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INTRODUCTION

Venture capital (“VC") is widely recognized as a powerful engine
that can drive a nation's innovation, job creation, knowledge economy,
and macroeconomic growth. ! As such, governments from various
jurisdictions around the world, including Germany,? Australia,? Japan,*

' Ronald J. Gilson. Engineering a Venture Capital Market: Lessons from the American
Experience. 35 STAN. L. REV. 1067, 1068 (2003). On the importance of VC. see generally
Marco Da Rin et al.. The Law and Finance of Venture Capital Financing in Europe:
Findings from the RICAFE Research Project. 7 EUR. BUS. ORG. L. REV. 525 (2006).

2 See (Gilson, supra note I, at 1094-1096.

“ §pe THE TREASURY AND THE DEPARTMENT OF INDUSTRY, [NNOVATION, SCIENCE,
RESEARCH AND TERTIARY EDUCATION OF AUSTRALIA, REVIEW OF VENTURE CAPITAL AND
ENTREPRENEURIAL SKILLS (2012). available at http//bit.ly/2tllz3c.

1 See Zenichi Shishido. Why Japanese Entrepreneurs Don't Give Up Control to
Venture Capitolists (Mar. 30, 2009) (unpublished manuscript), available at

http:/bit.ly/2w8Jrd A.
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financial intermediaries. For the most part, however, these programs
failed because they could not adequately respond to the problems
inherent in VC financing: uncertainty, information asymmetry, and
agency cost.16

China offers a fascinating case study of how a VC market can be
engineered: its VC market is one of the fastest developing and largest
engineered markets in the world.!” Before 1985, VC did not exist in
China.!8 But after three decades of development, China now receives the
second largest annual VC investment in the world.?? In 2016, 636 new
VC funds were set up in China, collectively raising more than USD 50
billion of fresh capital for investment. This represented a 79.46%
increase over the previous year.?0 Additionally, there were 3,683 VC
investment deals closed in 2016, an increase of 6.91% from 2015, and of
91.2% from 2014.2! Total VC investment in China was USD 48.9 billion,
surpassing VC investment in the entirety of Europe combined.?? Also, of
the top five VC deals worldwide in 2015, three were made in China.23
While the United States dominated global VC activity by deal quantity
and value in 2015 with 3916 investment deals (in total valued at USD
72.3 billion). two out of three top deals were China-based.?? VC exits
were also impressive, with the amount raised from exits via IPO and
M&A reaching USD 8.2 billion and USD 11.5 billion respectively, in
2015.25 For context. VC exits via IPO and M&A in the United States
raised USD 6 billion and USD 54 billion respectively in the same
period.26 As of the end of 2014, VC investments contributed directly and
indirectly to 9.3% of China's GDP.27 These figures underline the

o Id. at 1070.
" Anette Jonsson. Venture Capital Continues to Flow into Chinese Startups, WALL

ST. J. (Apr. 28, 20153), http://www.wsj.com/articles/venture-capital-continues-to-flow-into-
chinese-startups-1 130244889, Venture Capital Soars and Investor Expectations Follou,
NIKKEI ASIAN REV. (Feb. 18, 2016), http://asia.nikkei.com/Politics-
Econom_v/Economy/\'enture-capital-soars-and-investor-expectations-fo]low; Lucinda Shen,
China is the Biggest Venture Capital Firm in the World, FORTUNE (Mar. 9, 2016),
http:/ffor.tn/2tZyNOS.

15 See text accompanying note 59, infra.

1t See BACK TO REALITY, supra note 10, at 3, 10-12. ’
« Qingke Yanjiu Zhongxin (7 £ #4800 [Zero2IPO Research Center], Qingke

Yanjiu Niandu JuZhi G EHIF 040086 H ) {Zero2IPO's Yearly Mangum Opus], Touzijie #
% 5) [PEDAILY] (Jan. 21, 2017), http:/bit.J¥/2sZtjFD.

2t Sep Zero2l PO Research Center, Venture Capital Annual Report 2014, ZERO2IPO
PUBLISHER (2015), http://research.pedaily.cnIreport/free/l301.shtm1.

2 See BACK TO REALITY, supra note 10, at 3, 10-12.

= Id. at 10.

:tJd. at 3.

# Id. at 10.

% Jd. at 6. ) . o )
#Nju Fulian (£#5%) & Wang dJingiing ( Lghds), Jujiao Xin Changtai Xia Fengxian

Touzi Gaige Yu Chuangxin (Xia) (BRI A FRE TN ESEIH(T)) [Focusing on the
Reform and Innovation of Venture Capital under the New Normal (Part II).] s Zho.ngguo
Jingji Shibao (1 [E £t 1) [CHINA ECONOMIC TIMES] (Jul 10, 2015), http://bit.1y/2ujlISe.
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how China has addressed the simultaneity problem. The Chinese
government has helped solve the problem by laying down the necessary
legal and institutional infrastructure for a VC market, including: (1)
providing public capital through various government programs and
increasing private capital by easing regulatory barriers towards
institutional investors. providing tax incentives, and improving the exit
environment; (2) enhancing the availability of financial intermediaries
and fund raising by introducing the limited partnership, a new and
popular business vehicle that creates an efficient relationship between
venture capitalists and investors; and (3) encouraging entrepreneurship
by revising the country’s corporate and securities laws and streamlining
the process of establishing businesses and doing business.

The Chinese government’s role in allocating capital, however, is not
without flaws. The VC market's rapid growth stemmed largely from the
fact that the central government has laid down the institutional and
legislative infrastructure to increase the role of market forces in the
capital allocation process. But there are institutional obstacles,
including the flawed cadre appointment system and flawed incentives
for government officials, that prevent local governments from achieving
the delicate balance of allowing local government funding to operate
based on market forces while concurrently pursuing the governments’
policy goals.

The lesson to be learned from the Chinese experience is that the
optimal role of a government in engineering a VC market should be to
provide the necessary enablers, while playing only a limited role in the
capital allocation process by simply providing seed funding and leaving
specific capital allocation decisions such as selection of portfolio
companies and designing investment strategies to private VC firms with
the right incentives. This is a lesson that could be valuable to other
countries, such as Japan? and Germany,3’ that have attempted to
promote the development of a VC market without significant success,
and to other countries that are attempting to promote the formation and
growth of a V'C sector.

The remaining parts of this article are structured as follows. Part I
examines the Chinese experience of engineering a VC market. Part II
identifies the institutional impediments in China and suggests room for
future reforms. Part I1I critically discusses the lessons learned from

investors and entreprencurs. The interviewees come from the six cities that are the major
places of VO in China. namely Beijing, Shanghai. Tianjin, Shenzhen, Chongqin‘g, and
Guangzhou: (ITT) a study of official data published by the leading service providers, i.e. _the
annual repurts published by the Zero2IPO Research Center, the China Venture Capital
Yearbook published by China Venture Capital Research Institution, and the annual

reports published by the VentureChina.cn.

» See Shishido. supra note 4. ' . ‘
¥ See Ronald J. Gilson & Bernard S. Black, Does Venture Capital Require an Active

Stock Market?, J. APPLIED CORP, FIN. 36, 36-48 (1999).


















2017] ENGINEERING A VENTURE CAPITAL MARKET 171

sustainable growth. Developing a national VC market is therefore high
on the agenda of the Chinese government.

2. Increasing Capital Supply via Government Guidance Funds

Funds for VC investment can be divided into two types depending
on their source: government funding’ and private funding. Government
funding has been recognized as one of the most important sources of
funding for fueling entrepreneurship across countries, after bank
credit.’® Many countries have issued various government programs to
support entrepreneurial businesses, typically through setting up
government-sponsored funds to make investments in start-ups. Recent
examples include New Zealand’s Venture Investment Fund (‘“NZVIF”)™
and Singapore’'s Early Stage Venture Fund (“ESVF”) program.80

In China, VC funding has been provided to tech start-ups through
government-sponsored programs, particularly through Government
Guidance Funds (“GGF") (zhengfu vindao jijin), which are designed to
increase the supply of VC to early-stage enterprises and implement
national industrial policy by directing capital into government
encouraged innovative industries.8!

The size of the government program is important to VC financing. A
public program that is too small would hardly have any impact on a
large and diverse economy, while a program that is too large might
crowd out private funding and obstruct market forces in the allocation
of start-up financing.8? Also, small firms typically face great difficulties
in raising capital, due to information asymmetry between entrepreneurs
and investors.83 Government funds are advantageous as they have an
“add-on effect” in raising capital: with proper structuring, investors are
willing to invest in such funds once government investors have taken

the lead.84

™ In this article. government funding typically refers to the capital provided by
central and local governments,

w Sep The EY G20 Entrepreneurship Barometer 2013, ERNST & YOUNG (2013),
https://go.ev.com/2ugMw7b. See also ERNST & YOUNG, ADAPTING AND EVOLVING: GLOBAL
VENTURE CAPITAL INSIGHTS AND TRENDS 2014 (2014), at 14, avatlable at
https://go.ey.com/1gw104b [hereinafter ERNST & YOUNG — TRENDS 2014].

» For a detailed analysis of the program, see JOSH LERNER ET AL., A STUDY OF NEW
ZEALAND VENTURE CAPITAL AND PRIVATE EQUITY MARKET AND IMPLICATIONS FOR PUBLIC

PoLICY (LECG 2005), available at http://bit.ly/2ujnHgt.
w Terence Lee. Singapore Government to Pump 348 Million into Six Venture Capital

Funds, TECHINASIA (Apr. 22, 2014), http:/bit.ly/2ujlpGU.

# See Guanyu Changye Touzi Yindao Jijin Guifan Shelin Yu Yunzuo de Zhidao
Yidian (LT A% G HEERE BRI LB FIiHEFEMN) [Opinion on Venture Capital
Fund Specifications and Operational Guidance] (promulgated by the St. Admin. for
Industry and Commerce, Oct. 18, 2008), http://bit.1y/253806¢.

=2 LERNER, supra note 5, at 117-19.

~ Id. at 69.

~Id. at 70.
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Security Fund (“NSSF"), insurance companies. commercial banks.
investment funds, and trust companies from making equity
investments.% For example, after the CIRC issued a set of guidelines
allowing insurance companies to engage in V'C investments. msurance
companies have quickly built up substantial assets in the VC industry,
reaching RMB 10 billion at end 2014.95 There is also a substantial
increase in investments by the NSSF. As of the end of 2015, NSSF
managed RMB 1508.592 billion (USD 226.94 billion) and recorded a
15.14% return with RMB 228.704 billion (USD 3.4.40 billion) on
investment in 2015.96 According to the Regulations on NSSF. 10% of the
total managed asset of NSSF can be used in private equity (including
V() investments.97

With the easing of regulatory barriers for institutional investors, the
distribution of investors is shifting. Major institutional investors such
as public pension funds, investment companies, and insurance
companies are gradually becoming important limited partners (LPs) in
the VC market.

1 Since 2008, the NSSF has been permitted to make equity investments in certain
funds. Since 2010, insurance companies were allowed to make equity investments. Since
2014, insurance companies were permitted to make investments in VC funds. See
Appendix 2, infra.

% Gui Jieying (FEiFHE) 2015 Yi Jidu Huoyue LP Zengzhi, 14. 337 Jia. Xianzi, Yindao
Jijin Qianzai Guimo Pangda (2015 —-FHHiERL LP A E 14, 337 %, 6%, 3 S ¥ o eme
EK) [For the First Quarter of 2015, Active LPs have Increased to 14,337; Insurance
Companies and Government Guidance Funds are Potentially the Largest Investors)
Touzijie (#3f f) [PEDAILY] (Apr. 28, 2015), httpi/bit.ly/2tZevAO. ‘

* Baidu Baijia GPLP (M B 3% GPLP), Shebao Jijin: Jiemi Touziquan D: 5
Xuanxiu PE de Biaozhun (}t{R&E&E: BEEL BOSSJiE % PE [ brvk) c[ISor'ial geljzg-?t:
Fund: Revealing the Big Boss’ Standards of Drafting PE], Touzijie (3% #) [PEDA]L\:]
May 9, 2016), http://pe.pedaily.cn/201605/20160509396982 shtml. .

‘97 Quang.uo Shehui Baozhang Jijin Tiaoli (4 8 2§15 4 # #) [Regulations of
National Social Security Fund], (promulgated by the State Council. Mar. 26. 2016
effective Apr. 1, 2016), http://bit.ly/2s377ur. ‘ o ‘



2017] ENGINEERING A VENTURE CAPITAL MARKET 175
TABLE 1: PERCENTAGE OF CAPITAL RAISED By LPS IN CHINA'S
VENTURE CAPITAL AND PRIVATE EQUITY MARKET
(BY INVESTABLE AMOUNT) (2011-2015)

2011(%0)% 2012(%)%  2018(%)'%®  2014(%)0  2015(%)102

Liisted companies 28.7 26.3 26.3 25.0 24,5
Public pension funds 20.4 20.7 20.3 19.2 17.8
Sovereign wealth funds 19.0 19.1 18.7 17.5 16.0
Enterprises’ - 3.5 3.4 3.6 4.5 4.5
Fund of funds 5.9 6.4 6.3 6.1 5.6
[nvestment companies 2.8 1.0 1.1 4.5 4.7
V'C PE 1nstitutions 3.7 3.2 3.3 3.8 3.8
Enterprise annuity fund 1.3 4.1 4.0 3.7 3.4
Governmental agencres 0.1 0.9 1.0 3.4 5.9
Wealthy families and 0.7 1.1 1.3 15 1.6
individuals

Private family funds 1.4 1.4 1.3 1.2 1.1
Trusts 0.2 0.3 0.4 0.5

380 :

Banks 3.0 2.9 2.8 4.0
Asset management companies 1.7 2.3 23 2.3 24
Government-guided funds 1.8 2.1 2.1 2.0 2.0
Endowment funds : — 0.1 0.1 0.1 0.1
Insurance institutions 1.1 1.0 1.1 1.1 1.1
University endowment funds 0.8 0.7 0.7 0.7 0.6
Otbers — 0.2 0.2 0.2 0.3
Total 100.0 100.0 100.0 100.0 100.0

*+ 2011 Nian Zhongguo Simu Guquan Touzi Shichang LP Niandu Yanjiu Baogao
Jianban (2011 #FFHZLE R LY b LP LR ARE ER) [Summary of Private Equity
Market LP Yearly Research Report 2011]. Touzijie ( ¥ ¥ # ) [PEDAILY],
http://bit.Iv/2uCGxtV.

#2012 Nian Zhongguo Simu Guquan Touzi Shichang LP Niandu Yanjiu Baogao
Jianban (2012 5 EEHER I ditg LP HILHF AR S BIAR) [(Summary of Private Equity
Market LP Yearly Research Report 2012], Touzijie (32 % 5) [PEDAILY]. http://bit.1¥/2sZlejV".

i 2013 Nian Zhongguo Simu Gugquan Touzi Shichang LP Niandu Yanjiu Baogao
Jianban (2013 ‘F T [E R HATEIL T by LP (EIEH AR S M) [Summary of Private Equity
Market LP Yearly Research Report 2013), Touzijie ( # ¥ # ) [PEDAILY],
http://bit. 1y/2sShJ3Q.

11 2014 Nian Zhongguo Simu Guquan Touzi Shichang LP Niandu Yanjiu Baogao
Jianban (2014 £ E SR LIV ity LP IR KM S BIR) (Summary of Private Equity
Market LP Yearly Research Report 2014], Touzijie ( # ¥ 5 ) [PEDAILY],
http://bit.ly/28ZwGfH.

w2 Qingke Nianbao: Simutong Shoulu LP Zengzhi 15,849 Jia, Zhengfu Yindao Jijin,
Shangshi Gongsi, Xianzi Cheng 2015 Zui Ri Jigou LP ({F{F#: FAHHEEFE LP g
15.849 %, B3I S&Ee. Bhiad], K¥i 2015 BMHH LP ) Year 2015: Qingke Annual
Report: PE LPs increase to 15,849, Government Guidance Funds, Listed Companies,
Insurance Institutions are the most popular institutional LPs}, Touzijie ($#t 1) [PEDAILY]

(Feb. 01, 2016), http:/bit.ly/2tBwQf9. ) )
13 Enterprises excludes listed companies.
wiIn 2011, Trusts and Banks were counted together. Summary of Private Equity

Investment Market LP Yearly Research Report 2011, supra note 98,
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TABLE 3: PERCENTAGE OF CAPITAL RAISED IN THE U.S. VENTURE
CAPITAL MARKET!2 (BY AMOUNT)

U.S. 2014(%) 2015(%)
Wealthy investors and family offices 8 10
Corporations 5 1
Public pension funds 32 31
Corporate pension funds 6 10
Union pension funds 1 2
Insurance companies [ 10
Endowments 5 7
Sovereign wealth funds 12 6
Funds of funds 6 3
Discretionary advisers 1 2
GP contributions 1 2
Bank/financial services 9 2
Others 8 15
Total 100 101

(due to rounding)

4. Increasing Capital Supply from Foreign Investors

Since 1995, China has promulgated regulations aimed at promoting
the establishment of foreign funds. For example, the Administrative
Measures on Foreign-Established Industry Investment Funds allows
Chinese firms to raise funding overseas together with foreign firms,!13
and the Regulations on the Administration of Foreign Invested Venture
Capital Enterprises allowed foreigners intending to invest in the
Chinese market to do so by setting up a Foreign Invested Venture

Capital Enterprise (‘FIVCIE”).114

1z LAURA KREUTZER, PENSIONS ARE STILL LP ToP D0GS, BUT WEALTHY INVESTORS
GAIN GROUND 18 (2015). http:/bit.1ly/2vcOHtL

113 Sheli Jingwai Zhongguo Chanye Touzi Jijin Guanli Banfa (& 3284k F, > #5738
L AFRIpiE) [Procedures for the Management of China's Industrial Investment Funds
Abroad] (promulgated by the People’s Bank of China, Sept. 6, 1995, effective Sept. 6. 1995)
http://bit.1v/2u4009D. This regulation has since repealed. Feizhi de Guizhang he
Guifanxing Wenjian (1% (L (19 & 38 B 8E 4 20{1) [Repealed Regulations and Standards]
(promulgated by the People’s Bank of China, Jan. 5, 2007, effective Jan. 5, 2007), art. 36,
http://bit.1y/2u3tBA9.

111 Waishang Touzi Chuangye Touzi Qiye Guanli Guiding (¥ £t %2 811758 olk B 2
#4¢) [Provisions Concerning the Administration of Foreign-funded Venture Investment
Enterprises) (promulgated by the Ministry of Foreign Trade and Economic Cooperation,
the Mlinistry of Seience & Technology, the State Administration for Industry and
Commeree. the State Administration. of Taxation and the State Administration of Foreign
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state owned companies,i2 including Chinese internet giants Tencent
and Alibaba.!26 Interviewees have stated that these tax incentives have
greatly increased their interests in making VC investments.127

TABLE 4: TAX RULES FOR PRIVATE EQUITY/VC FUNDS AT SELECTED
LOCATIONS IN CHINA128

Region Tax Regulations129
Beijing GPs and LPs pay individual income tax at a rate of 20%.13¢
Tianjin Individual GPs and LPs pay individual income tax at a rate of

20%. Within the Tianjin Economic-Technological Development
Area, individual partners receive 100% subsidies for tax on
income beyond the 20% individual income tax of individual
partners.13!

Shanghai Individual GPs pay individual income tax at a rate of 35% for
income above RMB 50,000; LPs pay individual income tax at a
rate of 20% for equity investment income.!32

Chongqing Individual GPs pay individual income tax at progressive tax
rates ranging from 5-35%; LPs pay individual income tax at a
rate of 20%. Pursuant to China’s Western Development
program, funds organized as companies are subject to
corporate income tax at a rate of 15%.133

Shenzhen Individual GPs pay individual income tax at a progressive tax
rate ranging from 5-35%; LPs pay individual income tax at a
rate of 20%.134

6. Improving Exit Environment

The establishment of the Shanghai Stock Exchange (SSE) and the
Shenzhen Stock Exchange (SZSE) in 1990 offered new exit channels for

122 Spe ERNST & YOUNG —- 2014 - TRENDS, supra note 78, at 20.
126 Tencent and Alibaba are two top Chinese e-commerce companies.
127 [nterview with Mr. Tian (anonymity requested), Partner, Songhe Yuanwang

Capital, in Singapore (Dec. 30, 2016).

3 (Gui, supra note 120.

124 The private equity funds in this table also include VC funds.

1 Liu Tianyong (X% k). Simu Guquan Jijin Caiyong Shenme Zuzhi Xingshi Zui Jie
Shui? (FAEHRE S THAFAHRBERBTE?) [What is the most tax-efficient structure for
Private Equity Funds?], Zhongguo Kuaji Shiye ({8 £ - ¥LEf) [CHINA ACCOUNTING VISION]
(Oct. 18, 2016), http://bit.lv/2eni4Gx.

w Id.

152 Id.
14 Chen Zhonghua & Chai Nan (B % & 5£4#). Simu Guquan Touzi Jijin Shuishou

Zhengce Daibipin (. # #2 & $% 9 £ & SR EUE K LB [Comparison of Tax Policies for
Private Equity Funds], Xinlang Caijing (¥R # £) [SINA FINANCE] (May 23, 2017),

http://bit.1y/2s59tiq.
14 Liju, supra note 130.
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and the shares of start-ups in which it has invested. In recent years, a
number of jurisdictions, including Singapore, 146 New Zealand, 147
Taiwan, 1** Japan.? and Switzerland, 15 have introduced the limited
partnership into their business menus to attract more equity
investment in their regions. Other jurisdictions that already have the
limited partnership vehicle, such as the United Kingdom 3! and
Australia, 12 have also recently amended their limited partnership
regimes in order to encourage the growth of VC investment.

The central concept characterizing the limited partnership is that
there are two types of partners. LPs who make capital contributions to
the firm enjoy a limited liability shield and have no right to participate
in its management. whereas GPs have the right to manage the firm and
bear unlimited liability for the debts and obligation of the firm.!53 The
combination of limited liability and general liability, and the prohibition
of LPs to take part in the management of the firm, is particularly
attractive to investors who want to delegate management of their funds
to professional venture capitalists. 15 The limited partnership is
governed by a partnership agreement that offers flexibility for the
partners to customize terms to align the interests of the investors and
the venture capitalists.155

Further, as compared to companies, limited partnerships enjoy a
greater degree of confidentiality over their financial information—an
attractive feature for investors who do not wish to disclose their

1 Singapore Limited Partnerships Act 2008 (Cap. 163B). The act came into
operation on May 4, 2009. /d.

117 [imited Partnerships Act 2008 (N.Z.). The act came into force on May 2, 2008. Id.
at s 2.

tis Taiwan's Limited Partnership Law was passed on June 24, 2015. Youxian Hehuo
Fa (£7H! 4 B:)) [Limited Partnership Law] (Taiwan).

11 Toshi jigyd yogen sekinin kumiai keiyaku ni kansuru horitsu {Limited Partnership
Act for [nvestment], Law No. 90 of 1998 (Japan).

A gpecial form of limited partnership. designed for collective investments in
alternative investment area, was introduced into Swiss law in 2007. See Hannes Glaus,
Neu Partnership, INT'L. FIN. L. REV., June 2007, at 54, 54.

%1 The British Government announced in 2006 that it would reform the Limited
Partnership Act 1907 to clarify and modernize the law relating to limited partnerships.
Certain changes based on these recommendations were brought forward in a Legislative
Reform Order (LRO) in June 2009.

72 [p 2007. a Tax Laws Amendment (2007 Measures No. 2) Bill was introduced to
Australia in order to relax the eligibility requirements for foreign residents investing in
\'C LPs and Australian VC funds. See Press Release, Minister for Revenue and the
Assistant Treasurer. Government to Make Further Improvements to the Tax System (Mar.
29. 2007) available at http://bit.1y/2t2301q.

it See. e.g., DEL. CODE ANX. tit. 6. § 17-101 et seq. (West 2010); Singapore Limited
Partnerships Act 2008 (Cap. 163B), s 6; Limited Partnerships Act 2008, ss 25-31 (N.Z.).

1511t must be noted that when the GP is organized as a corporation, the issue of
unlimited liability has effectively been sidestepped.

13 Joseph McCahery & Erik Vermeulen, Limited Partnership Reform in the United
Kingdom: A Competitite, Venture Capital Oriented Business Form, 5 EUR. BUS. ORG. L.

REV. 61, 72 (2004).
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2. Introduction of Foreign-Invested Limited Partnership

To allow foreign investors to use the limited partnership in raising
funds, the State Council issued a new measure to allow foreign venture
capitalists and investors to set up a foreign invested limited partnership
(FILP).184 It offers a new business vehicle for foreigners to raise VC
funds in China.

Prior to this. one of the popular business vehicles used by foreigners
to raise funds was the FIVCIE.!85 Ag stated above, the FIVCIE was an
important legal innovation in its time, but it had flaws. Compared to the
FIVCIE.!86 the FILP is subject to fewer procedural requirements in its
establishment and operation. For example, unlike the FIVCIE which
requires the fund's manager to satisfy certain capital and experience
requirements, !4’ there is no such requirement under the FILP. Further,
unlike the FIVCIE regime which requires the fund manager to
contribute at least 1% of the total capital, '8 the fund’s manager under
the FILP is not required to make a minimum contribution and is
allowed to contribute in the form of services.189 Also, FILPs can be
registered and may reduce their capital without obtaining governmental
approval.19" They are not required to make up for accumulated losses or
to allocate part of their profits to a reserve fund.!?1 They enjoy flexibility
in the structuring of profit distributions without reference to capital
contribution.!¥? In the FILP, the Chinese partners may be designated as
LPs. while foreign investors may serve as GPs, giving them greater
control over the fund.193

1 Waiguo Qive Huozhe Geren zai Zhongguo Jingnei Sheli Hehuo Qiye Guanli Banfa
(YRR Al B & 1 ACETTEBENR Stk &M /ML) [Administrative Measures on the
Establishment of Partnership Enterprises by Foreign Enterprises or Individuals]
(promulgated by. St. Council. Nov. 25, 2009, effective Mar. 1, 2010}, http://bit.ly/2t1SxC9.

1~ Waishang Touzi Chuangye Touzi Qive Guanli Guiding (FFH BB N T Sk ER
L{s¢) [Provisions Concerning the Administration of Foreign-Funded Venture Investment
Enterprises] (promulgated by the Ministry of Foreign Trade and Economic Cooperation,
the Ministry of Scicnce & Technology, the State Administration for Industry and
Commerce, the State Administration of Taxation, and the State Administration of Foreign
Iixchange. Jan. 30, 2003. effective Mar. 1. 2003), available at http://bit.ly/2s2FXDT.

1« See text accompanying note 113. supra.

I~ Provisions Concerning the Administration of Foreign-Funded Venture Investment
Enterprises, supra note 176, art. 7(2} (providing that the mandatory investor (i.e. the fund
manager) must have managed assets to the value of at least USD 100m in the most recent

3 vears before the application).

1w Id., art. 7(G).

i Baker & McKenzie, China Issues Foreign-invested Partnership Rules 1 (Dec.
2009). http://bit.ly/2s8fKux.

1 Samuel H, Shaddox, China’s Foreign Invesied Partnership Enterprise Law: The
Lifeless or Sleeping Dragon? 22 PACIFIC RIM L. & POL. J. 469, 473-474 (2013). See also
Appendix 2, infra.

w1 Shaddox, supra note 182, at 471-74,

12 Jod,

10 Id
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reporting system in 2014.216 Under the new system, companies are no
longer required to submit annual reports. Instead, the regulator will
conduct random reviews of the contents of a company's public reports.

These initiatives have greatly reduced the cost and procedures
involved in setting up and doing business. China’s ranking on the World
Bank’s Ease of Doing Business Index has also gradually increased from
No. 99 in 2013 to No. 78 in 2017.217

In 2016, 16.513.000 new businesses were registered in China,a 11.6%
rise from the same period the previous year.2!®8 This increasing number
of registered businesses could be attributed, to a certain extent, to
fundamental changes in the domestic business regulatory environment.

E. The Venture Capital Response to Governmental Actions

As discussed in this part, the Chinese government at both the
central and local levels has helped to tackle the simultaneity problem by
establishing legislative and institutional infrastructure conducive to VC
development. 2 A significant amount of legislation has been
promulgated to facilitate the different stages of the VC cycle, including
fundraising. investment, and exit. Specifically, and with reference to the
hierarchy of laws, there have been: (1) national laws?220 ranging from the
Company Law to the Partnership Enterprise Law;2! (2) administrative
regulations??? ranging from the Interim Measures for Administration of
Start-up Investment Enterprises??8 to the newly promulgated Interim
Measures for Supervision and Administration of Private Investment
Funds: 22! and (3) various local regulations governing issues such as

2 On February 14. 2014, the SAIC published the Notice on Ceasing the Annual
Inspection of Enterprises. Gongshang Zongju: Qiye Nianjian 3 Yue 1 Ri Qi Quxiao { LHES
Wi b TFr 3 H 1 B RIGH) [Notice on Ceasing the Annual Inspection of Enterprises],
Remin Ribao (A 12 H i) [PEOPLE'S DAILY] (Feb. 20. 2014), http:/bit.1y/2«iP5t7.

2"Doing Business Reports on China, WORLD BANK GROUP, http:/bit.Iy/1fY9Qs] (last
visited Aug. 21, 2017).

2 Press Release, (ongshang Zongju Xiang Meiti Jieshao 2016 Nian Quanguo
Shichang Zhuti Fazhan Deng Xiangguan Qingkuang (I & ki (4 N+ 412016F 4 M5
F R e M EMR) [The State Administration for Industry and Commerce Introduced
the Development of National Market Entities in 2016] (Jan. 20, 2017). http://bit.ly/2tlJgAS.

21 See Appendix 1 and Appendix 2, infra.

20 National laws are promulgated by the National People’s Congress and its Standing
Committee.

21 Zhengquan Touzi Jijin Fa (iE#F# %% &%) [Securities Investment Fund Law]
(promulgated by the Standing Comm. Nat’l People’s Cong., Oct. 28, 2003, revised Dec. 28,
2012, effective June 1, 2013), available at http://bit.ly/2si7THZu.

222 Administrative regulations are promulgated by the State Council and the

mlmqtrleb under the State Council. o
21 Chuangye Touzi Qive Guanli Zhanxing Banfa (G B 5E A lb A AFTA 7 401 L) [Interim

Meaburee. for Administration of Start-up Investment Enterprises] (promulgated by the St.
Dev. & Reform Comm'n. et al., Nov. 15, 2005, effective Mar. 1, 2006}, http://bit.ly/2tZcQS5G.

21 Spe Giuojia Fazhan Gaigewei Bangongting Guanyu Jinyibu Guifan Shidian Diqu
Guquan Touzi Qiye Fazhan he Beian Guanli Gongzuo de Tongzhi (FRRELEEIAT X
FilE- R R SR KA R R IR AN REH T (ERTMAD) [Notice of the General Office
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were only 9 national-level GGFs, managing RMB 274.85 billion. 235
While most of these GGFs were recently established and it is still too
early to test their roles in the VC market empirically, there are several
flaws in the structure of the local GGFs and the rules by which they
operate. '

First. local government intervention is prevalent within local GGFs.
Local governments often mandate the sectors, companies, or locations to
be funded.236 In particular, it is common for a local government to
require a VC firm to inject GGF funding in certain companies within the
region.?3 This could lead to conflicts between the GGF and the VC firm.
resulting in disincentives to the latter in finding promising projects and
causing it to be less willing to receive funding from GGFs in future
projects.

There are also problematic local regulations that unduly restrict the
duration of investments and size of the portfolio companies. For
example. Jiangsu province specifies that the maximum duration of the
GGF investment is five years, 238 which is inconsistent with the
international practice of between 7 to 10 years. 23 Restricting the
duration of investments and size of the portfolic companies ignores
market force in the selection of portfolic companies. Investment
managers may have to choose those companies that fall within the
restricted categories but not the companies with growth potential and
are in need of venture capital. Shortening the investment duration will
encourage investment managers to choose mature or pre-IPO projects
instead of early-stage start-ups.

Second. the selection of managers in some local GGFs is flawed. For
instance. the manager of the Shanghai Angel Investment Guidance
Fund (AIGF) is not selected from the private sector, but is statutorily

2% Zero2IPQ Research Center, supra note 85.

2 For example. Article 6(3) of the Implementation Rules for Shanghai Angel
Investments Guidance Fund states that the investor is to invest mainly in companies
within Shanghai. Shanghaishi Tianshi Tozi Yindao Jijjn Guanli Shishi Xize ( ¥ K &%
i) G A £ AP IEAN), (Implementation Rules of the Shanghai Angel Investment
Guidance Fund] (promulgated by the Shanghai Municipal Development and Reform
Commission, Dec. 16. 2014, effective Dec. 16, 2014), art. 6(3) HUKEHE [2014] No. 49
http://bit. Iv/2t IVCN.

27 \rticle 8 of the Implementation Rules of the Shanghai Angel Investment Guidance
Fund. supra note 236, states that investments hy the Shanghai Angel Investments
CGuidance Fund into each portfolio company shall be between RMB 5 million - 30 million
RMB and that this amount shall not exceed 50% of the total subscribed capital of the
portfolio company.

2 Article 41 of the Measures of the Jiangsu Emerging Industry Venture Capital
Investment Guidance Fund states that the duration of investments made by the Jiangsu
Emerging Industry Venture Capital Investment Guidance Fund shall not exceed 5 years
unless approval is sought from the fund’s management committee. Jiangsusheng Xinxing
Chanye Chuangye Touzi Yindao Jijin Guanli Banfa (LL754 %7 26/l Glalb 8 88 5] 5 3 &4
Jriky [Measures of the Jiangsu Emerging Industry Venture Capital Investment Guidance
Fund] (promulgated May 20, 2013. effective May 20, 2013), http://bit.1y/2tZzn2D.

2wt LERNER, supra note 3.
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Lastly and most importantly, there are two institutional obstacles
that prevent local governments from allowing local GGFs to operate
based on market forces. The first is the flawed cadre appointment
system in China. Since the early years of the Chinese Communist Party,
China's cadres have always been appointed by higher-level
supervisors. 260 Also, under the cadre responsibility system (gangwei
zerenzhi). appointed cadres are personally held responsible for achieving
certain targets and policies laid down by higher-ups.26! In the context of
GGFs, these systems have led to the inevitable intervention of local
governments in the selection of the portfolio companies. In order to
make sure that public capital is properly used and that the officials in
charge have some form of personal responsibility, municipal
governments typically mandate the mayor of the city to be the chairman
of the steering committee of the GGF.252 The second institutional
obstacle is the flawed incentive mechanisms of government officials. In
China. GDP growth remains one of the key performance indicators of
the municipal government.2?63 This has encouraged many local GGFs to
mandate that the fund invest only in certain industries and companies
in their region that have already gained significant market success.264

Nevertheless. these problems have not prevented the growth of the
VC market. The negative impact caused by the flawed structure of the
local GGFs appears not to have been significant economically. The most
likely reason may be that the size of GGF has been small: it accounts for
only 2% of the total investment amount in the market.265 The figure was
much smaller before 2011266 and is even smaller for local GGF's. 267
Another reason may be the fact that most of the local GGFs were
established in 2015, so for now the negative impact caused by the
guarantees and problematic compensation is still limited.

Moreover, cognizant of the problems within the local GGFs
discussed above, the Chinese central government and many local
governments have begun to move towards a market-oriented approach

on Government Investment Funds), (promulgated by the Ministry of Finance), art. 30,
CAIYU [2015] No. 210, http://bit.1y/2tm19J1.

20 Hy Wei, G. Zhivong Lan. & Liu Songbo. Innovations in Cadres Selection and
Promotion in China: The Case of Mudanjiang City, 8 BUS. PUB. ADMIN. STUD. 48 (2014).

21 Maria Edin. Remaking the Communist Party-State: The Cadre Responsibility
System at the Local Level in China, 1 CHINA: INT. J. 1 (2003).

22 See text accompanying note 243, supra. See also Implementation Rules of the
Shanghai Angel Investments Guidance Fund, supra note 236.

24 Telephone interview with Mr. W, Head of the General Office of Human Resource
Department, Guangdong Branch of the Communist Party of China (Aug. 19, 2016);
Telephone interview with Mr. Z, Deputy Head of Panyu District of Guangzhou City,
Guangdong Province {Aug. 20, 2016).

261 See text accompanying notes 237-238, supra: Implementation Rules of the
Shanghai Angel Investments Guidance Fund, supra note 236.

25 See Figure 1, supra.

265 Zero2l PO Research Center, supra note 85.

%7 See Figure 1, supra.






Government &
Private Sector
Investors

Funds from the Central
Government

.

J

7

Matching Funds from the
Private Sector

—

\

Fund of Funds

Private Sector
Venture Capital
Funds

Private Sector VC Fund A

Arm’s Length Fund of
Funds

>
General Partner A
Fund manager selected via
public hidding
\. J
Private Sector VC Fund B
4 Y
General Partner B
Fund manager selected vin
public bidding
\, J

Individual Private
Companies

—+ Entreprencuriai Firm X
—4 Entreprencurial Firm Y

Entreprencurial Firm 7,

—i Entrepreneurlal Firm A
—4 Entreprencurial Firm B

Private Sector VC Fund C

4 TN
General Partner C
Fund maneger selected via
public bidding
\, J

Entrepreneurial Firm ¢

Entrepreneurial Fiom 1

Entreprencurial Firm 2

Entrepreneurial Firm 3

ST10Z (ADIDAS)
ANN Y IDONVAINYD INHAWLSTAN] TVLIAV]) TJY1LNHTA HLVLS ‘T WYYHvIg

‘sautfapInd

paounouue 9y} 01 Surpiodde A[eAnosfe pajusmwa[dwl aq [Ia 1T 13yjaym

U998 9q 0F suTeWaX 31 ‘payoune[ 3snfl sem JHIDAS 94l SB ‘SSa[oy3IanaN

(1102

LMYV TVIIdVD JULINTA YV ONIHFANION Y

661



200 COLUMBIA JOURNAL OF ASIAN Law [Vol. 30:160

In light of the public nature of the GGFs. the unique party-state
system, and protectionism at the local level, I suggest the following
ways to improve government participation in GGFs.

First, the government ceding control to market forces would
mitigate operational inefficiencies arising from the incompetence and
lack of professional experience on the part of government authorities. 27
Requiring matching funds from the private sector would help to reduce
the dangers of uninformed decisions and political interference.?* Local
governments should avoid intervention in the selection of portfolio
companies and fund managers. Funding should be provided to early-
stage start-ups that are in high demand of capital. instead of later-stage.
government-linked companies that allow for the creation of quick
returns.

Second. the impact of government-sponsored funds “depends not
only on the design of the program but also on the selection of the”
managers. 2°® Instead of appointing government-linked VC firms,
governments should select experienced. professional, and independent
VC firms to manage the funds.

Third, a well-designed appraisal and compensation system (such as
the 2/20 rule?8%) should be established to provide incentives to the fund's
manager. Also, more detailed rules should be provided on the evaluation.
regular reporting, and auditing of the GGFs to fill the legislative gap in
the existing regulations governing GGF's.281

Fourth, the structure of the GGFs should be simplified to reduce
bureaucracy and transaction costs. A “fund of funds” (FOF) approach
taken by the SVCIGF seems more desirable for GGFs.2%2 Under this
model, the consolidated fund will make investments in a number of
other funds, and each of these funds will invest in a portfolio of
companies. By doing so, the consolidated fund enjoys broader exposure
to the industry and diversification of the risks associated with a single
investment, in contrast to GGF's of old. in which a local fund is usually
restricted to only one project.283

Fifth, under various local regulations. there are no detailed rules
governing the stage wherein investments are made into portfolio
companies.? Giving the funds disproportionate representation or even

27 See LERNER, supra note 3, at 128-133.

2 Jd.

#* Douglas Cumming & Sofia Johan, Pre-Seed Government Venture Capital Funds, 7
J. INT'L ENTREPEURSHIP 26, 26-27 (2009).

=0 See the explanation in note 255, supra.

#) See, e.g., Implementation Rules of the Shanghai Angel Investment Guidance
Fund], supra note 236; Measures on the Jiangsu Emerging Industrial \enture Capital
Investments Guidance Fund, supra note 248. Various local regulations governing GGFs do
not provide rules on these issues.

2 See Diagram 1, supra.

3 See Diagram 1, supra.

24 See Diagram 1, supra.
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control of the portfolio company’s board of directors could help reduce
agency costs at the financing stage.?85 I suggest that the GGF should
appoint a representative to serve as a director on the board of the
portfolio company to restrict the entrepreneur’s discretion and behavior
in using the GGF funding. The GGFs may also require veto rights in
important matters or the power to replace the entrepreneur as the
portfolio company's chief executive officer.

B. Problems with Investment Vehicle

Although there is little doubt that the adoption of the limited
partnership in China has contributed to a more favorable environment
for the VC industry and reduced transaction costs in the fundraising
process. there are some special features that require further legislative
attention.

First, unlike other jurisdictions such as US-Delaware,28 the U.K.,287
and Singapore,2*® which do not impose an upper limit on the number of
partners in the limited partnership. the Chinese limited partnership
has a requirement of at least two and a maximum of fifty partners.289
The maximum number of partners may unduly constrain the size of the
fund and is inconsistent with international practice. As such, I suggest
that the restriction on the number of partners be removed.

Second, partners are allowed to transfer their partnership shares to
outsiders (subject to various requirements) under the PEL.2% An
assignee of a GP will become a GP himself and be subject to rights and
obligations in accordance with the amended agreement and the PEL.29!
This stands in stark contrast to the assignee’s position under U.S. law,
where a transfer in whole or in part of a partner’s transferable interest
in the partnership does not entitle the transferee to participate in the

24 (Gilson, supra note 1, at 1082,

2 DEL. ('ODE ANN. tit. 6, § 17-101(9) (West 2010) (“limited partnership” means “a
partnership formed under the laws of the State of Delaware consisting of 2 or more
persons and having 1 or more general partners and 1 or more limited partners”). See also
GOVERNMENT OF SINGAPORE, STUDY TEAM ON LIMITED PARTNERSHIPS AND LIMITED
[IABILITY PARTNERSHIPS., REPORT OF THE STUDY TEAM ON LIMITED PARTNERSHIPS, par.
8.4.1 (2007). available al http://bit.ly/2t1Is80.

27 Although the UK used to impose an upper limit on the number of partners. there
is no longer such a limit for all types of partnerships since 2001. GOVERNMENT OF
SINGAPORE. STUDY TEAM ON LIMITED PARTNERSHIPS AND LIMITED LIABILITY
PARTNERSHIPS, supra note 241, at para. 8.4.1. Section 4(2) of Limited Partnerships Act
1907 now states “[a] limited partnership must consist of one or more persons called
general partners, ..., and one or more persons to be called limited partners...” Limited
Partnerships Act 1907, 7 Edw. 7 ¢ 24, § 4(2) (Grt. Br.).

22 g 3(2) of Limited Partnership Act (Chapter 163B) states that “A limited
partnership must consist of (a) one or more of general partners; and (b) one or more of
limited partners.” Singapore Limited Partnerships Act 2008 (Cap. 163B) s 3(2).

25¢ Partnership Enterprise Law, supra note 126, art. 61.

20 ff . at arts. 22, 73.

2 Jd. at art. 24.
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imperfections by fostering legal and fiscal environments that are
conducive to private investors and entrepreneurs to operate (e.g. tax
relief. bankruptcy process facilitating reorganization, a stock market
that facilitates SME exits).311

As discussed in Part 1, governments face difficulties in resolving the
simultaneity problem in engineering a robust VC market. Several
governments. such as those of Germany, India and Singapore, have
attempted to tackle this problem but it has proven to be a difficult task.
However. there is evidence to show that the three essential
determinants have been gradually addressed by China. This part will
discuss specifically the lessons that other countries could learn from
China in tackling the simultaneity problem, as well as examine similar
flaws present in the Chinese and other countries’ models, which will
require more attention in future legal and policy reforms.

A, Capital

1. Increased Domestic and Foreign Capital Supply

First. as to domestic private capital, China has gradually removed
regulatory barriers to allow more institutional investors to invest in the
VC market.3!2 Arguably, this liberalization of the financial markets can
be easily replicated by other countries.

Second. in terms of foreign capital, China has launched various
programs for foreign investors to raise funds and make equity
investments. 313 Qther countries can learn from China’s attempt to
create a foreign investor friendly regulatory environment and engage in
capital control liberalization. However, this may be subject to the
specific political, economic and legal environments of a nation. For
example, in Brazil, while FMIEEs (Fundos Mutuos de Investimento em
Empresas Emergentes) are made available to serve as special
investment vehicles for VC investments, the FMIEEs unpopularity
shows that the Brazilian government has yet to provide sufficient
regulatory incentives that would encourage investors to take advantage
of this structure.3'* Brazil also discourages foreign investment by
imposing a financial transactions tax on foreign capital inflows3!5—a
macroeconomic policy measure intended to prevent excessive inflation,

ut Josh Lerner, When Bureaucrats Meet Entrepreneurs: The Design of Effective
Public Venture Capital Programmes, 112 ECON. J. F73 (2002).

1z See Part 1.B.3, supra.

M4 Part 1B, infra.

91 Shannon Guy. Private Equity in Brazil: Industry Overview and Regulatory
Encironment. 2 MICH. BUS. & ENTREPRENEURIAL L. REV. 155, 173 (2013).

1% On Brazil's taxing of financial transactions see Marcos Chamon & Marcio Garcias,
Capital Control in Brazil: Effective? 6 (Paper presented at the 15t Jacques Polak Annual
Rescarch Conference of the International Monetary Fund, Nov. 13-14, 2014),

http:/bit.ly/2tmc704.
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capitalists to monitor the portfolio companies. Further, there was
government intervention in the selection of the portfolio companies in
WFG and China's local GGFs due to the flawed incentive and
appointment structure of GPs.326

Therefore, when emulating China’s VC public funding system, other
countries should take note to avoid the similar structural deficiencies
present in some local GGFs and instead refer to the newly launched
SVCIFG's market-oriented design. The government’s role in the fund-
raising process should be limited to being a LP who does not participate
in the management of the fund. By doing so, the government leaves
capital allocation decisions to market forces.

2. Tax Incentives

Multiple Chinese local governments have offered significant tax
exemptions to both GPs and LPs in VC funds.327 These tax exemptions
increase investment profitability, thereby encouraging the supply of the
VC to the industry. Various forms of tax relief are also provided to
scientific parks and incubators to encourage innovation.

However, it could be difficult for certain states to follow China’s
example of greatly reducing tax rates. France, for instance, imposes a
progressive income and capital gains tax rate up to 45%.328 The high tax
rates limit returns to a successful entrepreneurial venture and put a
damper on VC activity. While individual investors may claim an
exemption from income tax on investment income and capital gains
derived through FCPI (Fonds Communs de Placements dans
I'Innovation), in order to qualify for these tax exemptions, they must
hold their shares for 5 years, immediately reinvest all fund distributions,
and hold no more than 25% of the portfolio company’s shares.32? Such
onerous exemption requirements reduce the effectiveness of the tax
policy in encouraging VC investments.330

In contrast, Japanese tax law’s hostility to the use of equity as an
incentive means that additional cash-flow rights cannot be used by
venture capitalists to encourage entrepreneurs to give up management

s See text accompanying notes 239-271, supra.

27 See Part 1.B.5, supra.

s2¢ DELOITTE, FRANCE 2016 HIGHLIGHTS 22 (2016). available at http://bit.1y/2t2ggES.

123 DECHERT LLP, PRIVATE EQUITY 2010 VOLUME 2: VENTURE CAPITAL: COUNTRY Q&A
FRANCE 54 (2010), http://bit.1¥/2s336x4.

s Ann Baker et al, Venture Capital Investment in France: Market and Regulatory
Overtiew, WESTLAW UNITED KINDOM, http:/tmsnrt.rs/2ttCjWJ.
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control.33! Japan’s ambiguous and unfriendly tax rules thus present a
real hindrance to the development of its VC industry. 2

Ultimately, policymakers should strike a right balance when
providing tax breaks. If a policymaker is of the view that the benefits of
encouraging VC shall outweigh the potential loss in tax revenue. it may
introduce a more favorable tax regime to boost the V(' sector. However,
excessive tax incentives would distort the efficacy of market forces in
allocating capital and may allow poor performing VC firms to survive on
tax incentives and government subsidies.

3. Active Stock Market

Through the launch of the national OTC market - NEEQ and the
NASDAQ-like ChiNext Board with lowered listing requirements. China
has greatly improved the IPO exit options for VC-backed firms.333
Arguably, the establishment of SME-specific Board and the reduction of
listing requirements can be copied by other stock market-centered
countries to foster VC if those countries are willing to bear the high
legislative costs. Moreover, the effectiveness of new stock exchanges 1is
affected by the existing structure of the financial market. Given their
longstanding and well-established bank-centered systems. countries like
Japan and Germany33* may face difficulties in attempting to develop
into market-centered systems without far reaching reforms. Path
dependency may present a thorny problem for institutional change.

B. Investment Vehicle

The Chinese limited partnership vehicle is made available for both
domestic and foreign investors, and remarkably provides the twin
benefits of separate legal personality and tax transparent treatment at
the entity level.335

31 Shishido, supra note 4. Sweat equity may be challenged by the Japanese National
Tax Agency as a gift and entrepreneurs will have to pay gift tax.

332 Hajime Tanahashi et al, Venture Capital Financing in Japan: A Combination of
the Familiar and the Unique iN PRIVATE EQUITY 2010 VOLUME 2: VENTURE CAPITAL 15, 15
(2010), http://bit.ly/2s36XmL.

334 Lin, supra note 61, at 17.

# See Gilson & Black, supra note 37 (discussing the correlation between stock
market and VC market in bank-centered systems). See also Bernard S. Black & Ronald J.
Gilson, Venture Capital and the Structure of Capital Markets: Banks versus Stock Markets,
47 J. FIN. ECON. 243 (1998) (same).

3% See Part I.C, supra. If a foreigner individual or enterprise establishes a limited
partnership in China, it is subject to additional regulations including the Provisions on
the Registration of Foreign-funded Partnership Enterprises and the Measures for the
Formation of Partnership Enterprises inside China by Foreign Enterprises or Individuals.
Waishang Touzi Hehuo Qiyve Dengji Guanli Guiding (% P AR AL TILTEE)
[Provisions on the Registration of Foreign-funded Partnership Enterprises], promulgated
by State Administration for Industry and Commerce, Jan. 29, 2010, effective Mar. 1, 2010),
http://bit.ly/2edwb1N; Waiguo Qiye Huozhe Geren Zai Zhongguo Jinei Sheli Hefuo Qive
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In Taiwan, the recently introduced limited partnership is not seen
as a viable investment vehicle for venture capitalists. The limited
partnership is taxed the same way as a Taiwanese company and the
lack of tax transparent treatment severely limits its functionality.336 In
the U.K. and Singapore. limited partnerships do not have separate legal
personality as they are based on the common law aggregate approach on
partnership. Singapore's drafter specifically highlighted the concern
that overseas tax authorities may treat the Singapore limited
partnership as an opaque entity for tax purposes if it has a separate
legal personality. In turn. this would affect the adoption rate of the
limited partnership in Singapore.37 However. the tax transparency
benefit arguably does not need to be inevitably intertwined with the
absence of separate legal personality. The entity approach will ensure
the continuity of partnerships by conferring perpetual succession and
providing a more ideal business vehicle for investors.338

India. on the other hand, has no limited partnership and VC funds
largely rely on the trust structure. Investors become trust beneficiaries
and contractually retain the ability to exercise restricted passive control
over the GP’S investment decisions via the Contribution Agreement.33®
The trust offers organizational flexibility, limited liability for investors,
and tax transparency.?!® However, notwithstanding the Indian trust’s
ability to reasonably govern the investment relations between the
managers and investors, the trust’s lack of separate legal personality
remains a drawback.

Arguably, if the jurisdiction has preexisting business forms that are
functionally similar to the limited partnership, there is then less
pressing need to enact limited partnership legislation. Moreover, if
governments wish to introduce the limited partnership, they must be
willing to provide the vehicle with sufficient benefits and attributes to
meet the business needs of potential users; failure to do so will result in
waste of legislative resources.

Guanli Banfa (4FE okl & MAETEG A G &k B E#HJ/MZE) [Measures for the
Formation of Partnership Enterprises inside China by Foreign Enterprises or Individuals],
(promulgated by the State Council. Aug. 19, 2009, effective Mar. 1, 2010),
http:/bit.1x/2ss0QCT7.

v Chery]l H.L. Hsieh, M&A Alert: Introduction of the Taiwan Limited Partnership
Act, K&L GATES (July 27, 2015), http://bit.ly/2sS8vDb.

+° Government of Singapore, Study Team on Limited Partnerships and Limited
Liahility Partnerships, supra note 286, at paras. 7.1.5-7.1.7.

4+ The U.K. has considered changing the aggregate approach to the entity approach
on partnerships. See law Commission & Scottish Law Commission, Partnership Law:
Report on a Reference under Section 3(1)(e) of the Law Commissions Act 19635 (2003),
http://bit.ly/2s34Yid.

a1 Spe Purvi Kapadia & Poorvi Sanjanwala, Venture Capital Invesiment in India:
Market and Regulatory Overciewr, THOMSEN REUTERS PRACTICAL LAw (2013),
http://emsnrt.rs/2whmOUm (last visited Aug. 19, 2017).

:m Nishith Desai Associates, India, in PRIVATE EQUITY 209, 210 (Charles Martin ed,,

2010).
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financial intermediary that decides how exactly capital is to be allocated
to a mere facilitator and provider of capital. Third, that private capital
is becoming the major source of VC346 with the eased regulatory regime,
the more liberal regulatory framework governing the VC market, the
predominance of the limited partnership. and the increased number of
private VC firms, start-ups and entrepreneurs. By providing the
legislative and institutional infrastructure for the VC market, the
government can facilitate the increased role of market forces, especially
in the area of capital allocation.

The Chinese experience offers several lessons to other countries:
First, governments can help solve the three-factor simultaneity
problem—by providing public funds through the well-designed
government programs; by introducing business-friendly legal vehicles;
and by improving the regulatory environment for fund raising,
investments, and exits, governments can encourage capital supply,
boost entrepreneur participation, and attract knowledgeable financial
intermediaries to the market. Second, governments can facilitate the
creation of a market premised on market forces and private contracting
by restricting its own participation to being a LP, and leaving capital
allocation decisions to private-sector parties with right incentives.37
Failure to do so would prevent the industry from attaining sustainable
growth.

Nevertheless, there is substantial room for improvement in China.
Various institutional impediments within each factor, as highlighted
above, may prevent the industry from realizing its true potential.
Moreover, in light of China’s unique party-state system, conflicts
between the central and local governments, the flawed cadre
appointment system, and the flawed incentive mechanisms of
government officials, it is difficult to ensure that local governments
completely do not intervene in the capital allocation process. I suggest
that the design of the government programs should be improved to keep
such intervention to a minimum, while ensuring that the government’s
policy goals are still realized.

Additionally, the next big challenge for the government is to further
develop a VC market based on private contracting. In this regard, one
key task is to ensure the effective enforcement of the various contracts
covering the entire VC cycle. As the effect of private ordering in China
may not be known for years to come, considerable future research will
be required before meaningful suggestions can be offered.

Lastly, the engineering of a venture capital market is highly specific
to the context of each country. On top of capital, specialized financial
intermediaries and entrepreneurs, an effective VC market also requires

116 See Table 1, supra.
347 See generally Gilson, supra note 1.



212 COLUMBIA JOURNAL OF ASIAN LAW [Vol. 30:160

a wide range of complex social, legal, and economic institutions?3i®:
robust stock markets,3!9 sophisticated auditing and legal professions.
strong investor protection,33 effective judicial enforcement of contracts,
liberal bankruptecy laws,3! and an effective reputation market.

Further research must be done in these particular areas for there to
be a comprehensive examination of how the relationship between the
government and the free market should be balanced and how the
effectiveness of contractual design can be maximized. Ultimately, it
remains to be seen whether the Chinese VC market can replicate the
success of the U.S. market in the long run.

48 Armour & Cumming, supra note 119,

391 address the correlation between the stock market and the venture capital market
in Lin, supra note 61.

%9 Armour & Cumming, supra note 119 at 597. Armour and Cumming's empirical
findings show that the “investor friendliness” of a country’s legal and fiscal environment ‘ls
a significant determinant of the supply of venture capital investment to entrepreneurial
firms.

%1 Id. (arguing that a more liberal personal bankruptcy law stimulates demand for
venture capital finance). However, as there is no personal b.ankruptcv law in China. this
article will not address this issue in the context of China. _ o
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APPENDIX 1: LEGISLATIVE EFFORTS AT TACKLING THE SIMULTANEITY
PROBLEM IN CHINA

Legislative efforts

Existing &
Potential
Problems

Suggestions

Capital

Private capital:

(1) Removed
regulatory
restrictions that
prevented certain
instituttonal
investors from
investing in VC
funds. thus
hroadening the
investor hase;

(2) Tax incentives to
attract private
capital in VC
investments;

(3) Foreign
investors were
progressively
permitted to make
equity investments
through various
special schemes;
(1) Regulatory
environment for
exits was improved
to attract venture
capital investments.

Public capital:

(1) A large number
of GGI's were set up
to inject capital into
the market, with
the intention of
attracting matching
capital from the
private sector:

(2) The SVCIGF
scheme supports a
market-oriented
approach to capital
allocation.

Public capital:

(1) Certain local
governments' heavy
intervention in the
management of the
fund and allocation
of capital;

(2) Governmental
guarantees of
investment losses;
(3) Complicated
internal structure of
local GGFs.

Public capital:

(1) Governmental
guarantees of
investment losses
should be abolished:
{2) Governmental
intervention in the
selection of portfolio
compantes and
funds’ managers
should be restricted;
(3) The structure of
the local GGFs
should be simplified
to reduce
bureaucracy:

{4) A well-designed
appraisal and
compensation
system should be
established to
provide right
incentives;

(5) Continuous
education of
government officials
on the nature of the
VC industry.
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Legislative efforts Existing & Suggestions
Potential
Problems
Specialized (1) The limited (1) Regulatory Addressing
Financial partnership was problems regulatory problems
intermediaries introduced; concerning the concerning the
(2) Various foreign limited partnership; limited partnership
investment vehicles  (2) Private ordering  vehicle such as by
were introduced to problems for limited  removing the
attract foreign partnerships: LP maximum number
capital. activism and of partners and
internal conflicts. providing more
detailed statutory
rules on partners’
duties and LPs’
derivative action.
Entrepreneurship (1) The government (1) Excessive tax (1) Consider

has embarked on a
policy of
encouraging mass
entrepreneurship
and mass
innovation through
institutional
measures;

(2) The company
law, tax law and
securities law were
revised to facilitate
setting up and
doing business:

(3) A large number
of substantive laws
were promulgated
or revised to
improve IT
infrastructure.

preference
treatment is given
at the local level;
(2) A lack of
personal
bankruptcy law and
a lack of dual class
structure:

(3) A lack of dual-
class stock
structure under
Chinese corporate
law;

(4) IP rights are
insufficiently
pratected.

promulgating
personal

bankruptcy law to
ensure that honest
failed entreprencurs
are protected and
given a fresh start;
(2) Consider
adopting the dual-
class stock
structure;

(3) IP rights
protection should be
enhanced.
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APPENDIX 2: LEGAL DEVELOPMENTS AND THE GOVERNMENT'S ROLE IN
DEVELOPING THE VENTURE CAPITAL MARKET OF CHINA 1978-2016352

Dates Law/Policy Implications for VC Market
CAPITAL
Feb. 9, 2006 “Outline of the National Medium  Encouraged setting up guidance
and Long-Term Science and funds to support start-ups in the
Technology Development Plan” seed stage.

(2006-2020) published. »*

July 6. 2007 “Interim Measures for the Introduced institutional
Management of Venture Capital mechanisms to encourage
Guidance Funds which support innovation and support high-tech
Science and Technology-based start-ups.
Small and Medium Enterprises”
published.*"

June 3, 2008 National Social Security Fund Greatly increased the V'C funding.

was allowed to make equity
investments.*?

Qct. 18, 2008 “Guidance on the Establishment Provided clear guidance on the
and Operation of the Venture guidance funds.
Capital Guidance Funds”
published.#%

Sept. 5. 2010 “Interim Measures for Equity Insurance funds were allowed to
Investment with Insurance invest in VC funds.
Funds" issued.#7

v2 This table seeks to highlight the most important legal developments in relation to
the development of the V'C market in China.

w1 (Fuojia Zhongchangqi Kexue he Jishu Fazhan Guiha Gangyao (2006 — 2020 Nian)
(EAHTRMFFRNERRERYHNE (2006-2020 7)) [National Medium and Long Term
Development Plan for Science and Technology (2006 — 2020)] (promulgated by the Nat’l
Assembly, Feb. 9, 2006, effective Feb. 9, 2006), http://bit.ly/2ssxTR2.

¥1 Kejixing Zhongxiao Qiye Chuangye Touzi Yindao Jijin Guanli Zanxing Banfa (FH%
doc N b LI 9l G & TE 17 /r%) [Interim Measures for Administration of
Technological SME Venture Capital Guidance Funds] (jointly promulgated by Ministry of
Finance of the PRC and Ministry of Science and Technology of the PRC. Jul. 6, 2007,
effective Jul. 6, 2007, http:/bit.1y/2tbMGwU.

5 Wang Mengmeng ( 1-4i9), Jigou LP de PE Touzi Xianzhuang ~ Quanguo Shebao
Jijin Baoxian dJijin (¥L# LP () PE # 3 IK—2EHFEE REEE) [Current Investment
Status of PE Institutional LPs — National Social Security Fund Insurance Funds] (Aug. 8,
2014), Tou Zhong Wang (2 /) [CHINA VENTURE], http:/bit.ly/2tBtSJj.

6 Guanyu Chuangye Touzi Yindao Jijin Guifan Sheli yu Yunzuo Zhidao Yijian (XF
G E S FREMER I SIEFRHE T EN) [Guiding Opinions on Establishment and
Operation of Venture Capital Guidance Funds] (promulgated by State Council Office, Oct.
18. 2008, effective Oct. 18, 2008), http://bit.ly/2sxPTHS,

7 Baoxian Zijin Touzi Guquan Zanxing Banfa ({RI% % &R BREIT/HE) [Interim
Measures for Insurance Funds Making Equity Investments] (promulgated by China
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Jan. 24, 2011

May 2011

July 16, 2012

Feb. 18. 2013

Aug. 13, 2014

Shanghai published the
“Implementation Measures on
the Pilot Program for
Development of Foreign-invested
Equity Investment

Enterprises™. =

TFirst batch of Qualified Foreign
Limited Partner (QFLP) funds
set up under Chonggqing QFLP
Pilot Program.*»

“Notice on Issues Relating to
Equity and Real Estate
Investments by Insurance
Funds” issued. ¥

"Interim Provisions on the
Management of Securities
[nvestment Funds by Asset
Alanagement [nstitutions”
issued.®!

The State Council issued
“Several Opinions of the State
Council on Accelerating the
Development of Modern
Insurance Service Industry”. 3

Forcign-1.Ps are permitted to
convert foreign currency capital
into RMRB to invest into RAMB
funds.

Encouraged forvign capital to
make equity investments in
Chongqing.

Expanded the scope of permissible
equity investments by insurance
funds.

More institutional investors, such
as social security funds, insurance
funds. and fund companies were
permitted to make equity
investment.

Expanded the industries for
insurance companics to make
equity investments.

Insurance Regulatory Comm., Sep. 5, 2010, effective Sep.

2ssvWnK.

5. 2010). http://bitly/

#*#* Guanyu Benshi Kaizhan Waishang Touzi (zuquan Touzi Qive Shidian Gongzuo de
Shishi Banfa (X T &7 FF R /b e 8 BB o3 4 T{REGS 90 3 403 [Measures for

Implementing the Municipal Pilot Project of Foreign Investment Equity Investment

Enterprises] (jointly promulgated by Shanghai Financial Services Office,

Shanghai

Municipal Commission of Commerce and Shanghai Administration for Industry and
Commerce, Dec. 24. 2010, effective Jan. 24. 2011), http:/bit.1y/2tvQS4P.

v Liu Xue (X %), QFLP Zhengce Kuorong Hu Jing Jin Yu Sidi Shidian (QFLP £
# P EEMNMR ) [QFLP Policy Expansion: Shanghai, Beijing. Tianjin, Chongqing

being the Four Pilot Cities] (Sep. 6, 2011),

http:/bit.ly/2uakVod.
0 Guanyu Baoxian Zijin Touzi Guquan he Budongchan Youguan Wenti de Tongzhi (

Xinhua 08 ( ¥%f f£ 08) [XINHUA 08],

KA REE TR S £ BER BORIAED ™ 17 KR (@R [Notice on Insurance Funds Investing into
Equity and Real Estate] (promulgated by China Insurance Regulatory Commission, Jul.
16, 2012, effective Jul. 16, 2012), hitp://bit.lv/2sycodL.

%1 Zichan Guanli Jlgou Kaizhan Gongmu Zhengquan Touzi Jijin Guanli Yewu
Zanxing Guiding (¥ =S MH M T B AEIE B H G L EEMIEE U HME) [Interim
Provisions on the Management of Public Securities Investment Funds by Asset
Management Institutions] (promulgated by China Securities Regulatory Commission. Feb.
18, 2013, effective Jun. 1, 2013), http://bit.ly/2tc4iN1.

*2 Guowuyuan Guanyu Jiakuai Fazhan Xiandai Baoxian Fuwuye de Ruogan Yijian (
PRI 95 I 6 F IR R T RACGRKG TR 35k 19 5+ 8 W) [The State Council's Several Opinions on
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Implications for VC Market

Dec. 12, 2014

Nov. 12, 2013

Dec. 25. 2015

May. 11, 2016

Notice of the China Insurance
Regulatory Commission on
Matters concerntng the
Investment of Insurance Funds
in Venture (Capital Fundg+

Ministry of Finance issued the
Interim Measures for
Government investment fund
(zhengfu touzi jijin zhanxing
auanli banfa)it

Mimistry of Finance issued the
Guiding Opinions of the Ministry
of Finance on injecting Fiscal
Funds into Government
Investment Funds to Support
Industry Development (guanyu
caizheng zijin zhuzi zhengfu touzi
jiyin zhichi chanye fazhan de
zhidao yijian)%

CSRC issued a pilot scheme to
grant ten banks access to VC
investments following the
removal of a legal bar on banks
holding equity in non-financial
compantes they lend money to. %8

Allowed insurance funds to invest
into venture capital funds

Regulated the government
investment funds

Specified on how to use the fiscal
fund in supporting industry
developments

Allowed banks to make V('
investments.

Accelerating Development of the Modern Insurance Service Sector]| (promulgated by State
Council, Aug. 13, 2014), http:/hit.ly/2uvMOXF.

#3 Zhongguo Baojianhui Guanyu Baoxian Zijin Touzi Chuangye Touzi Jijin Youguan
Shixiang de Tongzhi (DIH{EE 2 X (@ SRBENPI S ST XHMATEA) [Notice of
the CIRC on the Relevant Matters Concerning Insurance Funds Investing into Venture
Capital Funds] (promulgated by China Insurance Regulatory Comm., Dec. 12, 2014,
effective Dec. 12, 2014), http:/bit.ly/2t BNPRn.

4 Interim Measures on Government Investment Funds, supra note 259.

335 Caizhengbu Guanyu Caizheng Zijin Zhuzi Zhengfu Touzi Jijin Zhichi Chanye

Fazhan de Zhidao Yijian (MBS0 X F0AA Y i R BEE T~ PR ENESEL)
[Ministry of Finance’s Guidance Opinions on Finauncial Capital Injection into Government
Investment Funds to Support Industry Development] (promulgated Dec. 25, 2015),
http://bit.ly/2uvMNTo.

w6 Zhu Xiaoshan (4kf%H), 2016 Nian Chuangtou Hangye Shida Guanjianci (2016 5=
sl T tRkERIE) [VC Industry's Top 10 Key Words for 2016] (Dec. 30, 20186),
Zhengquan Shibao Wang (if. 721 & [9) [STCN.cOM]. http://bit.ly/2tvLfeZ.
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Dates Law/Policy Implications for VC Market

June 25, 2008 “Operational Guidelines for the Regulated trust-type funds.
Private Equity Investment Trust
Business of Trust Companies
2008” came into force.+™

Oct. 18, 2008 “Guiding Opinions on the Provided clearer guidance on the
Normalized Establishment and operation of the funds.
Operation of the Venture Capital
Guiding Fund Made by the
Departments Including the
Development Reform
Commission” was issued.*4

Nov. 23. 2009 Administrative Measures for the Provided a new foreign-invested
Establishment of Partnership vehicle for foreigners.
Enterprises within China by
Foreign Enterprises or
Individuals was published.

Dec. 28, 2013 Amendments to the PRC Abolished tbe requirement of
Company Law, effective on minimum registered capital.
March 1 2014.37

Sept. 2013 China’s business registration Streamlining the registration
system reform on integrating process of starting a business.
“three certificates into one” with
unified credit codes.?

ENTREPRENEURSHIP
Mar. 1986 Launch of National High Aimed to improve the country’s
Technology Research and innovation ability and
Development Program of China development of cutting-edge
(863 Program).3™ technology.

¥ Operational Guidelines for Private Equity Investment Business Trust Companies,

supra note 178.
1 Opinion on Venture Capital Fund Specifications and Operational Guidance, supra

note 81.
175 Provisions on the Registration of Foreign-funded Partnership Enterprises, supra

note 335.

#7 (Gongsifa Xiugai Yian Huo Tongguo Zhuce Renjiaozhi Queli (2 &) ik BB 2 3iET
SEA NS SZ) [Company Law Amendment Bill has passed Registration System is
confirmed] (Dec. 29, 2013), Caixin (84 #7) [CAIKIN.COM], http://bit.ly/2Ztwtxbi.

%7 Guowuyuan Bangongting Guanyu Jiakuai Tuijin “San Zheng He Y1’ Dengji Zhidu
Gaige de Yijian (B8N0 KPR =F & —" F2H XY EX) [Opinions of
(ieneral Office of the State Council on Accelerating the Reform of the “Unification of Three
Certificates” Registration System] (promulgated Jun. 29, 2015), http:/bit.ly/2tyh5rt.

% Press Release, Keji Bu (B $#f) [Ministry of Science and Technology], Guojia
Gaojishu Yanjiu Fazhan Jihua (863 Jihua) Jiandu Weiyuanhui Chengli (B FH&HE AR R &
JE it 21 (863 &) M%7 M 22 3L) [Supervisory Committee Established for National High
Technology Research and Development Program (863 Program)] (Aug. 30, 2002),
http://bit.ly/2ty6DjC.
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Aug. 1988 The Torch Plan was launched. ™ A pwiding plan for the

May 4. 1998

Nov. 20, 2014

Project 985 was launched.*

“Opinions of the State Council on
Supporting the Sound
Development of Micro and Small

development of high tech
industries.

Aimed to develop world-class
universities.

Introduced policy measures to
support SMEs through financial
SUpPOrt. tax incentrves. ete.

Enterprises” introduced.™

Mar. 2. 2015 “Opinions of the State Council on  Promoted market-orientated mass
the Expansion of the Space for
Mass Entrepreneurship and the
Promotion of Mass

Entrepreneurship” issued.*2

innovation.

¥ Huoju Jihua Xiangmu (ki it Q30 H) (Torch Project]. Kexue Jishubu Huoju
Gaojishu Chanye Kaifa Zhongxin (F}% # A & th ¢ 4h K7™ W )F k& &) [Torch High
Technology Industry Development Center, Ministry of Science & Technology].
http://bit.ly/2tcQsGd.

# Press Release, Jiaoyu Bu (# A #[) [Ministry of Education]. “985 Gongcheng”
Jianjie ("985 TI2"E) /) Hntroduction to "985 Project™]. http://bit.ly/2t3d Uao.

= Guwuyuan Guanyu Fuchi Xiaoxing Weixing Qiye Jiankang Fazhan de Yijian (2 %
BE X TR/ EA Y b (R R & W) [Opinions of State Council on Supporting Healthy
Development of Small and Micro-enterprises] (promulgated Nov. 20. 2014).
http://bit.ly/2ubtréu.

#2 Guowuyuan Bangongting Guanyu Fazhan Zhongchuang Kongjian Tuijin Dazhong
Chuangxin Chuangye de Zhidao Yijian (B /04T % 5 8 O 603 [al HE 1t <0 50 9 6k i
# 5 & W) [Office of State Council's Guidance Opinions on the Development of Puhlic Space
to Promote Innovation and Entrepreneurship] (promulgated Mar. 11, 2015).
http://bit ly/2twDTZ1.



