any new round investments. Moreover, VC investors might launch
a new negotiation with the entrepreneurs based on the business outcome of the venture
without adjusting the terms and conditions which were agreed upon in the investment
agreements.'”’® One thing that would be discussed in the meeting, for instance, might
be that the entrepreneurs would transfer more shares at different prices to VC investors

i . § 7
for requiring more investments in the future.'®’
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Two well-known companies’ examples show how VC investors evaluate the ventures’
performance by staging investments. One is Apple Computer.'””® Apple Computer
received three rounds of VC financing. In the first round, VC investors invested $518,
000 in January 1978 at a price of $0.09 per share.'”® Apple performed well in the first
round, which ran to September 1978. Then VC investors financed the second round
investment with additional $704, 000 at a price of $0.28 per share.'®® The last round of
$2, 331, 000 was made in December 1980 at $0.97 per share.'™' At each stage, the
increasing price per share and the growing investment reflected increasing certainty

concerning Apple’s pr(:»Spects.m82

The second cxample shows how VC investors monitored Federal Express by staging
their investment.'”®® Federal Express also received three rounds of VC financing, but
the company’s situation developed in a different way than did Apple.'”* The first VC
round occurred in September 1973 when $12.25 million was invested at a price of
$204.17 per share.'”™ The company’s performance was well below expectations and a
second VC financing round was necessary in March 1974: $6.4 million was invested at
only $7.34 per share due to the poor performance of the company.maf’ Performance
continued to deteriorate and a third round of financing was needed in September
1974.'%7 At this stage, the VC investors began to get involved in the management and
strategy making of the company. The $3.88 million investment was priced at $0.63 per

share.'®® Ultimately, performance improved and Federal Express went public in 1978

19 Gompers (1995: 1461-1489).
7% Ibid.
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at $6 per share.'’®® The VC investors reduced the business risks by staging investment

and received reasonable profits in the end by the adjustment of share price at each stage

based on the performance of the company.'*”

3.3.2.2.7 Syndication

1) General

Besides staging, another key measure in VC investments is syndication, which allows
one VC fund to syndicate their investments with other funds. The “narrow” definition of
VC syndication is two or more VC firms make investments in one start-up
simultaneously.'®' The broader definition allows the¢ VC investments to count as
syndication regardless of whether the investments occurred at the same or different
times.'%? According to the narrow definition, these different VC investors will invest
in the same start-up in the same year. Broadly defined syndication means a second VC
investor may invest in the same start-up at any time regardless of whether there 1s any
overlap among the first VC investor in time.'® Syndication is one of the measures
used by VC investors to reduce agency risks.'” Syndication may help a VC investor
make the right decision about whether to invest in the start-up by sharing information
with other potential VC investors.'® It also enhances innovation in start-ups and
prevents VC investors from stealing proprietary technology or know-how from the
entrepreneurs. 109 Further, at early stages, only the VC firms with a good reputation

will be invited as syndication partners. 1o%
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In practice, if one VC investor seeks syndication, other VC investors will follow. These
secondary VC investors will evaluate the project first and then accept or reject the
invitation. This evaluation is treated as a second trial and recommendation of a lead VC
investor, who then makes a final decision on the investment and syndication.'”® The
comments of other VC investors are very useful because they are made by common
investors whom are also familiar with the business. To get the extra information it is

s 1099
necessary to seek syndication.

In Europe generally, more than 25% of VC investment and more than 30% of VC deals
are S).rndicatf:d.”00 In Germany, the data show that about 60% of VC investment is
syndicated.''”’ In Canada, one survey proves that of 584 VC investments, 341 of them
are stand-alone, 195 of them are syndication, including 108 of them involving two VC
investors, 59 of them involving three VC investors, and 28 of them involving four VC

. 2
investors.''?

An average syndicate involves 4.5 venture capitalists in the US and 2.7
venture capitalists in Europe.''” In the U.S., first-round VC investments are syndicated
on average by 2.2, second-round by 3.3, and third-round by 4.3 venture capitalists.''*
These data reveal that syndication is a key technique in VC investment. The results also
highlight the fact that syndication is very popular in different countries.''”® The details

on why VC firms would like to syndicate in VC investment are discussed below.

2) Motives of Syndication
There are three reasons why VC investors seek syndication in investment. First,

syndication reduces agency risks in VC investment. Second, VC investors can share

Manigart, Lockett, Meuleman, Landstrom, and Desbneres (2002: 9).
Manigart, Lockett, Meuleman, Landstrom, and Desbneres (2002: 29).
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101
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But the scholars also point out that their descriptive statistics show “the percentage of syndication
investments is overrepresented in their sample since only about 33% of the investments are
syndicated in Germany.” See Lehmann & Boschker (2002: 12).

1192 Brander & Amit (2002: 24).
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information on the start-ups though syndication, which includes the information of
business development, company record, and management.''°® Third, syndication is also
a method to increase the deal flow of the VC firm."'""” Of course, syndication may also
help entreprencurs to choose favorable VC investors. Some entrepreneurs use

syndication to protect their technology and ideas.

As mentioned, the risks of VC investment can generally be divided into agency nisk and
business risk.''® VC investors use syndication to reduce the risks by separating one
investment into several units and requiring more VC investors to share the units
together.!'” Especially in early stage investment, VC investors need to spread their
risks through syndication.'''® In contrast, since the ventures at later stage already have
good management teams, mature production, and strong business connections and
marketing strategy, they would not require syndication from VC investors. Of course,
some VC investors would still like to use syndication in late stage investment to reduce
the chance and impact of misbechavior by the entrepreneurs or managers.''"" In a word,
syndication helps the VC investors to reduce their risks by mutualizing them and

sharing information of the ventures.''"?

Syndication also helps reduce informational uncertainties in start-ups. An investment
decision made by several independent VC investors 1s better than one made by a single
v{ nvestor. It 1s more efficient to select available start-ups by two or more VC
investors because each learns something from the others’ evaluations.''? In the

syndication process, the lead VC investor will send the start-up’s business proposal to

Adman & Pfleiderer (1994: 371-402).
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other VC investors for their assessment.'''* Other VC investors’ comments will

influence the decision-making of the lead VC investor.'''’ The double-check process

X ' - ni
will reduce investment risks.'''®

There might be informational asymmetries between a VC investor who has already
invested in the ventures and other VC investors who are going to invest in the ventures.
Syndicated investment would reduce these asymmetries. Since VC investors might not
engage in the day-to-day management of the ventures, the entrepreneurs could
exaggerate the company's value and then increase the share price before the VC
investors launch a new round financing in the venture.''!"” The only way to avoid the
informational asymmetry is for the lead VC investor to keep a constant number of
shares in the venturc. The situation shows that later-round financings must be

syndicated.'"'®

Syndication is also a measure to increase deal flow. VC investors should maintain a
great number of deals so that they can make successful investment cases from a wide
basis.''’’ The bargaining power of the entreprencurs becomes strong as many VC
investors have to chase one opportunity. Thus, syndication reduces the bargaining

advantages of start-ups.''?°

Furthermore, the deal in the start-up may be too "big” for one VC investor. The VC
investor who lacks enough money can solve the problem by syndication. It could also
give the VC investors an opportunity to invest in a larger number of start-ups than they

could otherwise do without syndication, thereby ‘“increasing diversification and
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reducing the overall risk of the investments.”''?' VC syndication could also provide

more capital to start-ups which need greater cash flow in a given period.

Ided theft is a big problem in the VC financing of start-ups, especia'lly in high-tech
companies.''*? As discussed above, when investigg in the start-ups, VC investors
always require a series of control rights, including management, information, and
appointment rights. These rights may give VC investors a channel to understand the
entrepreneurs’ ideas, technology, and know-how. On the other hand, because the VC
investors will simultaneously be engaged in more than onec project, there is a risk that
some VC investors will try to use the ideas or technology of one venture to benefit their
other projects.''?® Syndication can reduce the problem. There might be conflict or
litigation between the VC investor and the entrepreneur if the latter finds her ideas have
been stolen by the VC investor.''?* Such litigation will hurt the reputation of the VC
investors. Syndication enables a number of VC investors to monitor each other to
prevent one of them from stealing ideas from the common venture. ""2% Thus,
syndication serves also as a monitoring instrument protecting the technology and ideas
of start-ups at the growth stage.''?® Entrepreneurs can fully disclose the information of
the start-ups to the VC investors without worrying about theft.''”” Hence, investments

in high-tech start-ups are morc often syndicated by VC investors than those in

traditional industries.' '8

na Manigart, Lockett, Meuleman, Landstrom, and Desbneres (2002: 12).

Bachmann & Schindele (2005: 1).

" Ibid.

124 Brander, Amit, and Antweiler (2002: 423-452).
Bachmann & Schindele (2005: 31).

Casamatta & Haritchabalet (2003}

27 |ehmann & Boschker (2002).

"8 Bygrave (1987: 139-154).
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3.3.3 Exits
3.3.3.1 General

As discussed above, when seeking funds from VC investors, an entreprencur should
know that the VC investors will seek solid rights enabling them profitably to exit the
venture at some point in the future. Generally, VC investors will exit their investments
by using one of the following five measures: [POs, acquisitions, buybacks, secondary
sales, or liquidations. Since many start-ups are young companies lacking cash flow and
profitability, and thus cannot pay dividends to shareholders at the early stage,''?® VC
investors will closely evaluate each investment for exit possibilitiecs when they select
start-ups.'"*® VC investors will not invest in a start-up if there is no chance to exit the
company with high returns in a fixed duration.'”' For this reason, understanding the
measures by which VC investors exit their ventures is critical to an understanding of
VC projce:cts.1132 In addition, once VC investors decide to make the investment, they

will seek a favorable exit structure from the entrepreneur for maximizing the returns.''>?

Exits are a hot topic in VC research. A VC investor’s decision on whether to invest in a

start-up 1s based on its exit potential.''**

Some scholars argue that *‘a well developed
stock market that permits VCs to exit through an [PO is critical to the existence of a
vibrant VC market.”''*® VC investors and entrepreneurs typically make the decision
before the investment whether the venture will exit though IPOs, mergers, liquidations,
or other measures.''*® Informational asymmetries are one of the reasons why exits are

an important topic. VC investors gain more from exit if they solve the problems of

129
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informational asymmetries for new investors, who will pay more for the shares of VC

; i . . 1137
investors if informational asymmetrnies are low.

3.3.3.2 IPOs

Although always costly, in the U.S. [PO is the most important exit measure for VC
investors, since they create the highest returns.''** Table 3.2 presents data on U.S. IPOs
of VC ventures for the thirty year period from 1978 to 2009. Although in 2008, the
[POs of ventures in the U.S. fell down because of the financial cnises, the trend has
generally been upward. With respect to 2008 and 2009, the president of the NVCA
explains that “the weak exit environment resulting from an unstable public market
combined with a challenged limited partner base sent a strong message to the venture
community to pull back the reins—and the VC’s listened.”'"*® Year on year from 2008,

the number of IPOs doubled because “the economy has begun to show signs of

: +1140
improvement.’

In an [PO, the venture sells its shares to public investors. The public markets give the
VC investors an exit channel and an opportunity to sell their shares in the venture at a
favorable price.'"*' The VC investor will typically not sell all its shares in the venture at
the date of the public offering due to contractual or legal transfer restrictions. These
securities will be sold gradually, during several months or years following the IPO,
based on the contractual restrictions and the climate of the stock markets.''*> There are
a great number of reasons for VC investors to choose IPOs. Public offerings will
usually give VC investors chance to sell their securities at a higher price than that of a
private deal. The entrepreneurs also like IPOs since they will receive new capital much

easier if their companies have been listed on the public markets.''*

s Cumming, Fleming, and Schwienbacher (2006: 214-245).

Allen & Song (2002).

"% NVCA (2010: 1).

"9 Ibid.

"4 Gladstone & Gladstone (2002: 311).
Cumming & Maclintosh (2002: 51).
Gladstone & Gladstone (2002: 311).
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Table 3.2 The Ventures IPOs Events in the U.S. by Year, 1978-2009

Year Number of VC-backed Companies [IPOs $M Amount raised in the ventures IPOs

1978 6 165
1979 4 76
1980 24 823
1981 50 962
1982 21 907
1983 101 4,243
1984 44 898
1985 35 1,007
1986 79 2,463
1987 69 1,970
1988 36 1,125
1989 39 1,365
1990 43 1,560
1991 119 4,715
1992 157 5,308
1993 193 6,031
1994 159 4,190
1995 205 7,685
1996 284 13,495
1997 134 5,249
1998 77 4,063
1999 257 20,841
2000 226 21,652
2001 37 3,118
2002 24 $2,474
2003 29 2022.7
2004 94 11378
2005 57 4485
2006 56 5075.1
2007 86 10326.3
2008 6 470.2
2009 12 1642.1

Sources: The IPO Reporter and the Venture Capital Journal,

Thomson Reuters & National Venture Capital Association, available at www.nvca.org.
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3.3.3.3 Mergers and Acquisitions

Sometimes a VC investor will exit through mergers or acquisitions by selling the whole
venture to a third party, which could be an individual or a company. The deal will allow
the entrepreneurs and VC investors to launch a new business or investment after
recciving a lump sum amount for the venture.''™ There are several ways to structure
the deal, including selling the shares, a merger, or selling the assets of the venture. The
potential buyers could be anybody. In some cases, the purchaser will be another VC
investor."'®® In the majority of cases, however, the purchaser will be a strategic buyer,
which is a business {irm in the same industry as that of the target compa,rly.“‘"5 This
strategic buyer might also be a competitor, supplier, or customer of the target
company.“” Unlike a VC investor who only seeks higher returns from the transaction,

a strategic buyer conducts the merger or acquisition for purposes of production, growth,

or marketing.

There are six general ways in which an entire venture may be sold. One is a stock sale
for cash. The simplest of all methods is to sell the stock of the venture to someone else
for cash.'"*® The second one is a stock sale for notes. The buying company may buy the
stock of the ventures by giving the VC investors debt instruments that pay off over a

1149

fixed period of time. The third one is stock sale for stock. The VC investors may

take stock in a large buying company or other strategic buyer in exchange for the stock
that they own.'"® In the U.S., this will give the VC investors the advantage of not
paying taxes until they sell the stock received from the buying company.'’' The fourth

one is an asset sale for cash. In this situation the venture may seil all or part of its

T4 Ibid.

145 Cumming & Maclntosh (2002: 56).
Cumming & MaclIntosh (2002: 58).

‘47 Geriger (1988).

148 Gladstone & Gladstone (2002: 324-327).
"M% Ibid.

1150 Ibid.

131 bid.
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operating assets for a specified cash amount.''*? The advantage for the buyer is that the
buyer does not assume the venture’s liabilities unless he agrees to do so. The fifth one is
an asset sale for notes. Sometimes the buying company may not have the cash necessary
to pay for the assets it is buying from the venture.''*® In that situation, the venture may

have to take notes, secured by the assets being sold as payment.''*?

The last one is an
asset sale for stock. The VC investors receive the shares of the buyer as payment for the
venture's assets.’'> Then the VC investors can file a plan of liquidation and distribute

these shares to other shareholders of the venture.''*®

3.3.3.4 Buyback

In a buyback, the entrepreneur, the managers, or the venture will repurchase the shares
held by the VC investors. In many cases buybacks will be contractual agreed by the VC
investors and the entrepreneurs at the beginning of the investment. The entrepreneurs
will not buy VC shares back 1if they do not want to own 100% of the venture. Such
rights will often include the rights of VC investors to transfer their shares back to the
entrepreneurs or the venture if the venture fails to achieve predefined milestones or

launch an IPO.'"’

There are two ways for entrepreneurs or the venture to buyback the VC investors’
shares. One ts for the venture or the entrepreneurs to negotiate a fair price for the shares
held by the VC investors. The venture would then borrow funds to cash out the shares
of the VC investors if the company lacks money. If the entrepreneurs do not want to
borrow money from banks, they could use an ESOT to buyback the VC shares. ''**

Like a pension and profit sharing plan, the ESOT receives money from the venture’s

52 bid.
153 Ibid.
b154 ibl.d
35 Tbid.
3¢ Ibid.
"7 Cumming & MacIntosh (2002).

%% Gladstone & Gladstone (2002: 318-319).
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contributions and could then buyback VC shares with this money.'”® This might be a

costless way for entrepreneurs to push VC investors out of the venture.''®

3.3.3.5 Secondary Sale

In a secondary sale, the VC investors sell their shares to a third party, rather than the
cntrtsprencurs.'“"l The entrepreneurs and other investors will still keep their shares in
the venture. If the buyer is a strategic buyer, she will seek a “window” on the target
company’s technology through the secondary sale, which means the buyer will acquire

some form of option right on the remaining shares held by the entrepreneurs or other

investors.''®?

3.3.3.6 Liguidation

A venture company can be liquidated when the VC investors want to escape from an
unsuccessful venture. It might be the only way for VC investors to cash out at least part
of their investment from a failed venture.!'®® For a venture which is going to fail, it is
easier to liquidate the company by selling its valuable assets than to seek a buyer of the
venture’s shares.''®™ This is because the land, building, cars, machines, computers,
furniture, and other assets may well be worth more in liquidation than they are operating

as components of the unsuccessful business. 1163

1159 Ibid.

180 Ibid.

"1 Cumming & Maclntosh (2002).

M9 Ihid.

163 Ihid.

%4 Gladstone & Gladstone (2002: 333).
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3.3.4 Stimulus
3.3.4.1 General

It has been observed that many countries’ VC industries could not develop without the
support of or stimulus provided by the governments.''* The usual measures used by
governments are to allocate financial stimulus to attract other private investors to invest
in the VC industry.!'®” The government can give capital to other private partners in
joint VC funds (the government would set up such joint VC funds with private
investors), promote the skills of VC funds’ managers, or loan money at subsidized rates
to qualified VC funds for some special VC investments.''® Unlike a private VC fund,
the pugpose of the governmental stimulus programs is not primarily to gain return, but

. . . . 169
to recetve “environmental return’ or “social return” from the investments.''®

Therefore, the VC industry cannot take off without the stimulus of the government.
Firstly, the government could offer additional finance support to the VC industry.”'”
Compared with the private VC investors, the government’s stimulus programs can bear
more financial risk and can therefore support the development of high-risk start-ups.'"”’
The government can more effectively ensure that the VC funds’ managers are qualified
than can the entrepreneurs.''’?The entrepreneurs can use the collected information
offered by the government’s stimulus programs to choose good VC funds, which can
save them considerable amounts of money. Moreover, these stimulus programs are not
competitors of the private VC funds and can play as “honest brokers” in the VC
industry. Thus, the government can balance interests among the players of the VC

. . . 7
industry with stimulus programs.''”

'16 1 erner, Moore, and Shepherd (2005).
117 Gladstone & Gladstone (2002: 333).
1168 Ibld
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"0 Consulting (2001).

" Ibid.
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Since creating new jobs, increasing the competitive ability of the country, stimuiating
technological development and innovation are very important for the U.S. economy, the
U.S. government provides incentives directly or indirectly to high-tech early stage
start-ups through governmental VC stimulus programs.''’* These programs play a very
important role in assisting the transfer of high technology formulated in research labs to
the markets.!'”” The most successful governmental VC stimulus programs in the U.S.
should contain two conditions.''™® The first is these VC programs should be funded by
the government. The second is the programs shouid be managed by private vCs !

BorgdorfT also says:

Public funds should only act as co-investors. It should be up to pnvate
investors to dctcrminé if a venture capital firm is solid enough to receive any
money and, if so, how ﬁmch and under what conditions. Once a private
investor commits its money, the public one can follow as a co-investor. 78

In the governmental stimulus programs, the governments do not need to select the
start-ups. Its tasks are to establish the criteria of how to guide VC funds to select
start-ups and raise capital for the funds through the programs.''”” In practibe, the
governments would especially encourage private VCs to invest in high risk early stage
start-ups by giving them money and other supports.''® The missions of these private
VCs are to find good start-ups, manage the start-ups with their professional skills, and
ensure these VC investments are a success.''®! Then the governments can take the

capital back from the successful ventures and invest the money in the new start-ups.''®?

1174
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In the stimulus programs, the governments act as LPs of the VC funds. The
governments will raise a VC fund cooperating with the private VCs. The governments
contribute money to the fund and private VCs contribute their experience and
professional investment skills.''® The governments will not operate the day-to-day
business of the fund. They select suitable GPs to verify the investments and manage the
fund. Unlike other private LPs of the funds, the governments will monttor the
investments of the fund and will have right to terminate the stimulus if they find the
GPs misuse the governments’ capital or the investments failed.''® In the stimulus
programs, the governments typically use two measures to give incentives to private VCs,

downside protection and upside leverage. 185

The first measure is downside protection. As discussed, it is very risky to invest in
high-tech early stage start-ups. The reason why a lot of private VC funds are not
interested in early stage start-ups is because they fail more frequently than later stage
companies. For the purposes of reducing failures and encouraging private VC funds to
focus on early stage start-ups, governmental stimulus programs offer loans or equity
guarantees to private VC funds for such investments.''*® The loans or guarantees
transfer part of risk from the private VC fund to the government. The govemnment will
thus share the loss if such VC investments fail. The measures used by the governmental

stimulus programs for reducing risk are called downside protection.

In the U.S., the government sets up public stimulus programs, including SBIC and
SBIR programs, to prevent private VC funds from failing at an early stage. In the
programs, loan guarantees encourage hanks to lend money to the early stage start-ups
that might not meet the regular requirements of the banks.''®” Without the guarantees,

private VC funds would avoid these early stage start-ups which lack business records,

"8 Ibid.
"8 Ibid.
L85 hid.
118 jaaskelainen, Maula, and Murmray (2007: 903).
1187 Ibld
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capital, and mature management teams.''%® By decreasing credit risk, the government’s

stimulus programs are an efficient measure to support private VC funds to invest in

early stage start-ups.''®

Another measure in the stimulus programs is upside leverage.''™ Compared with
downside protection, up-side leverage is more active for the incentive of VC

development.''”' As Jaaskelainen explains:

Although there is little empirical evidence on the effects of different profit
sharing models on the quality of investors attracted, several more successful
government programs have explicitly targeted supporting the entry of new
professional teams in the early-stage market. These programs have used
upside incentives that are supposedly more attractive for the most competent
investors including an open bidding process and professional due diligence

1192
process.

Downside protection is designed to reduce the risk of private VC funds’ investments in
early stage start-ups, while upside levei‘age does not protect the private VC funds from
failing, but allows them to transfer part of their contribution obligations to the
government.' % Through the measure, the government will invest in the early stage
start-ups simultaneously with their private partners.''** The government will bear part
of the losses if the investment fails. But if the venture is successful, the government will
only take the original contribution back without additional profits.''”> All additional

returns belong to the private VC funds.

"B Ibid.

"% Murray & Marriott (1998). .
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Upside leverage i1s very important to small private VC funds which lack enough
financial resources to develop their business in the VC market independently.''”
Further, the limited involvement of the government in the VC funds’ returns encourages

more pnivate VC funds to set up partnerships with the governments though such

. 7
stimulus programs. ' 9

3.3.4.2 The SBIC program

As mentioned, the SBIC program, created in 1958, was the first direct stimulus
provided by the U.S. federal government to encourage the development of the VC
industry. The program, launched under the 1958 SBIA, is also a main governmental
stimulus program for VC development in the U.S.'"”® In the program, an SBIC is a
private VC fund which raises capital from the government and other private investors
and then invests the money in start-ups.''** The SBICs can borrow part of money from
the government and collect the rest of the capital from the public market. The U.S.
government operates the stimulus program though downside protection and upside
leverage measures. That means the government has authority to be the loan guarantor of
the SBICs when the funds invest in early stage start-ups or to be the co-investor of the

SBICs with other private VC investors.'?%

In the 1960s, the SBIC program granted $3 billion to start-ups, more than three times
the then current amount from private VC investments.'*”’ The SBICs also gives a
chance to many people to become VCs and professionals in the VC industry. However,
due to some design flaws in the program, several SBICs failed in the 1970s and
1980s.'% In 1992, the Small Business Equity Enhancement Act was promulgated for

the promotion of the program. The new law removed the tax liability for normally

19 Karsai (2004).

97 Ibid.
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exempt institutional investors. It also allowed the SBA to take responsibility for the
program’s risks and benefits. SBIC investment continues to be very important in the
U.S. VC industry. In 2001, the total VC investment by SBICs reached $4.5 billion, of
which 72% were directly invested in start-ups.'””> These public funds have the same

business passion as their private rivals.

An SBIC can be organized in any state of the U.S. as a limited partnership, an LLC, or a
corporation. The SBA has authority to grant licenses to the SBIC founders. An SBIC
should meet two criteria before receiving a license. An SBIC must have qualified
management teams as well as enough private capital. The SBA will evaluate the
qualification and previous VC investment experience of the management teams. An
SBIC should also raise a minimum of $5 million from private investors before the
application.'*® If the SBIC wishes to conduct securities transactions, the minimum
capital requirement increases to $10 million.'?®* When applying for the grant, the
founders should submit a business proposal to the SBA with information on potential
investment targets, the investment structure, the favorable industries, the stages of the
targets, and other issues related to the VC investment.'**® The founders should also
report the background of their management team to the SBA, including the educational
background of the managers, and whether they have enough experience and enough

knowledge to handle VC investments. "2’

After receiving the application of the
founders, the SBA will run a due diligence process in the fund for four to seven
months.'??® One official of the SBA points out that during the due diligence, they
“primarily review the management of the firm, to make sure they have venture capital
experience...but ... aren’t looking for a return as much as we want to facilitate capital

getting to small businesses.”'?®® The SBA will invest more money in the larger SBICs.

1203 [pid.
% Ibid. ‘
1205 Ibid. The SBA may require additional capital in certain domain if it is necessary.
1206 | erner (1996).

'07 " Perace & Bames (2006: 15).
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For example, The SBA will invest $15 million in a SBIC if the private partners can
raise another $5 million. The maximum contribution of the government’s upside
leverage in a single SBIC is $90 million. The government and the private investors
could pool a $135 million VC fund if the private partners will collect $45 million
private capital.'*'® Thus, the private VC investors would receive huge awards if the

investments were success.

After establishment, the SBICs should file annual reports to the SBA. The SBIC VC
firms will offer direct investments, long-term loans, and other financial and legal
services to start-ups. The SBA will monitor the investments of the SBICs. Long-term
loans are a special VC support from the SBICs, which will be offered independently or
in cooperation with other funds.””'' Commonly, the maturity of the loan will not exceed
twenty years.lm When making investments, the SBICs can borrow money from the
U.S. federal government at favorable rates. An SBIC may receive leverage of up to
300% of its private contribution, up to a maximum amount of $108.8 million.'?"* The
SBICs might issue debentures in the public markets to fund their contributions. The
government stipulates that such debentures should have a term of ten years with
semi-annual interest payments and a lump sum principal payment at maturity, which

also allows a prepayment during the first five years,'2!*

Such loans could only be made for some start-ups which are predefined by the SBA
regulations. Unlike private VC firms, the SBICs could not invest in other SBICs, other
private VC funds, investment companies, real estate, or companies with less than
one-half of their assets and operations in the U.S."*'> The SBICs are forbidden to offer

capital to their employee or to borrow money from their ventures or the ventures’

219 Murray & Marmiott (1998).
12 hid,

' Oply under certain conditions the SBIC may renew the loan’s matunity to another ten years.
213 Murray & Marriott (1998).
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entrepreneurs.'2’® SBICs cannot be the majority shareholder of the ventures without

prior approval of the SBA.

The SBIC program has often been criticized that its selection of SBICs was too
political. " Kenney indicates that “nine out of ten SBICs had violated agency
regulations and dozens of companies had committed criminal acts.”'?'"® The result was
that during the 1960s private VC investors were not interested in investing in the SBIC
program. In 1965, the U.S. federal government also began to investigate offenses in the
SBIC program, e.g. fraud or misconduct by some SBICs. “Starting in 1965 Federal
criminal prosecution was necessary to rectify the misappropriation of funds,
incompetence, and fraud undertaken by some SBICs.”'*'® Except for these problems in
the early stage of the program, the SBIC program is a successful governmental stimulus
program in the U.S. Under the program, many high-tech start-ups are developed with
the investments of SBICs.'”® The SBICs also give chances to many individuals to gain
experience in VC investments. Moreover, many people and institutions become

professional VCs or VC funds though the program,'?*!

3.3.4.3 Other Stimulus Programs

The SBIR program was established under the Small Business Innovation Development
Act of 1982 to support R&D activities of start-ups. The program specially supports
early stage R&D projects in high-tech startups with a billion dollars per year. These
projects usually serve the demand of the govcrnmcnts.|222 Many successful high-tech

companies are supported by the SBIR program.'”?® Using government funding to

218 The SBA defines “associates” as “*1) centain of its sharcholders, officers, directors, and employees,

or in an unincorporated SBIC, its members, control persons, and employees.”
217 1 emer (2002).
1218 Kenney, Han, and Tanaka (2004: 52-83).
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support the private VC industry and private R&D is considered essential to maintain

U.S. competitiveness.

The NMVC program encourages VC investments in low-income areas to improve

employment opportunities and the development of the economy.m‘

NMVC compamnes
can issue debentures in the public market which are guaranteed by the SBA. '*® The
total amount of the guarantee is limited to 1.5 times the capital of the NMVC
companies.'22° NMVC companies can enjoy the NMTC."*’ This would provide “a
credit against the federal income taxes of the shareholders of the NMVC companies

equal to 39% of the amount invested over a seven year period.”'*?®

An NMVC company could be organized as a corporation, a limited partnership, or an
LLC."?? The program requires that an NMVC company should raise at least $5 million
from private investors when funding a venture.'*° The U.S. federal government will
provide a ten-year loan matching the NMVC investment through SBA debentures to
encourage these companies to invest in low-income areas.'””! The program requires
that an NMVC invest 80% of its capital in “small enterpnises” in “low-income
geography” through “equity investments.”'**NMVC companies cannot invest in real

estate, other financial institutions, or lending projects.'?*

The NMVC Program is different from other governmentai stimulus VC programs in the
U.S. Unlike the SBIC program, which provides debentures to SBICs and requires a

1224 Sec. 108.10, NMVC program.

225 Gec. 108.1150, Ibid.

1226 Sec. 108.1150, Ibid.

'27  Rubin & Stankiewicz (2005: 1).
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131 gec. 108.160(b)(1), Ibid. See also
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credit history of the applicants, NMVC companies should invest cash in the start-ups in

: 1234
the low-income areas.'?

While some SBICs will invest 40% of their capital in
low-income areas, NMVC companies should make 80% of their investments in these

areas.'”** Further, NMVC companies could engage in the management of the venture in

order to ensure success. ' 2>¢

Other policies and programs launched by the U.S. government also play a key role in
supporting VC investment and promoting the VC industry. More than 7% of U.S.
institutional capital, including pension funds and insurance companies, is invested in
public or private VC funds.'??’ In the UK, the amount is less than 1%.'**® For example,
the Advanced Technology Program, established in 1988 by the National Institute of
Standards and Technology, provides money to support the R&D activities of the
start-ups. Between 1990 and 2002, the ATP awarded $0.98 billion to start-ups.'*® The
Small Business Technology Transfer, established by the Small Business Technology

Transfer Act of 1992, also provides capital to the R&D activities of public or private
start-ups.

VC Investment regulations for other financial institutions were visited in 1999. The
Financial Modemization Act (also known as the Gramm-Leach-Bliley Act) tried to
grant more freedom to financial institutions by the modification of the Glass-Steagall
Act of 1933, which prohibited financial institutions from conducting both businesses of
investment banking and commercial banking, or both business of banking and
insurance.'2% Very generally speaking the new Act allowed a financial institution to

. g 2o B " ! 1241
combine the businesses of banking, insurance, securities, and insurance. The change

134 Sec. 108.320, Ibid.

1235 Sec. 108.710, Ibid.

1236 Sec. 108.320, Ibid.

837 Rubin & Stankiewicz (2005: 1).
1238 Ibld

1239 Ibld

1240 Ibid.

24 Ibid.
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gives these financial firms more opportunities to offer various products to their clients
and more investment channels, including collecting capital more easily from the public

and then investing in VC industry.'?*

3.3.4.4 Tax Incentives

The government’s stimulus could also focus on lowering the tax rate. 1243 Tax incentives
can lower the cost of VC investments and thereby stimulate investors to invest in
high-tech start-ups. In the U.S., the ratio of capital income tax rates to those for ordinary
income serves to encourage investors to make VC investments. The U.S. experience
shows that the VC industry becomes more active if the government reduces the relevant

1244
tax rates.

VC investments in the U.S. have been stimulated by both low capital gains tax rates and
targeted tax incentives. Capital gains are taxed differently depending on whether the
investment is a long-term or a short-term investment. The holding period of a long-term
investment should be more than one year.'**> The purpose of such reduced capital gains
tax rate is to encourage more investors to engage in long-term value investing, exactly
the kind of investing that is done in the VC industry. Pursuant to the SBIA and
applicable provisions of U.S. tax law, if an investor and the investment in a small
business, including a VC enterprise, meet certain conditions, capital gain is exempt
from federal income taxation up to a specified amount.'”*® A comparable exclusion
exists for sale of shares of a VC investment firm.'?*’ Moreover, a low capital éains tax
rate is in itself a powerful incentive for VC investment. The rate was reduced from a
high of 49% in 1978, to 20% between 1981 and 1986, and in 2009 it ranged from 0% to
15%.'%*® The 0% rate is scheduled to expire at the end of 2010, when capital gains rates

1242 Ibid.

1243 Megginson (2001). b

1244 Maeda & Johnson (2004).

1245 Siegle (2010: 1).

1245 See Sec. 681, 15 U.S.C.A. and Sec. 1202, 26 U.S.C.A.

1247 See Sec. 681, 15 U.S.C.A. and Sec. 1044, 26 U.S.C.A.

1243 Hall (2010: §§ 22A:40), Legutki (2010: 2:32). See also Perez (2009).
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will increase to at least 15%.'**° Thus, adjustments, particularly decreases, in capital

gains taxes encourage institutional investors to infuse money into the VC industry.

As discussed above, the NMTC, which is also intended to improve the economy and job
opportunities in low-income areas, permits taxpayers to be granted a credit to offset
their federal income taxes for conducting VC investments in low-income areas.'?*® The
maximum amount of the credit for the taxpayer could cover 39% of her tax in the VC
investments, and the period of validity is over seven years.'””' The federal tax expense

for this program is estimated at $15 billion per year.'?*

1249 Ibid.
1250 Sec. (c)(ii), NMTC.
1251 Thid.

1252 U S. Environmental Protection Agency (2005).
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Chapter IV. Comparing the U.S. and Chinese VC Legal Frameworks

4.1 Introduction

In China, the VC industry has played an increasingly important role in the national
economy. But the Chinese VC industry also faces more and more challenges.'*®> One
venture capitalist complains that “most if not all early stage venture capital being
invested in ... China will be lost.”'?* But such failures do not only happen in China. In
some mature VC industries, including the U.S., VC investments in start-ups mostly
fail.'*** However, it can be assumed that the complaint quoted above referred not only
to the universal risks connected with VC investments, but also meant to express that
China still Jacks a mature legal framework to support VC development and reduce risks,

especially when compared to that of other mature VC industries.'*®

In the U.S., VCs can reduce investment risks by using a series of legal techniques.'””’
The U.S. laws have created some legal rights to help VCs reduce risks when they
conduct due diligence, manage and monitor the ventures, and plan exit strategies duning
the investment.'?*® Therefore, U.S. VCs can reduce investment risk easier than their

Chinese counterparts by virtue of a mature legal system. 1259

As discussed in Chapter 111, the U.S. experience shows that a high quality legal system
can help to reduce risk during VC investment.'?®® In China, as mentioned in Chapter II,
over-strict legal limitations and underdeveloped institutional stability block the

development of the Chinese VC industry, and prevent VCs from protecting their

1253 1 ju, Zhang, and Hu (2006: 161-184).

1234 Aragon (2006: 1).

‘255 Jensen (1993: 831-880).

1236 vyan & Lin (2004: 1-2)

137 Christensen (2000: 19-38).

‘2% Vaughn (2002: 249-250).

‘239 Bruton, Ahlstrom, and Yeh (2004: 72-88).
1760 Ibid.
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interests, collecting exact data on the business, monitoring the management, and finally
reducing the risks of the investment.'?®! Some scholars have examined the elements of
the Chinese legal system that support VC activities. There are many barriers to the
development of a mature VC industry in China, including that the Chinese government
does not create a favorable VC investment environment for foreign VC investors, and
the current public share trading structure, in which shares are divided into A, and B
classes and traded separately, restricts VC investors to exit their investments.'*%
Besides economic reasons, China’s socialist tradition limits private ventures to acquire
resources. '2®* VC investors, especially foreign VC firms, have to spend more to
research Chinese VC rules because some regulations provide unclear guidance.'?**
Further, due diligence for foreign VC investment in China was limited in scope because
the regulations in China do not require that the same level of public information be

provided to the government as those in the U.S.'?®® Further, China also lacks a mature

company law to meet the requirements of the complex investment techniques employed

by VC investors.'?%

Another two main problems with the Chinese VC industry are the problems of entry and
exit.'"”®” There are many restrictions to foreign VC investment entering into some
sensitive areas, including aviation, telecommunications, and insurance. The procedural
requirements to establish a foreign-invested venture in China are over-complex. In
contrast, to be the largest foreign direct investor and the largest recipient of foreign
direct investment in the world, the U.S. has “important economic, political, and social
interests ... in the development of international policies regarding direct investment.

With some exceptions for national security, the United States has established domestic

126! e, Venkatesh, and Nguyen (2006: 209-227).
1262 Fy (2001: 515-524).

1263 Bruton & Ahlstrom (2003: 241-244).

1264 Ibld £

1265 Ibld

1266 peng, Luo, and Sun (1999: 73-100).

1267 Vaughn (2002: 241-244).
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policies that treat foreign investors no less favorably than U.S. firms.”'*® Strict listing
requirements make it impossible for not-yet-profitable ventures to issue shares on the
domestic markets of Shanghai or Shenzhen. In contrast, China’s M&A market is
underdeveloped, decreasing the chances of finding a buyer for the venture. This means
it is hard for VC investors to exit the ventures efficiently.'”®® Thus, China still lacks a
successful VC legal framework, namely large capital, liquidity, incentives, labor, and

. 127
risk tolerance.'?”°

The purpose of the comparisons is to understand selected fundamental features of VC
legal frameworks in both nations. Nevertheless, some might doubt the meaning of such
comparisons because different legal systems in different countries are based on different

histories, cultures, policies, and legal tradition.uﬂ

For example, one might argue
whether it works to compare a legal framework under a civil law system with the
framework of a common law system. China has the civil law system and the U.S.
follows the common law system.'””? All comparisons of specific legal system are
actually incomplete, especially when comparing a new legal system with a
“long-standing” law system.'’”” Sometimes the legal experience of a mature legal
framework, however, may help a primary legal framework to promote its system and

structure.'””* This is the cornerstone of this comparison.

The VC legal framework in every country also depends on its political and cultural
context.'”’”® The factors affecting the VC legal framework include the level of the

country’s economy, political system, current legal system, especially corporate law,

1268 Jackson (2010: Summary).

1269 vaughn (2002: 241-244).

1270 | u, Tan, and Chen (2007: 244-271).

‘21 Fordham (2006: 11).

1272 Glendon, Gordon, and Osakew (1982: 261).
Wu & Geu (2007: 136).

274 Ibid.

1273 Cetindamar (2003).

1273
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securities law, tax law, and the business culture.'?’® These factors are defined as the
“institutional environment” by scholars; VC industries around the world are dependent
on the national institutional environment.'”’”’ These factors can bring both advantages
and disadvantages to the development of the VC industry. The function of a proper VC
legal framework is to conquer the disadvantages and encourage the advantages. China
could set up its VC legal framework by sharing some charactenistics of the U.S. VC

industry, but aiso needs to develop its own characteristics.

Therefore, this chapter will examine the key features of both of the U.S. and Chinese
VC legal frameworks and compare the characteristics present in the two countries.
Specifically, four important aspects of the VC legal framework will be compared,
including funding, VC govemance in ventures, exits, and stimulus. Based on the

comparison, a discussion of future prospects for establishing a proper VC legal
framework in China will be considered.

4.2 Comparison
4.2.1 Funding

4.2.1.1 Limited Partnership

As mentioned, the mainstay of U.S. VC funds is the limited partnership.'”’® China’s
situation is different. In 2008, 56.98% of Chinese VC funds were organized as corporate
firms, and 24.58% of funds were limited partnerships.'””? In the first quarter of 2009,
corporate funds increased to 64.52%, and the limited partnership VC funds decreased to
19.35%.'28° But another important fact is there was no limited partnership VC firm in
China before 2006 in which year China modified its partnership law. The data show the

1276

Ahlstrom, Bruton, and Yeh (2007: 248).

Faa) Ibid.

1278 Leamon, Hardymon, and Lerner (2004).
China Research and Intetligence (2009: 20).
China Research and Intelligense (2009: 21).

1279

1280
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tendency that more and more Chinese VCs would like to set up their firms under the

legal structure of limited partnerships.'®!

One basic operational principle in China’s limited partnership law is that the GPs must
bear unlimited liabilities for the debts of the limited partnership and the LPs bear the
liabilities for the partnership’s debts to the extent of their capital contributions.'?*? The
U.S. laws provide the same principle in limited partnership. Firstly, GPs have the
“liabilities of a partner in a partnership without limited partners.”'?® Secondly, the LPs
are not liable for the debts of a limited partnership.'m Some scholars argue that the
U.S. law does not give a clear statement that the LPs are only liable to the “extent of
their contributions” as does the Chinese law, but the legal results of two countries are

actually the same. 2%

Although most provisions of 2006 PEL are similar to those of 1985 RULPA, there is
one significant difference.'?®® In China, an LP who conducts a transaction on behalf of
the limited partnership might be liable as a GP if the third party thought the LP 1s a GP
of the partnership.'” Correspondently, China’s law sets up a safe harbor for LPs
allowing them to conduct some activitics without being perceived as “executing”
partnership business.'?%® This stipulation is very important because it emphasizes that
only GPs may execute the parinership business.'?* But the difference between the U.S.
and Chjna’s law is China does not “directly and unambiguously correlate executing
partnership affairs by an LP with the LP’s liability to third parties.”'?* Thus, lacking

clear statement on “execute” makes it actually very difficult for people in China to

181 Zero2IPO (2008: 395).
1282 Art. 2, 2006PEL.

1283 Gec. 403, 1985 RULPA.
1284 Sec. 303(a), Ibid.

1285 Wu & Geu (2007: 161).
1286 Ibld

1267 Art. 76, 2006 PEL.
1288 Art. 68, Ibid.

1289 Art. 72, Ibid.

129 wu & Geu (2007: 161).
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classify which activities of LPs are “executive” activities. Further, the lack of a clear
definition on “executing” partnership affairs will cause conflict between GPs and LPs
on management of the partnership. For example, the GPs might refuse the LPs to
conduct some activities of the partnership, and the LPs might argue that these activities
do not belong to “‘executing” partnership affairs, so they have rights to conduct the
affairs. They might have to raise a law suit to solve the conflict because of lacking a
clear definition on “executing.” In the U.S., an LP “who knowingly permits his/her
name to be used in the name of the limited partnership...is liable to creditors who
extend credit to the limited partnership without actual knowledge that the limited
partner is not a general partner.”'””' The 2001 ULPA even allows LPs to manage the
affairs of the partnership without bearing unlimited liability.'*> There is no similar

stipulation under China’s law.

Capital “contributions” of LPs is another key feature which distinguishes the limited
parmership form in China and the U.S. Firstly, in the U.S., an LP will be lable to the
limited partnership for the amount of any returned contribution for one year, but only
“to the extent necessary to discharge the limited partnership’s liabilities to creditors who
extended credit to the limited partnership during the period the contribution was held by
the partnership.”'?®® If the distribution of the contribution breaches the partnership
agreement, the LP should be hable to the partnership for six years “unmitigated by the
amount of credit extended in reliance thereon.”’?** Clearly, LPs in the U.S. enjoy
limited liability rather than unlimited liability, because the amount they should be liable
for is limited to the distribution they have received.'?®® In China, the law only states
that the partners should decreases or increases of contributions according to the
partnership agreement or to the unanimous consent among all partners.'”® The Chinese

law lacks clear statement to describe the limited liability of LPs.

1% Sec. 303(d), 1985 RULPA.

122 Comment to Sec. 302, 2001 ULPA.
123 Sec. 608(a), 1985 RULPA.

1294 Sec. 608(b), Ihid.

195 Gec. 608(c), Ibid.

‘2% Art. 34, 2006 PEL.
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Secondly, China has stricter rules on the obligation to pay contributions. An LP should
pay off the capital contributions in a given time according to the partnership agreement,
or she will be liable for the delay, including beanng the liabilities for infringement of
the partnership agreement 1o other partners.'”®” The U.S. law simply state that all issues
related to contributions should be in the written documents.'*”® The stipulation of the
U.S. is more flexible. The U.S. law grants the freedom to partners themselves to decide
how to set up their own partnership based on their specific business purposes. The
prohibition of Chinese law indicates that LPs in Chinese limited partnership have less
freedom than their U.S. counterparts. As Keller notes, “[a] person cannot live in China
long without becoming aware of the complex, interwoven web of social rules which

governs every aspect of Chinese life.'™ This also applies to the law of limited partnership
in China.

Like the directors and managers in a corporation, the GPs in a limited partnership have
a fiduciary duty of care to the partnership and the LPs. In theory, the LPs can file suit
against the GPs if the GPs breach their fiduciary duty. However, the standard of the
fiduciary duty is very low in the U.S. “By statute, a general partner in a limited
partnership...will only breach the duty of care if her misconduct is grossly negligent or
reckless or intentional.”"*® The situation of Chinese LPs is not better than that of the
U.S. Although Chinese LPs can file suit against their GPs if GPs damage the firm or fail
to fulfill their obligations, the law does not give any clear directives or standards on
how to classify the mistakes of GPs."*® The legislation gives the GPs wide latitude in
management and investments. On the other hand, LPs have to provide stronger evidence
to prove whether GPs have breached their fiduciary duty."?? That means it is very
difficult for LPs to file suit against GPs’ misconduct in the U.S. or China."*®

197 A, 65, 2006 PEL.
2% Sec. 502, 1985 RULPA.
1299 Keller (1994: 711).
130 | ee Harris (2009: 16).
1301 Art. 68, 2006 PEL.
1302 Rosenberg (2003: 431).
1303 Steele (2007: 32).
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The U.S. and China all provide tax preference to limited partnership. As discussed in
Chapter III, income of a limited partnership in the U.S. passes through to the partners
directly."”® The capital gains rate of partners in limited partnerships is only 15%. '3
In China, the partners of an LP have rights to pay their income tax respectively, which
means under Chinese tax laws only the partners of a limited partnership are the
taxpayers. There is no taxation at the partnership level either. The partners of a Chinese

limited partnership can enjoy the pass-through treatment with the rates ranging from 5%
to 35%."%

In conclusion, the limited partnership laws of China and the U.S. are more alike than
different.**” The purpose of the Chinese law is to encourage the VC industry through
providing an appropriate organizational form. That is also one of the purposes of the
U.S. limited partnership laws, as discussed in Chapter III. One regretful thing for the
Chinese VC industry is that the government still has not allowed foreign VC investors
to set up FLPs in China, which obstacle does not exist in the U.S.

~

4.2.1.2 Registration and Exemptions

China and the U.S. both note that VC investments present high nsks. But they try to
reduce such risk through different mechanisms, particularly with respect to their raising
of funds. Unlike the U.S. VC laws, Chinese VC laws have few exemptions for VC
funds, but have rather strengthened requirements in recent years."*®® First, a Chinese
VC fund cannot freely make a public offering upon filing with the government, as is
done in the U.S. For example, the NDRC released rules against illegal fund-raising
activities by VC funds in 2009. VC funds cannot make any public offer and promotions

through advertisements, public seminars or lectures, or the government will reject the

1304 gec. 701, and Sec. 702(a), IRC.

1305 Eleischer & Blackstone (2008: 95-97)
1306 Art. 3, 2008 SAT Circular No. 159.
B9 Wy & Geu (2007: 172).

1308 Ibid.
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registration application of the fund."” But the NDRC does not define what “illegal
fund-raising” is. The Chinese government also fails to offer a channel to private VC
funds which want to file with the government for public offering. The lack of legislation
limits the fund-raising .source of Chinese VCs. in the U.S., a VC fund can issue public
securities with a prior registration statement to the SEC."*'" The fund can also choose
to issue shares to a limited number of persons or accredited investors. Thus, in the U.S.,
VC funds can enjoy more funding opportunities than their Chinese counterparts. This
option of the U.S. encourages VC funds to arrange their plans depending on their own
strategy. The Chinese laws limit the fund-raising channels and the development of VC
funds. Furthermore, a U.S. VC fund would also not have to register with the SEC if it
does not raise money from “U.S. persons.”"’'' On one hand, this requirement focuses
on protecting the benefits of U.S. citizen and promoting the economy of the U.S., and
on the other hand, it encourages foreign investors to infuse money into U.S. VC funds.
In contrast, Chinese foreign exchange laws strictly limit investment size and areas of

foreign VC investors as discussed in Chapter I11.

Second, Chinese VC laws stipulate high entry standards to VC funds through capital
contribution requirements. A fund that fails to meet the requirements may not register as
a VC fund in China. For example, the minimum contribution of a DVCF is RMB30
million. '*'? The requirements of setting up an FVCF are higher: the minimum
contribution is $5 million for a limited partnership FVCF and $10 million for a
corporation FVCF."" There is no such requirement in U.S. VC legal system. A U.S.
VC fund can decide the size of the fund only based on its business plan, not the legal
requirements. The U.S. laws only look to a minimum capital when they review whether
the investors of a VC fund are “qualified institutional buyers.” The 1940 Act allows VC

funds to issues unregistered shares to qualified institutional buyers, which include

3% See the Circular on Strengthening Record Filing Administration and Strictly Regulating the

Fund-Raising Activities in Venture Capital Enterprises, July 10, 2009.
319 Sec.77¢,15U. 8. C.
P11 Sec. 230.903, 17 CFR.
1312 Art. 9(3), 2005 DVCM.
1313 Ant. 6(2), 2003 FVCP.
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investment companies and pension funds that manage capital over one million dollars,
as well as banks which manage capital over $100 million and have an audited net worth
of at least $25 million."*"* China on the other hand seeks to guarantee the quality of VC
funds through high required capital, but whether a VC fund can operate safely and
successfully does not only depend on the capital, but also on its management team and
investment ability of GPs.'*'* The capital requirements deprive small and middle

investors of their chance to enter into China's VC industry.

Third, the U.S. has created a “‘qualified purchases” system to stipulate the qualification
of VC investors which does not exist in China."’'® As discussed in Chapter 111, a U.S.
VC fund does not need to register with the SEC if its investors are accredited investors
under the securities laws or qualified purchases under the 1940 Act.”"” Thus, US. VC
funds usually remark in their memorandum that their offering is limited to accredited
investors for the purpose of exemption from registration and disclosure.'*'® The VC
fund can also save costs if it only raises money from accredited investors without
registration. But the SEC will check the “qualified purchases” status of these investors
at the time of each investment deal.'*'® The LPs of a VC fund can avoid having to
submit to this verification requirement if they have a binding capital commitment with

the fund. Further, in an offshore VC fund, only the U.S. LPs are required to be

1314 Sec. 230. 144A, 17 C.ER
B Wu & Geu (2007: 172).

% A VC fund may avoid registration if all LPs of the fund are “qualified purchases.” The 1940 Act
defines a “qualified purchaser” as: (1) a natural person who owns not less than $5 million in
investments; (2) any company that owns not less than $5 million in investments and that is owned
directly or indirectly by or for two or more natural persons who have certain specified close family
relationships to one another, or a foundation or trust established by or for the benefit of such persons;
(3) any trust that is not covered by item (2) and that was not formed for the specific purpose of
acquiring the securities of the Section 3(c)(7) company, and as to which the decision-making trustee,
and each settler or other person who has contributed assets to the trust, is a person described in
clause (1), (2), or (4); or (4) any person, acting for its own account or for other qualified purchasers,
who in the aggregate owns and invests on a discretionary basis, not less than $25 million in
investments. (See Sec. 80a-3(cX7), 15 U.S.C)

Sec. 230.506, 15 U. S. C. The purpose of such requirement of the U.S. is that the law assumes an
accredited investor might have enough ability and knowledge to fully understand the sk of VC
investments and does not need to require related information from the SEC.

1% Halloran et al. (1997: 3-9).
1% Chan (2008: 453).
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confirmed as the qualified purchaser when the fund issues the offering."*** The non-U.S.
LPs of the fund do not need to meet the requirement as qualified purchaser, as their
exemption comes from being non-U.S. persons.'*?! Clearly, the U.S. requirement

focuses on protecting the interests of U.S. persons.

China does not have any requirements on whether the LPs are “qualified™ or not. It only
stipulates that the minimum contribution by every investor must not be less than RMB1
million."*?? It can be concluded that such requirement tries to keep small investors who
lack the ability to bear high risk out of China’s VC industry. But such protection is still
at primary level without reviewing the qualifications of investors. Fortunately, China
has another mechanism to reduce the risk of investing in VC funds. As discussed above,
a successful VC fund does not only depend on contribution, but also on a good
management team. China’s VC laws state that either a DVCF or an FVCF should have
at least three professional managers with prior experience of VC investment when
registering.*” Such requirement aims to ensure that the VC fund will be operated
safely by professional managers. Except for the similar requirements in the SBIC
program, the U.S. laws do not have the requirement of qualified managers. It can be
concluded that the U.S. tries to reduce the investment risk by disclosure or restricting
the qualification of investors, whilst China approaches the same goal by monitoring the

i : 4
qualifications of managers. 132

Fourth, China and the U.S. have different treatments on registration. A Chinese VC
fund has to register with the VC administration if it wishes to enjoy preferential tax
treatments and govemmental funding support.'**> It means the VC fund does not need

to fulfill such registration if it does not want to receive financial stimulus from the

1320 Sec. B0a-3(cX7), 15 US.C.

1321 Chan (2008: 456).

B2 An. 9(4), 2005 DVCM.

P2 Art. 9(5), Thid. Art. 6(5), 2003 FVCP.
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government. In the U.S., a VC fund can be exempt from the registration only when it is
not involved in offering investment to the general public.'m’ It is more flexible for U.S.
VC funds to arrange their business and decide whether to benefit from government
stimulus without registration. The U.S. requirements reduce the transaction costs of

operating VC funds.

Furthermore, U.S. VC funds can enjoy a number of exemptions which do not exist in
China. For example, A VC fund should register under the 1940 Act as an investment
company unless it can meet the exemption requirements of the Act.”? Butitis exempt
from such registration the 1940 Act if its investors are less than one hundred
persons.’*®® The securities laws also stipulate that VC funds can enjoy the registration
exemption 1if they only raise money from no more than thirty five non-accredited
investors.'’?® This creates a non-exclusive safe harbor for U.S. VC funds.'**°

The equivalent requirements of China are too simplistic. China’s laws only state that the

maximum number of investors in a limited partnership VC firm is two hundred

1326 Sec. 77d(2), 15 U. 8. C.

27 Money Manager’s Compliance Guide (2000: Tab 300-55).
B2 Sec. 80a-3(c)(1), 15 US.C.

1329 Sec. 230.506, Ibid.

3% 1t does not mean the U.S. will give up monitoring the operation of VC funds. The U.S. taws stipulate
that VC funds must meet the “attribution™ requirement if they wish to enjoy the exemptions.
“Attribution” means if “an entity owns 10% or more of the voting securities of the private
investment company, and if the entity is itself an investment company, the SEC counts the
sharcholders or other owners of the investing entity as separate persons for purposes of the 100
owner limit.” (See Money Manager’s Compliance Guide (2000: Tab 300-56)) This requirement is
designed for preventing investors from being defined as an investment company by “operating
under a pyramid structure in which no entity has more than 100 shareholders.” (See Money
Manager’s Compliance Guide (2000: Tab 300-56)) Individual investors of the fund are excluded
from this requirement. (See Money Manager's Compliance Guide (2000: Tab 300-56)) As
mentioned, a VC fund with no more than 100 investors can enjoy the exemption. But, if one LP of
the fund is holding 10% or more of the voting right in the fund as well as in an investment company,
the SEC will counts the sharcholders of the LP as separate person for purposes of the 100 owner
limit. (See Money Manager’s Compliance Guide (2000 Tab 300-56)) For instance, Green Pine VC
fund has 80 LPs. One of them is White Tree Investment Company that has 50 sharcholders. When
Green Pine applies for a “less than 100 investors” exemption from the SEC, the SEC will reject the
application because it will count the 50 shareholders separately into the amount. Thus, the
attribution-réquirement is designed to prevent funds from *“evading the definition of investment
company by operating under a pyramid structure in which no entity has more than 100
shareholders.” (See Money Manager's Compliance Guide (2000: Tab 300-56))
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persons,'*’! and in a Chinese LLC VC firm, the number reduces to fifty persons.'*?

The laws want 10 reduce the investment risk simply by limiting the number of investors,
whereas the U.S. requirements go to the quality of disclosure that is likely in
face-to-face sales. The Chinese requirements also contain no attribution rules to prevent

VC funds from operating under a “pyramid structure.”

In conclusion, compared with the U.S. laws, the Chinese VC laws lack financial
liberalization, Chinese Lawmakers should loosen their absolute control of VC
fund-raising. China should set up a transparent and flexible legal framework for Chinese
VC funding system, including establishing disclosure rather than permission based
fund-raising, an accredited investor system for private fund-raising, and reduction of the
amount of the mimimum capital contribution. More detailed recommendation will be

given in Chapter V.

4.2.2 Governance in Ventures

VC investors will face a lot of problems during investment because financing start-ups
is difficult and risky."**> In general, the problems of moral hazard,'** information

asymmeltry, 1335

solved by VC investors during their investment, as discussed in Chapter 1.7 To

and managerial opportunism’**® are the problems that need to be

address these problems, private persons and governments in the U.S. have developed a
series of legal measures in company laws and related to contractual techniques in VC
practices.'® These VC contracting techniques are “highly effective legal mechanisms

through which proper and necessary written documentation of a transaction can be

31 An. 9(4), 2005 DVCM.
132 Ant. 9(4), Thid.

B33 Smith (1998: 134-136).
1334 Smith (1999: 960-963).
13 Utset (2002: 56-57).

1336 Smith (1998: 134-135).
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d 191339
)

accomplishe primarily aiming to restrict the behavior and guide the business

goals of the entrepreneur managers. The most common techniques, as discussed in
Chapter III, include convertible preferred stock rights, liquidation and dividend
preferences, conversion rights, anti-dilution adjustment provisions, share transfer
restriction provisions, class voting rights, and supermajority voting rights.'**® vC
investment in the U.S. could be defined as a process constituted by a series of complex
contracts between VC investors and entrepreneurs, and VCs and their LPs in VC
funds.'**' These contracting theories and practices can also be treated as a part of the
U.S. VC legal framework.**? Since economic results have proven the U.S. VC
contracting practices to be the best VC legal techmques in the world, studying and
adopting the U.S. VC legal measures, especially VC contracting techniques, is helpful

for China to set up a proper VC legal framework and an active VC industry.""

There are also some obstacles to China’s direct transplant of U.S. VC govemance
techniques. Firstly, applying U.S. VC contracting techniques in Chinese VC investment
agreements might make the agreements illegal and unenforceable. For example, some
VC contracting techniques, including provisions on liquidation and dividend
preferences, mandatory/optional conversion rights, anti-dilution adjustment provisions

44

(including pre-emptive rights), and share transfer restriction rights,’*** can protect VC

investors’ benefits in ventures. These techniques are the most important characteristics

of U.S. VC investments, and display great differences from traditional “debt-like”

1345

investment instruments. They provide a standard and common ground to both VC

investors and entrepreneurs. '**® Unfortunately, China’s company laws do not

133 Kim (2004: 445).

130" Bagley & Dauchy (2003: 445-466).
3 Klausner & Litvak (2001).

342 Dent (1992: 1044).

134 Chemla et al. (2004: 1-3).

134 Tannenbaum & Guan (2008: 28-34).
1343 Klausner & Litvak (2001: 15).

134 Bagley & Dauchy (2003: 446-448).

226



accommodate these VC contracting techniques.'’*’ Unlike a U.S. corporation, which
should meet the requirements of the state company law where it 1s incorporated, a
corporate venture by VC investors 1n China is subject to the requirements of China’s
national company laws.'**® The PRC Company Law is the primary source of company
taw in China, and the main statute that rules start-up ventures.'’* Its statutory
framework, as explained in Chapter 11, is overly complex.'*** Although the amendment
of the PRC Company Law in 2006 “grants tremendous power to the articles of association
and allows shareholders to stipulate rules of conduct in the articles by changing the
discretionary provisions of the [PRC] Company Law,”'**' the articles of association,
bylaws, or other agreements of China’s company related to VC contracting techniques
discussed in this dissertation are generally mandatory and made unconditionally binding
by China’s registration departments in prac:ticc.1352 Since most Chinese VC investment
must be implemented under the PRC Company Law, failure to fully comply with the
provisions of the PRC Company Law may cause the articles of association, shareholder
agreement, or VC contracts of a venture to be illegal and unenforceable.'*”> Therefore,
it might be illegal to use these U.S. VC contracting techniques in Chinese ventures if
they conflict with the PRC Company Law.

In contrast, the U.S. law offers special treatment in several ways to pnvate, small
ventures and VC investments.'>* The U.S. courts give significant contractual freedom
to VC investors and entrepreneurs of ventures.'”>® Many states of the U.S. have

statutory regulations specifically for private companies, including start-ups and

1347 Peng (2005: 258).

138 An. 6, PRC Company Law.
t34%  Art. 1 and Art. 2, Tbid.

1350 See Art. 9-22, PRC Company Registration Regulations.
1 Wang (2008: 27).

152 See Art. 6, Art. 7, Art, 12, PRC Company Law. See also Art. 17, PRC Company Registration
Regulations.

3 Ibid.
1334 Choper et al. (1995: 696-700).
1333 See Donahue v. Rodd Electrotype of New England, Inc., 328 N.E. 2d 505, 512 (Mass. 1975)
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ventures.'**® Such regulations permit private ventures or start-ups “more flexibility in
corporate governance” and “an increased degree of protection for minority
shareholders.”'**’ These provisions give freedom to VC investors and entrepreneurs to
balance their risks and interests though complex contracting techniques without
worrying about whether the governments or courts would not recognize the contents of
these agr-‘.:ements.1353 Thus, the parties can in most cases document their business
purposes and rights easily even if these provisions are drafted contrary to the provisions
provided by the company laws as enforced by courts.'**® Compared to the U.S. greater

1360

contractual freedom in company laws, the Chinese company laws related to VC

investments are “unaccommodating.”"*®'

Secondly, because the PRC Company Law and other VC regulations do not provide
enough contractual options, the U.S. techniques if inserted in Chinese VC investment
agreements might render the agreements invalid. The U.S. VC legal techniques would
be implemented through private agreements between VC investors and entrepreneurs.
Chinese VC investors could also use the same techniques and contracts to negotiate
with entrepreneurs. The efficacy of the provisions of private VC investment agreements
which are not stated in the PRC Company Law, however, is uncertain. The reason is
also because the PRC Company Law and other business organization laws are silent
with respect to some of the VC contracting techniques normally used by U.S. VC
investors.'*®? Chinese laws fail to offer clear rights and legal techniques to ventures and
VC firms which have their own nature, and operate their business differently from

general business organizations."*®® For example, convertible preferred stock can help

13% " Choper et al. (1995: 698).
37 Gitlin (2003: §2(a)).
1358 Kim (2004: 448).

1359 For case on the enforceability of VC contracts, see, Orban v. Field, No. 12820, 1997 Del. Ch. Lexis
48 (Del. Ch. Apr. 1, 1997)

Symposium (1989: 1416).
1361 Peng (2005: 258).

1362 Ib:d

1363 Smith (1997: 103-104).
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VC investors to enforce their contractual rights during their investment.* VC
investors thus use convertible preferred stpock as a vehicle in which to cluster all these
legal techniques. But Chinese VC investors have to face the dilemma of choosing the
mandatory articles of association under the PRC Company Law or private shareholder
agreements. If they choose mandatory documents, Chinese VC investors cannot use VC
techniques, such as convertible preferred stock, that have proved so successful for their
U.S. counterparts to reach their investment purposes, for Chinese laws are silent with
respect to convertible preferred stock.'?®® If they choose to employ private shareholder
agreements, these agreements containing U.S.-style VC techniques may be invalid if
they are not stipulated in terms of the mandatory articles of association or the provisions
of the PRC Company Law.'*®® In contrast, the U.S. laws, which are enabling rather
than mandatory, permit VC investors and the entrepreneurs to use private agreements to
balance VC investments and such contracts may be entered into in almost all cases with

extremely low legal risk.'’®’

In conclusion, China can develop its own mature VC legal techniques by learning from
the U.S. expenences because these legal techniques can benefit the interests of VC
investors and entrepreneurs. China can revise its laws by copying some VC contracting
techniques from the U.S., including convertible preferred stock, conversion nghts, and
anti-dilution rights. For example, class voting rights, which exist in the U.S. company
laws, were not expressly authorized in the PRC Company Law or the JV laws because
the PRC Company Law states that “a shareholder shall have one vote for each
share.”'*®® But, on the other hand, Article 43 of the PRC Company Law gives an
exception that the shareholders would not vote according to their capital contnbution
ratio if the articles of association have another arrangement. That means VC investors in

a Chinese LLC venture could have voting rights regardless of their capital contributions

184 Kim (2004: 447).

(T3] Tbid.

13 Tbid.

1367 Sec. 7.32, Model Bus. Corp. Act.

1368 Art. 43 and Ant. 104, PRC Company Law.
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if they have an agreement with the entrepreneurs. China has transplanted class voting
rights into its law through this exception. In addition, the PRC Company Law should be
made more flexible, so as to accommodate reasonable private ordering. Such

recommendation will be provided in Chapter V.

4.2.3 Exits
4.2.3.1 Redemption Rights and Drag-Along/Tag-Along Rights

U.S. VC investors use some legal techniques to exit their tnvestment, hopefully cashing
out with high retums. Popular techniques are redemption rights and
tag-along/drag-along rights which partly exist under Chinese laws.'**’As discussed in
Chapter 111, redemption rights and tag-along/drag-along rights can protect VC investors’
interests when the venture is approaching fatlure, and ensure VC investors have enough
power to participate in the business of the venture.*’® In practice, U.S. VC investors
can sell their shares under these rights to the public through IPOs, or to other outside

investors, or to the management team of the venture, or even to the venture itself. 1371

The U.S. VC investors would require redemption rights in the venture.'*’? Through
such rights, they may force the venture to buy their preferred stock back at a fixed price
in the future."””> Most states allow companies to redeem or buy their stock back,

provided basic capital maintenance requirements are met."*’*

Although there is no statutory redemption right in Chinese company laws, the PRC
Company Law explicitly allows a venture to acquire its own shares in certain cases as
an exception to the general rule against share repurchases.’*”* The shares could be

repurchased by the ventures if they want to reduce registered capital or to merge with

169 Bagley & Dauchy (2003: 467).

170 Bagley & Dauchy (2003: 445-447).

1371 Gilson (2003: 1075).

372 Smith (1997: 128-129).

37 Bagley & Dauchy (2003: 453-455).

Sec. 160, Tit. 8, Del. Code Ann, and Sec. 6.31(a), MBCA.
P73 Ant. 143, PRC Company Law.
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other companies which are holding the shares of the venture.'’’® The ventures couid
also repurchase their shares if the shares are to be distributed as part of an employee
share incentive scheme (subject to a cap of 5% of the total value of employee shares of
the company).'*”” But compared with an EJV, a CJV may be a better structure for
ventures permissibly to repurchase shares from their investors. The CJV Law allows
foreign VC investors to cash out before the termination of the venture. But when
redeeming the shares, the VC investor must waive the right to participate in the
distribution of the liquidation of the venture."*’® Although redemption rights ensure VC
investors to exit the ventures with some returns whether the venture succeeds or

1379

fails, they are not always a safe harbor for Chinese or U.S. VC investors in practice.

VC investors may fail to reap returns through their redemption rights if the venture has

no money or limited assets to buy their shares back.'?

Another method of exit is to sell VC investors’ shares to other outside investors through
a tag-along right or drag-along right.'*®" A tag-along right allows the VC investors to
sell their preferred stocks to the outside investors at the time if the entrepreneur sells his
common shares to the outside investors.'*®” The right is very important for VC
investors who are the minority shareholders in the venture. By applying the rights, VC
investors can fix their interests with majority shareholders who are going to sell the
shares to an outside party. In contrast, a drag-along right gives VC investors the right to
force the entrepreneur to sell his common shares to the outside investors simultaneously

if the VC investors decide to sell their preferred stocks to the same outside investors."***

1376 Ibld

1377 Ant. 143(2), PRC Company Law.
78 Ar. 143, bid.

BT Smith (1997: 128-129).

1380 Bagley & Dauchy (2003: 445).

1381 Smith (1977: 131-132).

132 Bagley & Dauchy (2003: 470-471).
1383 Ibid.
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In the U.S., these rights always appear in the private shareholder agreement."’®* In
China, fulfilling these two rights should be possible under the PRC Company Law
because the effect of these rights is strongl;‘ related to a share transfer. The PRC
Company Law states that a proposed transfer of shares should be approved by the other
shareholders.'”® In practice, the VC investors would document the drag-along and
tag-along rights in the voting agreement. But the Chinese laws do not clearly indicate
whether the voting agreement is enforceable. Thus, although the Chinese company laws
in theory do not prohibit VC investors from using drag-along and tag-along rights, the
enforceability of the voting agreement or the drag-along and tag-along rights is still a
“grey area” in China’s legal system.'’®® This reflects the generally disadvantageous
position of a legal system with very new laws, legislative history that is not generally

available for inspection, and little judicial or scholarly interpretation to flesh out

details."*®’

4.2.3.2 GEM and NASDAQ

The first and the most successful growth enterprise stock market in the world is the
NASDAQ exchange. The market provides a platform for small companies which have
not met the requirements of the main boards to raise money from the public."**® In 2009,
China copied the experience of the NASDAQ exchange and set up its own growth
enterpnise stock market, the GEM. The GEM helps small business firms to collect
money from the public without meeting the strict standards of main boards. Thus, the
GEM is a stock market with low entry requirements, high risk, and strict supervision,
which has similar features as NASDAQ exchange. China’s small companies face the
same problems as those of their U.S. counterparts: lacking enough cash flow to promote

the business and lacking enough assets or business history to borrow money from

1384 Smith (1997: 128).
%5 Art. 72, PRC Company Law.
1386 Smith (1997: 128).
138 | caacman (2001: 5).
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Banks. '**® But these small companies provide more than 80% employment
opportunities in China.”*® Just as the U.S. established the NASDAQ exchange to solve
these problems, it was urgent for China to set up a new financing platform for these
companies to keep the long-term development of Chinese economy on track.'”' The

GEM is the outcome of that demand.

Just as the NASDAQ exchange is a good exit channel for U.S. VC investments, the
GEM is also an exit channel for VCs in China. As discussed in Chapter II, most listed
companies on the GEM are ventures. The GEM not only brings funding to listed

companies, but also helps VC firms to get high returns on their investments through
IPOs.

One difference between the GEM and the NASDAQ exchange is that the GEM has only
one market but the NASDAQ exchange has two. The NASDAQ exchange consists of
two sub-markets: the National Market and the SmallCap Market."””> There are over
4100 companies listed on the National Market, including some of the biggest and
best-known companies. *” There are 1400 companies listed on the SmallCap
Market.'*** The difference between the two markets is that the companies listed on
SmallCap Market are smaller companies with less capital than those on the National
Market.*** The SmallCap Market is the “backup” of the National Market. The GEM
lacks such backup mechanism for listed companies. That means a company which is
going to fail in its application to list on the GEM has no chance to move down to the
backup market as an alternative. In the case of NASDAQ, a company listed on the

SmallCap Market could stay on the market for some time and when it grows, move up

1389 Committee of Yearbook of China Small and Medium Enterprises (2008: 73).

1% Ibid.
¥ 1bid.
1392 Gee the website of NASDAQ at http://www.nasdaq.com.
1% Ibid.
1394 Ibid.

1395 1_saacman (2001: 5).
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to the National Market.'**® This binary structure gives the companies on the NASDAQ

exchange more opportunities to list and stay listed than their Chinese counterparts on
the GEM.

Ahthough the NASDAQ exchange has two different sub-markets, the National Market
and the SmallCap Market enjoy the same corporate governance listing standards.*"’
The GEM also sets up similar corporate governance listing standards to reduce the
investment risk following the experience of the NASDAQ exchange. For example, the
shareholders of listed companies on the NASDAQ exchange should have voting rights;
some important business decisions should receive the prior approval of the sharcholders;
the company should have an annual shareholder meeting as well as an audit committee;
the board should have a majority of independent directors; and the shareholders have a
right to review the books and the annual reports.**® China follows these monitoring
mechanisms of the NASDAQ exchange. The CSRC also sets up an issuance audit
commission to monitor the listed companies on the GEM. The GEM requires higher
exchange transparency and a higher level of control of transactions in the new stock
during its first public day. All these mechanisms can enhance the monitoring level of

the market, as do the rules of the NASDAQ exchange.

To date, the NASDAQ exchange is an international market. By contrast to the
NASDAQ exchange, the GEM is still a domestic exchange. For example, many Polish
companies and Indian companies choose the NASDAQ exchange to be their first public
market when they go to the U.S."** The NASDAQ exchange now searches for
international partners in the world. In 2001, it formed a partnership with the SEHK with
a joint Internet platform to support information exchange."*® The venture developed a

trading system for European and Japanese investors investing in the NASDAQ global

1% See the website of NASDAQ at http://www.nasdag.com.

%7 Ibid.
1398 [bi.d.
1% 1 saacman (2001: 11-12).
1490 Ibid.
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market.'*®' But on the GEM, the foreign companies cannot list on the GEM. The
foreign investors are also prohibited to buy shares of the listing companies of the GEM
as does the NASDAQ exchange. China is going to promote the GEM to an international
exchange but it needs to loosen its strict foreign investment and foreign currency

exchange policies before any significant reform can take place.

Afier all of the above is considered, however, the creation of the GEM has still changed
the listing environment in China. The high listing standards and the effect of the GEM’s
liquidity will promote the start-ups and the VC industry of China. The GEM also
enriches the diversity of Chinese capital markets and promotes the development of the
Chinese financial industry, which is also an important process to perfect Chinese

industrial structures and economy. It is a new beginning for the Chinese capital market.

4.2.4 Stimulus

Many countries have learned from the U.S. stimulus experience in encouraging private
VC projects with government capital. For instance, Israel has developed its own

governmental stimulus of the VC industry.'*?

The Chinese governmental VC stimulus
policies also follow the U.S. stimulus prt:)gra.ms.m03 Creating a mature, well-developing
VC industry is a declared aim of the Chinese government. The support of the

government is an important aid towards this end.

The Chinese government did not have stimulus for the VC industry until 2006. In 2006
and 2008, the Chinese government promulgated two regulations respectively, the 2006
MGFISME and the 2008 NDRC Opinion No. 10.'* The two regulations allow
Chinese local governments to invest in private VC funds for supporting the

development of early stage start-ups in China. In 2010, Shenzhen sets up its own VC

See the website of NASDAQ at http://www.nasdag.com.
1492 Gilson (2003: 1098).
1403 Zero2IPO (2008: 413).

The 2006 MGFISME was promulgated by MOF and MOS on July 6, 2007. The 2008 OVCGGF
was promulgated by NDRC, MOF, and MOFCOM on Oct. 18, 2008.
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guiding fund, namely Shenzhen VC Guiding Fund, with RMB 3 billion capital invested
by the Shenzhen government. The fund specially focuses on early stage start-ups in
Shenzhen and plays a role as a “fund of funds™ in VC investment. In practice, the fund
will establish a sub-VC fund with other private investors to run the VC business.
Shenzhen VC Guiding Fund will hire professional management teams to manage the
sub-VC funds rather than itself becoming closely involved in day-to-day business. As
the structure is presented in the two regulations, it can be concluded that Chinese local
governments have borrowed a significant portion of the features employed by the SBIC

program of the U.S.

Nevertheless, as helpful as they may be, these two regulations only set up general
principles on govemmental VC stimulus. They fail to provide a mature national VC
stimulus program as do the SBIC and SBIR programs in the U:$. There is no doubt that
the SBIC and SBIR programs of the U.S. played a cntical role in the process. In past
decades, the U.S. government was seen as a prime source of new technology. A lot of
high technologies are sponsored directly from the labs or universities by the
governments’ capital."*”® The purpose of Chinese governmental stimulus is to improve
its access to advanced technology, especially the technology in the early stage start-ups,

which is similar to the purpose of the U.S. government.

The Chinese laws also show that the Chinese government is beginning to get involved
in the VC industry by cooperating with private VC firms based on the experience
learned from the U.S. In the U.S,, the investments from private VC firms are very
important supports for the entrepreneurs to form their small start-ups and to create their
enterprise. As mentioned, the founders of the ARD indicated that the goal of their firm
was to offer a chance to the entrepreneurs with capital and other business services to
help them to achieve their dreams."*® But today most entrepreneurs find it is very
difficult to receive capital from the private VC firms to support their early stage

programs, as the risk of early stage start-ups and higher returns from late stage or

1405 Etzkowitz, Gulbrandsen, and Levitt (2001: xxii).

1406 Brrkowitz, Gulbrandsen, and Levitt (2001: 1).
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pre-IPO investment lures away private investors.'*”” Thus, the meaning of the U.S.
governmental stimulus is that the government is able to take more risks and long-term
responsibilities in the VC industry based on cooperation of government and private VC
investors.*® As mentioned in Chapter II, in the past the Chinese government liked to
set up big state-owned VC firms. At the time, the state-owned VC firms and private VC
firms were rivals rather than collaborators. Now, following the experience of the U.S,

the Chinese government and the private VC firms invest into early stage start-ups as

co-1nvestors.

Unlike private VC firms, the purpose of governmental stimulus programs is not to earn
interests from the investment, but to create jobs and to develop the state economy. Thus,
the programs might not require taking shares in the start-ups and their intellectual
property rights. Chinese governmental VC stimulus programs have also copied features
from their American counterparts. Although there is no national governmental VC
stimulus regulation in China, some local governments have promulgated their own
stimulus regulations. The Chinese stimulus regulations emphasize that the principle of
the stimulus is not to compete with the private VC firms for a high return."*® Rather,
they state that the stimulus programs should focus on the early stage start-ups which
have potential impact on the state economy. However, Chinese VC stimulus programs
do not support the start-ups directly.”*'® They work to raise stimulus VC funds by

cooperating with other private VC partners.'*!!

The government’s money is invested in
qualified start-ups through these joint funds.'*'> Also, the Chinese governments will not
be involved in projects selection.'*'® Their private partners are given the full authority

to select the ventures and operate and manage the VC stimulus funds.'*'* Under the

9 Ibid.

M Tbid.

% Jeng & Wells (2000: 241-245).
419 perace & Barnes (2006: 15).
"1 Jeng & Wells (2000: 241-245),
12 Sorabella (2000: 18-19).

1413 Coyle (2000: 2-3).

1414 Perace & Barnes (2006: 15).
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Chinese VC stimulus regulations, private VC firms and early stage start-ups all benefit

from the programs.'*"’

In the U.S., the selecting process of the SBIC or SBIR programs is strict and highly
competitive. Thus, the start-ups actually awarded funds have more chance to be a
success. Private VC firms would like to invest in these start-ups which have prevailed in
the rigorous governmental evaluation. The Chinese stimulus programs follow this U.S.
model. After choosing the best high-tech early stage start-ups, the guiding funds will
then invest in the companies with their private partners. The govermment will contribute
25% to 30% of the capital investment, and the rest will be contributed by private VC
contributors. '*'® Based on this model, the government funds reduce the capital
requirements and risks of many private investors in start-ups, thereby encouraging

private VC firms to join projects that otherwise might present prohibitive risks for their

contributions.'*"’

Governmental stimulus could also promote the development of private VC firms.'*'®
As discussed in Chapter III, in the U.S., some governmental VC programs help
entrepreneurs to reach private VC firms by setting up information platforms or hosting
conferences at which the start-ups and private VC firms can get to know each other and

1419

share information on their businesses. The Chinese programs have no such services

yet.

The U.S. has established a complex stimulus system from the federal to the state level to
encourage private VC firms to invest in early stage start-ups. At the beginning, these
programs only helped start-ups to gain government contracts on R&D. Over time, the

programs try to support the entrepreneurs to establish their own companies with

415
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government capital. Besides the capital support, these programs will also offer
managers to the start-ups. These managers could give business advice to the
entrepreneurs and help them to operate the company and reduce risk. The Chinese
stimulus regulations also require that their private VC partners have at least two or three
professional managers when applying for the government cooperation.'*?* The duty of
these managers is to give business advice, technology services, and funding services to
the ventures.'**! But the U.S. stimulus programs would give more flexible policies to
the applicants which do not exist in Chinese programs. For example, in the SBIR
program, the applicants do not need to quit their current job when they apply for
government funding.'*?” That means they can receive the grant before leaving their
current jobs without setting up their own start-ups. The policy reduces the risks
connected with an unsuccessful application. The Chinese policy is stricter. The guiding
funds can only be applied for by an existing start-up. Thus, a Chinese applicant could
not receive the grant if she only has some ideas or technology in the labs without
holding a company or having already launched the production. '*** The Chinese
stimulus regulation stipulates that the governmental funds could only support high-tech
start-ups, which have no more than three hundred employee.'*?* The regulation does

not provide any opportunities to individuals to apply for the grants.

Initially, VC investments could not receive any of the tax incentives which were the

exclusive rights for production-oriented enterprises in China traditionally.'**® The

Chinese government began to appreciate the value of tax incentives for VC
A

development beginning in 2007, after the promulgation of tax incentives for Chinese

VC industry.'*** A VC firm can enjoy a 70% deduction if it has invested in a high-tech

1420 1 u, Tan, and Chen (2007: 231).
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"2 Wang (2007).
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start-up in China for at least two years.'**” The deduction is similar to the tax stimulus
in the U.8."*

In conclusion, the key characteristic of these stimulus programs in the U.S. and China is
that the governments wish to combine technology and business together, as well as
combine the government’s capital and private money together. These stimulus programs
bring research results to the market, solve the business problems with related
technology from labs or universities, and use new technology to support the
development of society and the state. Although the govermnments will not help the
entrepreneurs to sell the products or promote their marketing skills directly, these
stimulus programs will encourage private VCs to be involved in the operations. The
programs could also help the start-ups improve their research abilities. The Chinese
government should consider under which stimulus framework the VC investors would
become active based on the current situation and the experience learned from the U.S.

Some recommendations will be given in Chapter V.

1427
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V. Summary and Recommendation: Recommended Changes to

Chinese Venture Capital Law and Practice

5.1 Summary

This study offers evidence on how a proper legal framework may be established for
China’s VC industry. Since the importance of VC has been widely accepted in China, it
follows that a successful VC industry is an important goal for China to develop its drive

to strengthen its economy and high technology industry.'4*’

A well designed legal system will attract more investors to engage in China’s VC

1430 while a poorly designed legal regime will throw obstacles in the w;y of

industry,
investments for the industry.'®' As this study shows, China needs an improved VC
legal framework to stimulate its VC industry. As mentioned in Chapter 11, the issues and
problems of Chinese VC industry are decided by several legal sectors of China,
including Chinese corporation laws, foreign exchange laws, and secunities laws. It is not
necessary for China to have a central “all-China™ VC law now. Since the current
Chinese VC system is still at the primary stage, the critical task for Chinese lawmakers
is to fix problems in these related legal sectors and to improve its corporation laws,

foreign exchange laws, and government policies. This study has yielded concrete

suggestions for the improvement of the Chinese VC industry.

China’s lawmakers have adopted some laws related to VC in order to promote its high
technology and economic development. These laws encourage Chinese start-ups to
develop high technology business and innovation through the support of VC."*? But
the current Chinese VC system is still at the primary stage.

"2 yu (2007: 68).

1430 Lu, Tan, and Chen (2007: 271).
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The main problems of China’s VC legal system include the problems of fundraising, the
overly complex foreign VC investment restrictions, limited exit channels, and
ineffective governmental stimulus.'**? In an attempt to solve these problems, this study
examines six key factors that influence the nature and performance of a proper VC legal
framework. These factors include the formation and fundraising of VC firms, the usual
life cycle of VC investments, the economic and political impact on VC development,

the governance of ventures, the established financial market, and the governmental VC

stimulus.

Since the future of China’s VC industry is likely follow the model presented by the VC
industry in the U.S., which has proved the best VC industry in the world,'*** China

should study the important lessons learned from the century old VC legal experiences in
the U.S."*%

To this end, the key elements of the U.S. VC legal framework are explored in this study.
The first element is the formation and fundraising of VC funds. The main legal form of
the U.S. VC fimms is the limited partnership. The life cycle of fundraising of VC funds
can be divided into four phases. In the first two phases, VCs operate the investments
and manage the ventures. In the last two phases, they will design exit measures and

: : : 1436
begin to raise new funds for new round investments.

The second element is the governance of ventures. The VC investment process could be
separated into three stages, including the early stage, the middle stage, and the late

437
stage.'®?

In each of these phases, VCs face risks due to the problems of adverse
selection, hold-up, and moral hazard. U.S. VC investors solve these problems at

different investment stages by employing a series of governance measures. The legal

1433 CVCA (2009: 21).

1434 Ahlstrom, Bruton, and Yeh (2007: 265).
35 Vaughn (2002: 251).

436 Gilson (2003: 1085-1086).

"7 Fraser-Sampson (2007: 128-135).
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governance measures used in U.S. ventures include control rights, management rights,
appointment rights, information rights, staging the investments, syndication, and
contractually arranged exits."**® The VC investors’ control rights determine their

. .. . 4319
impact on the governance decisions in ventures.'®’

Management nghts ensure VC
investors have authority to select suitable managers and projects, as well as regular
monitoring of the management team. VC investors will demand the right to appoint a
certain number of seats on the venture’s board of directors.'**® Information rights
ensure all important business information concerning the venture will be disclosed
promptly and accurately to VC investors. Staging a VC investment, 1.e., investing in the
ventures stage by stage rather than injecting all funds at the beginning, creates
incentives for venture management and helps ensure VC investors have control over
their investments.'**' Syndication of VC investments allows diversification of risk and
sharing of information, which may lead to better decisions about whether to invest in
the firm.'*? The chance to yield satisfactory returns from a venture at the close of the
investment period will also determine whether VC investors will invest in a firm.
Exiting is thus an important part of the VC investment. VC investors will exit their
investments by one of five means: IPOs, acquisition, buyback, secondary sale, or

liquidation.

The last element is government stimulus. In the U.S., the government plays a very
important role in the VC industry by providing incentives to early stage start-ups and
private VC firms directly or indirectly.'**’ The government allocates financial stimulus
to attract private investors to the VC industry. The purpose of government stimulus
programs is not to gain “money return,” but to receive “social retun” from the

investments. The U.S. government’s stimulus programs also include tax incentives.'***

3% Gompers, Ishii, Metrick (2003: 107-155).
143 Cadbury Report (1992).

144 Berghe & Levrau (2002: 124-135).

41 Gompers (1995).

42 | erner (1994).

Leteux, Surlemont , and Wacquier (1998).
1444 Megginson (2001).
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VC investment in the U.S. could enjoy both low capital gains tax rates and targeted tax

incentives.

This study compares the Chinese VC legal system with that of the U.S. in four aspects,
funding, governance in ventures, exits, and stimulus. Government regulation of funding
is somewhat more burdensome in China than in the U.S. Both governments require
some form of registration, but U.S. laws provide certain exemptions to VC funds which
do not exist in the Chinese VC system. For example, the U.S. laws do not require
registration and statutory disclosure for sales to “qualified purchasers,” a system for the

VC industry which does not exist in China.

In governance, the U.S. VC legal framework incorporates a series of practical legal
measures derived from contract and company laws, which allow VC investors to protect
and manage their investments in ventures.'*** There are some obstacles to China
transplanting these U.S. VC legal techniques directly. Because the PRC Company Law
and applicable VC regulations do not provide the same range for private ordering,
applying the U.S. techniques in Chinese VC investment agreements might render the
agreements invalid as in conflict with Chinese law.'**® On the other hand, although the
PRC Company Law and other business organization laws do provide govemance
provisions that apply to VC firms, these laws fail to offer clear rights and legal
techniques to ventures and VC firms, which often have their own nature and operate
their business differently from general business organizations.m? As a result, the
China’s VC legal system is ‘“unaccommodating” when compared with the U.S.

1448
framework.

1445 Bratton (2002: 939-944).

1446 Ibid.

47 Smith (1997: 103-104).

Lu, Tan, and Chen (2007: 231).



U.S. governments have also established a stimulus system at the federal and state levels
to encourage private VC firms to invest in early stage start-ups. U.S. stimulus programs

give more flexible options to the applicants than those that exist in Chinese programs.

Although China’s legal and policy environment for the VC industry is improving,
Chinese policy makers who wish to promote VC in China need to increase the
regulatory supply of and legal demand for VC. Against the background of this study of
the experiences of the U.S. VC industry, it becomes clear that some VC legal techniques
employed in the U.S. should be adopted in China.'**® These include rights related to
funding sources, management rights, risk control, exits, and stimulus. Recommended

amendments to the current Chinese VC legal system are set forth below.

5.2 Recommendation

Based on the experiences leamned from the U.S., several reforms could be made to

promote the Chinese VC industry and to establish a proper legal framework:

5.2.1 China should improve its financial liberalization

In general, this study suggests that China should rethink the role of foreign VC
investors and the pace of financial liberalization. Chinese lawmakers consistently
promote a policy of controlling the national economy. On the one hand, they welcome
foreign capital to invest in China, but on the other hand, they have established high
barriers to prevent foreign VC from entering many sectors. They wish to restrict foreign
VC to a limited zone with a limited channel. Fortunately, this circumstance has been

changing under the impact of economic giobalization and social pressures. 1450

The OECD, in comparing its own policies with China’s position, points out that “ail
OECD countries have accepted the principle that foreign investors should be allowed to

invest without limit in their domestic equity markets, although some countries make

1449 Ihid.
1430 [bid,
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exceptions for certain ‘strategic’ industries.” '*'

In the VC industry, foreign VC
investors can not only expand the Chinese capital pool, but also provide financial
innovation and fresh tools to the domestic capital market. These foreign VC investors
could also offer good corporate govemance measures to China by conveying
“international expectations conceming disclosure governance and profitability into

markets and so encourage listed companies to adhere to global standards.”'**

One may doubt whether the “international expectations” of foreign VC capital could
really benefit China’s VC industry. Two counter-arguments might refute this opinion.
Firstly, foreign investment can benefit any economy’s development. Foreign VC
investors could bring intermational standards and advanced VC techniques so as to
advance the level of Chinese VC development. Secondly, adopting international VC
standards encourages more international VC investors to invest in China’s VC industry,
for it signals that “shareholder value is becoming an accepted standard by which

corporate performance is assessed throughout the world.”'**?

Of course, one negative aspect of international capital flow is the risk of the
development of one country’s economy in the event of at global financial crisis.'*** The
“Asian Financial Crisis” in 1997 showed that foreign investors can play a crucial role in
destabilizing an economy by quick transfers of capital into and out of the host
economies, “making the host economies more susceptible to volatility and sometimes
causing their collapses.”'**® China successfully avoided at least two crises only because
its financial system is less liberalized than many of other countries. Take the Asian
financial cnsis in 1997 for exampie, one scholar points out that “China’s experience in
the Asian financial cnisis supports the view that premature capital account liberalization

increases a country’s vulnerability to a currency crisis.” '%*®* Capital account
Y p

H31 OECD (2003: 526).

57 Ibid.

1453 Ibld

43¢ Lee (2000).

1455 Lee (2000). See also Stiglitz (2002: 89-132).

1436 Lardy (2003). The most famous account of this comes from Stiglitz, who was an advisor of the
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liberalization 1is, however, very different from the type of liberalization that would be
necessary for non-Chinese VCs to enter the Chinese market and take out their returns at
a later date. This means that China should not confuse protection against damaging

currency speculation with permission to conduct valuable and innocuous investment.'**’

Therefore, this study suggests that China could firstly loosen its current foreign
exchange control polices, especially the control over capital inflow and outflow of
foreign VC investors.'**® According to a survey of CVCA, “74.4% of respondents are
of the opinion that the circular makes it more difficult for foreign VC/PE firms to
conduct exchange settlements for their onshore equity investments in China, which is
the main policy problem regarding foreign exchange settlement.”'**® It also showed
that 69.2% of respondents are of the opinion that the capital inflow and outflow of
foreign VC investors is under strct control.’*®® (See Table 5.1) More specifically,
China could loosen the control imposed by 2008 SAFE Circular No. 142 on exchange
settlement of foreign VC investors for their onshore equity investments in China.'**!
For example, China should revise the circular to allow an FIE VC fund to make an
investment by converting its registered capital from foreign exchange to RMB and then

make such investment in China with this RMB.'*%

World Bank during the crisis and has a Nobel Prize in economics.

1437 “For example, there could be a requirement that the returns from a venture be kept in RMB and be

reinvested in another venture, thus allowing investment while fighting the kind of speculation that
caused the Asian Financial Cnsis.” (Donald, D. C. (2010)).

1438 CVCA (2009: 24).

1459 CVCA (2009: 23).

140 Ibid.

1461 CVCA (2009: 24).

Akin Gump Strauss Hauer & Feld (2008: 1).
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Chart 5.1 Main Policy Problem Regarding Foreign Exchange Settlement

Main policy problem regarding foreign exchange settiement
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Source: CVCA, 2009 China Private Equity Survey: Industry and Regulatory Environment

China can éppmach financial liberalization with a focus on one aspect. The main legal
problem regarding FVCFs is the lack of a legal foundation for foreign VC investors to
set up FLP VC funds.'*® It is also unclear whether and how the 2007 Industry
Catalogue affects FLP RMB VC funds."*®* According to 61.5% of respondents, the
standard is high for foreign VC investors to get approval to set up FVCFs and the

approval process takes a long time.'*®

(See Table 5.2) Thus, a transparent and flexible
legal framework for Chinese VC funding system is required. This study suggests that
Chinese legislation should widen the VC investment sources and expand the investment
areas of both Chinese and foreign investors. China should continue to encourage foreign
VC investors with reforming the current legal system (of course, China does not need to
abandon all restrictions on foreign VC at once until a mature VC legal framework has
been established.'*®® As a research of the World Bank indicates, “the greatest danger is
removal of most restrictions on capital ... transactions before major problems in the
domestic financial system are addressed. Countries in which these problems are severe,
but that choose to suddenly and fully open the capital account, run the risk of incur.ring

Y 4
a crisis.”" 7).

1463 CVCA (2009:20).

M4 Ibid

465 Ibi.d

1466 Wang & Chen (Feb. 2010: 16).
1467 Lee (2000).
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Chart 5.2 Major Policy Problems Regarding Fund Formation

Major policy problems regarding fund formation
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Source: CVCA, 2009 China Private Equity Survey: Industry and Regulatory Environment

More specifically, China could firstly set up an FLP legal form. Foreign VC investors
strongly desire China to promulgate regulations to allow them to invest in, and manage
onshore VC funds in the form of limited partne:rships."'f'8 As discussed in Chapter II,
however, China does not accommodate an FLP legal form to foreign VC investors in
the 2009 FIPM. The 2009 FIPM only indicates “in the event China has other provisions
for the establishment of partnership enterprises by foreign enterprises or individuals in
China with investment as the main business, it should be subject to the provisions.”"*’
But the problem is China has not had any other provisions on this issue up till now.
Thus, it is still unclear how to set up FLP VC funds in China. This study suggests that
an FLP VC fund could have both domestic and foreign VC investors; such funds could
also have the right to enjoy pass-through tax treatment; the fund could raise RMB in
China directly without applying for a foreign investment approval from Chinese

1470
govemments.

Secondly, foreign VC firms could be given more freedom of entry to China. For

instance, the paid-up capital ($5 million for corporate VC firm, and $10 million for

148 Wang & Chen (Feb. 2010: 16).
149 Ant. 14, 2009 FIPM.
“7°  wang & Chen (Feb. 2010: 16).
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non-corporate VC firm) requirements of FVCFs are higher than the contribution
requirements of DVCFs.'*”" That means some medium and small foreign VC firms
with sophisticated managers and excellent investment experience have no chance to

enter China’s VC industry.'*’? This study suggests that China could reduce the amount

of registered capital of FVCFs.

Thirdly, China could permit insurance companies, banks, and other big financial
institutions or wealthy individuals to enter the VC industry under proper and
appropriate conditions through the “qualified purchaser” system which is used in the
U.S. As discussed in Chapter III, the U.S. laws require VC funds to register with the
SEC when offering their shares, unless the investors in the fund are “qualified
purchasers” or few in number, and this has the purpose of preventing common
consumers without either sophisticated investment experience or the chance for direct
bargaining to be involved in such high-risk ventures without regulatory control.'*”?
This study suggests that China could offer a proper and reasonable restriction on the
qualification of VC investors through the *“qualified purchaser” system in its 2003
FVCP and 2005 DVCM.

Based on the classification of *“qualified purchaser,” the Chinese VC system could
expand its financial sources and establish a multiple VC funding system. Expanding VC
funding soun‘:cs under a proper “qualified purchaser” system could solve the problems
of Chinese VC industry, including insufficient capital supply and narrow entry

qualification of VC investors, as well as the long-term development of Chinese financial
industry.'*”* Thus, China could allow more types of investors to participate in the VC
industry. For instance, the 2003 FVCP and 2005 DVCM could stipulate that all VC
investors should be “qualified purchasers.” The standards of a “qualified purchaser” can

be drafted as a natural person who invests no less than RMB1 million in a single VC

WU Art. 6(2), 2003 FVCP.

1472 Wang & Chen (Feb. 2010: 16).
3 Ibid.

T Ibid. -
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fund, or a natural person with incomc;: exceeding RMB200, 000 in each of the two most
recent years or a couple’s wi’t‘ll-'-i-r;ézome exceeding RMB300, 000 for those years. A
natural person whose position is a director, executive officer, or GP of the partnership
could also be treated as a qualified purchaser. Corporate investors, banks, insurance
companies, trust companies, investment companies, securities companies, VC funds,
and other financial firms could be automatically treated as qualified purchasers. A
non-finance firm with assets exceeding RMBS million could also be class;ﬁed as a
qualified purchaser. Further, the laws could restrict the proportion of these financial

institutions’ investment in the VC industry and require that such investments should

only be operated through qualified VC funds.

5.2.2 China should create new legal techniques for VC governance

This study suggests that China should protect VC investors against the failure of
investments and the various types of moral hazards found in the power of venture
managers by establishing a good VC governance system for ventures.'*’”* Providing full
protections to VC investors in ventures could encourage more investors to enter the
industry. Protecting investors’ interests through a series of rights and duties, as well as
enforceable private techniques, is the chief task of the legal framework.'*’® Therefore,
China should supplement existing law with certain legal provisions relevant to
governance rights, including the rights of liquidation and dividend preferences,
conversion rights, anti-dilution adjustment rights, and share transfer restriction rights,
which are popularly employed in the U.S. VC industry.'*”” In China, these techniques
should be adopted in the laws.

Firstly, China could legally provide for the creation of convertible preferred stock. As
discussed in Chapter IV, VC ventures could not issue convertible preferred stock under

the articles of association in China because the PRC Company Law only allows one

1475

Bagley & Dauchy (2003: 446-449).
476 Ibid.
"7 bid.
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class of shares—common shares in the company.'*’®

All sharcholders must partake in
the equity based on their capital contributions upon liquation.'*”® After the creation of
convertible preferred stock, Chinese VC investors could have some priorities, including

the liquidation and dividend preference.'*®

Although dividend preferences nghts are
available under the PRC Company Law, it does not mean all types of FVCFs could
cnjoy the rights under the PRC Company Law. The PRC Company Law stipulates that
“unless otherwise agreed upon by all shareholders, shareholders shall draw dividends in
proportion to their actual capital contributions and, where a company increases capital,
shall have prionity in subscription for new shares in proportion to their actual
contributions.”"**! That means shareholders of the venture shall distribute dividends
according to the proportion of their actual capital contributions; the exception based on
unammous vote would allow a single shareholder to block any agreement to adjust the

proportion of dividends to meet the needs of the VC investors.'**? All domestic

ventures can enjoy this exception provided they obtain unanimous approval for the

agreement.

However, the PRC Company Law states that the FIE laws will prevail over the PRC
Company Law if there are any conflicts among the provisions of these laws.'*®’ The
PRC EJV Law stipulates that the shareholders of an EJV should share the profits only
based on their capitai contributions.'*® That means the VC investors in an EJV could
not enjoy dividend preferences rights. However, the PRC CJV Law allows the investors
to contractually determine how to share the profits by their own agreements.'***> VC
investors of a CJV will thus also be able contractually to shape dividend rights. These

different and diverging treatments will both confuse foreign VC investors and add to

1473

Art. 126, PRC Company Law.

"7 Ant. 187, Ibid.

'*0" Bagley & Dauchy (2003: 449-450).
Art. 35, PRC Company Law,
Gilson (2003: 1091).

8 Art. 218, PRC Company Law.

4% Art. 4, PRC EJF Law.

3 Art. 21, PRC CJV Law.

1431
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transaction costs. This study suggests that China should modify the conflicts between
these various laws and allow all types of FVCFs freely to structure dividend preferences

rights as desired.'**®

Secondly, China should enact legislation to allow the creation of conversion rights. The
nght of conversion permits VC investors to transfer their convertible preferred stock
into common stock if it is necessary during the life of the VC investment."*®” As
1488

discussed above, there is only one class of shares—common shares—in ventures.

Thus, there is no conversion right in China's VC legal system.

Thirdty, China should legislatively provide for create anti-dilution rights.'*® The
creation of anti-dilution nghts can be enabled in the company law in two ways:
structural anti-dilution adjustments and preemptive rights. Structural anti-dilution
adjustments will provide protection to Chinese VC investors if the venture is going to
issue more preferred stock to other outside investors.'**® They ensure that “the number
of shares of common stock issuable upon conversion of the preferred stock represents
the same percentage of ownership that existed prior to such recapitalization.”'*’' Such
adjustments also prevent the venture from issuing preferred stock to other outside

investors at a lower price than the VC investors had paid for the existing shares.'*”> A

1486 Bagley & Dauchy (2003: 455).
%7 Ibid.

3% Art. 126, PRC Company Law.

489 In China, where there is no classification of shares into different classes, the calculation of the

equity interest of a shareholder in relation to another shareholder is not on an “as-converted” basis.
Furthermore, in a Chinese LLC, equity interest should be a *“dollar-for-dollar” function of the actual
capital contnibution amount paid by VC investors. Thus, there is little room for the dilution when
issuing new shares in a venturc. However, there is one exception in the instance of foreign
acquisition of a Chinese LLC. Under the Article 18 of the MOFCOM Provision No. 10, “for a
foreign VC investor to invest in the start-up through subscription to an increase in registered capital,
the sharecholders’ equity interests at closing will be adjusted with reference to the post-funding
appraisal value of the venture.” In the case, it is possible that a lower appraisal value of the target
company may cause dilution when the company issues new shares. Under current Chinese law
system, VC investors could use preemptive rights to against dilution. But VC investors still lack the
protection of preferred stock system.

4% Bagley & Dauchy (2003: 456-457).
"9 Kim (2004: 458-459).
"9 Bartlett & Garlitz (1995: 595).
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preemptive rnight allows Chinese VC investors to purchase a proportionate amount of
any new shares the venture may decide to i1ssue to new outside investors. The right will
protect Chinese VC investors by maintaining their percentage ownership in the
venture.'*”’ The right could either be a term in a private shareholder agreement or a

o o " 4 2% 1494
provision in the articles of association.

5.2.3 China should promote exit channels

Exit 1s very important for the VC industry. VC investors cannot receive high returns
without proper exit channels. Thus, a sound capital market is an important mechanism
for the exits of VC funds. Currently, the exit channels for Chinese VC funds are still
narrow and restricted by many rules and policies.'**” This study suggests that China
could promote its stock markets to support VC exits by protecting the safe operation of
the capital market and VC exit channels, including promoting the stock markets,
preventing insider dealing, and allowing reasonable and restricted stabilization of
ventures’ share price.'**® Chinese stock markets have become large if highly volatile
during their hitherto brief period of development.'*”’ Nevertheless, VC projects cannot
exit by listing on the main board market owing to listing requirements designed for
longer standing companies with mature business models and profit records.'**® With
the launch of the GEM in 2009, this situation has been improved. But, China still needs
to promote the GEM by verifying the monitoring mechanisms and risk control systems,
and considering allowing foreign companies to list on the GEM.'"*® Further, the
distinction between A and B shares should be discarded for VC exit purpose. China
should also renew its foreign investment and currency exchange policies and then

promote the GEM as an international c:x.changc:.]500 For example, China could allow

493 Dent (1992: 1055).

149 Bagley & Dauchy (2003: 458).
1495 Kan (2002: 387).

1% Ibid.

97 Ibid.

Ll S Feng, Wang (2007: 61).
"9 Ibid.

% Ibid.
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foreign companies to raise money through the GEM and permit foreign investors to buy
shares of the companies listed on the GEM from aboard, as does the NASDAQ

1501
exchange.

Some current regulations restrict ventures’ IPOs and buybacks. For instance, the exit
activities of ventures were seriously affected by 2006 MOFCOM Provisions No. 10 and
2007 SAFE Circular No. 106, as discussed in Chapter [I. The main problems caused by
these two circulars is that they make it difficult for domestic ventures to list on overseas
stock exchanges through the red-chip model, which is one of the major desires of VC
investors when considering exit strategy (See Tables 5.3 and 5.4)."°% This study
suggests that China should cancel the approval requirement for offshore holding
companies, requiring domestic ventures through round-trip investment; China should
also reduce the three-year business history requirement for domestic ventures when they
are acquired by foreign VC investors because many domestic start-ups seeking VC
investment do not have three years operation history. '*% Loosening.lhe restrictions of
these regulations will enable VC investors and other Chinese to share the achievements

from the success of ventures and the development of capital market.'***

50 Kan (2002: 152).

1302 Ibid.
1393 Chao & Xu (2008: 2).
1504 [bid.
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Chart 5.3 Main Policy Problems regarding Exit

Main policy problems regarding exit
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Chart 5.4 The Effect of MOFCOM Provision No. 10 and SAFE Circular No. 106

on Exit
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5.2.4 China should provide a proper stimulus policy

In the past, the Chinese government tended to control all areas of the economy and
business by administrative measures. As China moves from a “plan” to a “market”
economy, the role of the government should also be changed from the controller to a
functional institution which offers good governance, including good services, financial
supports, and guidance, especially in VC industry. %05 China should adopt the
description of “good governance” offered by the World Bank:

Good govemnance includes the creation, protcction, and enforcement of
property nights, without which the scope of market transactions is
limited. It includes the provision of a regulatory regime that works with
the market to promote competition. And it includes the provision of
sound macroeconomic policies that create a stable environment for
market activity. Good governance also means the absence of corruption,
which can subvert the goal of policy and undermine the legitimacy of the

public institutions that support market.'*%

In the VC industry, one mission of the Chinese government is to provide proper
stimulus to support the development of the Chinese VC industry.”*®” The Chinese
government should provide a mature stimulus legal system for the VC industry as

follows.'*%®

This study suggests that China’s government should strengthen the guiding functions of
the governmental VC funds and stimulus programs in order to promote private VC

investment and start-ups. Compared with private VC funds absolutely chasing high

03 Ibid.
3% World Bank (2002: 99).
07 OECD (2003: 368).

%08 A governmental stimulus sysiem under proper legal framework is required. A proper legal

framework means the system should be built “from respect by both government and citizens for the
legitimacy of regulation, from high-quality regulations, from openness and clarity in the regulatory
system, and from processes by which regulators can be held accountable for the contents of rules.™
(See OECD (2003: 368))
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returns, Chinese governmental VC funds could focus on promoting innovation, the
long-term development of the VC industry, creating more employment opportunities,
and supporting small enterprises and the development of high technology. '**
Govemmental stimulus VC funds could play a key role in supporting those high-tech
start-ups that have small-scale operations and poor (i.e., short) financial records.’'
Bntish scholars found that British VC funds can obtain higher retums from high-tech
carly stage ventures than from non-technology early stage ventures.'*'' Because, given
the high nsk involved, it is very difficult for these small companies to borrow money
from banks, prnivate VC funds, and other financial firms or angel investors,
governmental stimulus VC funds could provide capital, expert guidance, legal advice,

and other business services to promote these ventures.'*!?

China could set up governmental VC guiding funds at national level. At present, only
some provinces have established local govemmental VC stimulus funds.'”'* Under a
national governmental stimulus regulation, Chinese guiding funds could set up joint
funds with private VC funds.”’'* These private VC firms can be granted exclusive
authority to operate joint VC funds, specifically operating VC investment in early stage
ventures. Just like the role played by U.S. insurance companies in the VC industry,
China could allow Chinese insurance companies to invest in these joint VC funds under
strict conditions and oversight by govemmental VC funds.'*"® These govemment funds
could hire professional private VCs to manage the funds. Then the governmental funds
could guide the management of the investment by selecting proper professional VCs.
This government action would not select start-ups and conduct ventures’ business
directly, but only help entrepreneurs to select pnvate VC firms by establishing an

information platform at which the start-ups and the private VC firms can know each

1305 Kan (2002: 398).

L510 Ibid.

11 Manigart & Beuselinck (2001: 13).
1512 Ibld

1513 Zero2IPO (2008: 67).

1314 Li, Feng, Wang (2007: 55)

915 pan, Qian, and Qing (2006: 366).
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other and share business information.'”'® These governmental VC funds should invest
in high-tech start-ups, including environmental protection, in new material technologies,
and in new energy companies, which China greatly needs.'*'” China should also allow
applicants to the governmental stimulus programs to leave their then current jobs only
after they receive the funding."’'® A flexible policy of this type would help the
applicants to reduce their economic risk and encourage more scientists to join the

programs.

China should also draft detailed measures on eliminating the double taxation of capital

gains of the limited partnership VC funds and adopt more favorable tax policies for VC

19
funds.'

In conclusion, China’s legal framework for the VC industry is still at a primary level.
Some regulations are overly complex and overly restrictive, e.g. foreign currency
regulations and foreign investment regulations, which causes high transaction costs for
foreign VC investors and their domestic partners.'’*® Some aspects of China’s VC
industry, and the capital market used for exit, lack sufficient legal protections and do
not enable adaptation for flexible private ordering, such as the difficulty in providing for
convertible preferred stock rights.'*>' These disadvantages prevent China from building
a proper VC legal framework. China’s government should realize that only a proper
legal framework can promote the development of its VC industry.’* In order to
accomplish this goal, the chief task is to establish clearly formulated, sophisticated laws
that serve the needs of the VC industry, as well as to create strong incentives for VC

participants to enter this very important activity.'?’

316 Li, Feng, Wang (2007: 62).
17 Hu (2006: 358).

B Ibid.

19 Hu (2006: 353).

1520 Ibid.

21 Ibid.
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