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INTRODUCTION

In recent decades, the Republic of Ikorea has experienced a
remarkable development in the field of information technology and
digital electronics. The country is currently a world leader in internet and
social media services market. While the Korean population enjovs the
advent of an era marked with easy and fast access to mas
communication, infringement of personality rights including honor.
privacy, and personal data has emerged as a serious issue of concern for
the legal community.? In Ilorean courts and academia, disputes

=2
1

i In Korean law, the term “honor™ (8 @} means an objective =ocial evaluation of one’s
character, virtues. andfor worth.

2 The number of disputes involving infringement by the press of personality rights
("Press Disputes”) has increased on an incremental basis since the 1980s. Press Disputes
are primarily resolved through mediation or arbitration by the Press Arhitration
Commission ("Commission™ and also though court litigation. The trends of these Press
Disputes over the vears are discernible by probing the Commission statistics, Between the
foundation of the Commissien in 1981 and 2008, the number of mediations involving the
Commission stood at 12.31R. out of which 1.112 cases were settled. [n 2006, the mechanism
of press arbitration was first introduced, and a total of 31 arbitration requests were lodged
with the Commission until 2008, with a decision reached on cach requested case. The
number of mediations was a meager 44 in 1981 and 353 in 1988, but began to chimb 1n 1989:
as a result, a total of 602 mediation requests were filed in 1998 and 951 in 2003, respectively.
In 2005 and 2006. the Commission received more than 2,000 mediation requests combined.
See  Eonlenjungjacwiwenhoe (P8 FW2-18) PRESS  ARBITRATION  COMMISSION.
Yeondobyeol  Jojeongsincheong  Cheoli  Hyeonhwang (A2 2300 Ag]#Est
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significance of such friction in the context of ¢civil liability in general. Part
IV discusses the protection of personality rights of the dead, an area
mostly unique to personality rights. I conclude with a brief summary with
implications for future study.

1. THE MEANING OF PERSONALITY RIGHTS UNDER KOREAN
CONSTITUTIONAL AND CIVIL Law

In order to ascertain what position and status personality rights
occupy in Korean civil law, it is first necessary to study the meaning of
constitutional and other legal provisions governing personality rights.

A. Influence of the Constitution on Civil Law

Article 10 of the Korean Constitution provides “all citizens shall be
assured of their human worth and dignity and shall have the right to
pursue happiness,” while Article 17 of the Constitution sets forth “the
right to privacy of all citizens shall not be infringed.”” Personality rights.
which are largely premised on these constitutional norms, are
acknowledged as the most basic and central of fundamental rights 8

The guestion of how the constitutional provisions have influenced
personality rights under civil law may arise.? As will be seen below in
Parts III and IV, the Constitution and related jurisprudence are

significant for defining the contours and outer limits of personality rights
in the context of Korean civil law.

B. Tort Liability under Civil Law

As will be illustrated below, tort liability under the Civil Code can
play an influential role in protecting personality rights from infringement.
First, Article 750 of the Civil Code provides that “(a)ny person who causes
losses to or inflicts injuries on another person by an unlawful act, willfully
or negligently, shall be bound to make compensation for damages arising
therefrom,” thereby providing a generic and broad prescription on the
constitutive elements of a tort.1® Accordingly, unlike the civil laws of
Germany or Japan, a tort is deemed to have occurred as long as the
element of illegality is present regardless of whether an absolute right
such as property ownership is at stake.ll According to the majority of

" DAEHANMINGUK HUNBEOB [HUNBECB] [CONSTITUTION] arts. 10. 17 (S. or.).

# See Constitutional Court {Const. Ct§, 89Hun-hMa82, Sep. 10. 1990 (3. Kor.)

® In Korean constitutional jurisprudence, this issue has been discussed as the effects
of fundamental rights against other private parties or the effecrs of fundamental rights on
private relations.

- Minbeob [Civil Code], Act No. 471, Feb. 22. 1958, antended by Act No. 13710, Jan. 6,
2016, art. 750 (S. Kor.).
' See Kim Gi Sun ({r%%)'s commentary in Mlinbeobanuigveonseo ([¢,= %171 #)

[OPINIONS ON THE DRAFT CIVIL CODE] 199 (Minsabeobyeonguhoe (2 LT 7% # [Civil rLaw
Research Group] eds.. 1957).
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decision to the effect that, in a case involving infringement of personality
rights other than defamation, restitutionary or other measures for the
reasonable satisfaction of the victim may be ordered in addition to the
usual award of money damages.t”

There is a lingering question concerning whether it would be proper
to use the term personality right as part of the Korean civil law lexicon.
While legal academia as well as case laws recognize the term.!® there is
a minority view opposing the inclusion of personality rights into the
general legal scheme. This view holds that Article 750 envisages
formation of a tort in a broad way and that Article 751 provides "a person
who has injured the honor of another person or has inflicted any mental
anguish upon another person” shall be liable for damages.!® As such, the
minority view assert that whether a particular act or omission constitutes
a tort may be determined in reference to Articles 750 and 751 alone,
without recourse to the notion of personality rights.

Yet, while the primary mode of compensation for a tort is monetary
damages, where infringement of personality rights is concerned. the
complainant would also be entitled to seek injunctive relief along with the
pecuniary compensation.?® The availability of such injunctive relief and
the right to seek retraction of an infringing publication evidences the

decision of the court below that “albeit effective, an advertisement of public apology is not
available tc redress a negative advertisement.”

17 Seoul High Court [Seoul High Ct.], 92Na35846, Sep. 27. 1994 (5. Kor.).

#® See Kwak Yoon Jik (%8 11), Minbeopchoungchik (55,54 4)) [THE GENERAL PART OF
CIvIL Law] 51 (7™ ed. 2002); Kim Sang Yong (2 #%), Bulbeophengwibeop ¢ .57 -3.0)
[THE Law OF TORTS] 102 (1997); Park Chul Wao (+M7#), Chegwongakchik ¢4 %+ (VY
[ANKOTATED SPECIAL PART OF THE LAW OF QOBLIGATIONS (IV)] 118 (1987): Kang Nam Jin
(#1545, In-gyeog-gwon-ui Boho-e Daehan Hana-ui Je-an (/U&#2] (2] digr &l
%) [ONE PROPOSAL FOR THE PROTECTION OF PERSONALITY RIGHTS], Minsabeophak
(Z 5 [Korean J. OF CIVIL L], no. 13/14. 1996 at 117 and Kim Jae Hyung (2 #),
Eonron-ui Sasilbodoro Inhan In-gyeog-gwon-ui Chimhae ($152] A4 R sz Slgl 917 3
A3l [INFRINGEMENT BY THE PRESS UPON PERSONALITY RIGIITS V1A REPORTING OF FACTR].
Seoul Daehakgyo Beobhak (M2 (L3 [SEoUL L. 4.}, no. 39, 1999 at L. In terms of
case law, see Supreme Court [S. Ct.], 79Dal883, Jan. 15, 1980 (S. Kor.) and Supreme Court
[S. Ct.], 93Da40614, Apr. 12, 1996 (S. Kor.).

12 See Lee Eun Young (F3£4%), Chegwongakron ({4 4 & #5) [THE SPECIAL PART OF THE
Law OF OBLIGATIONS] 733 (1995).

# See Supreme Court [S. Ct], 93Da10614, Apr. 12, 1996 (S. Kor.). In this case. the
appellate court ruled that the nature of personality rights is such that. once such rights
have been infringed, it is difficult to ensure full restitution through after-the-fact relief(;uch
as pecuniary compensation and reinstatement of honor) and to anticipate actual practicality
of such relief. Consequently, the appellate court recognized a need for interlocutory rclie%.
such as an injunction to thwart an actual or potential viclation of personality righ_ts. as a
preventive measure, and the Court endorsed such judgment. See also Supre‘me Court [s.
Ct.]. 96Dal17851, Oct. 24, 1997 {(S. Kor.). Subsequently, the Constitutional Court ruled that
this type of interlocutory relief in the context of defamation is mot against the principle
against censorship under the Korean Constitution., Namely. since said principle does not
prohibit after-the-fact regulation of a legitimate nature following the publication of a ﬁieco
of intellectual work, any ex post judicial ban on, for instance, playing of a film would not

contravene the constitutional principle of anti-censorship. Const. Ct. 93Hun-Gald &
91Hun-Bal0 (consol.). Oct. 4, 1996 (S.Kor ). SR
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considered the Act on Press Arbitration and Remedies, etc. for Damages
caused by Press Reports (the “Act on the Press”), which was enacted on
January 27, 2005. The Act on the Press contains detailed provisions
regarding infringement of personality rights by the press. In particular.
Article 4.2 of the enactment provides that “(t)he press shall respect
human dignity and worth and shall neither defame other persons nor
infringe on their rights, public morals, and social ethics.”26 Article 5 then
laye out the principles of redress for those who have been victimized by
the press.?” Namely, the press, any internet news service, or any internet
multimedia broadcasting (collectively, the "Press”) shall not infringe on
other persons' personality rights, and, where the Press has infringed
them, remedial measures will be undertaken promptly in accord with the
procedure set forth in the Act on the Press.?® The enactment goes on to
cite two situations where no liability will attach to the Preass for
established acts of infringement. The first is where the victim voluntarily
consented to infringement.?® Another possible exception is where the
Press did a report related to the public interest, and there is a justifiable
ground that such report is true or is believed to be true 3

Arguably, the Act on the Press may function as a cure-all for
infringement of personality rights involving the Press. Yet. outside the
realm of the Press, it is virtually inapplicable. Thus, the Civil Code is an
important, generic source of law on the protection of personality rights.

1I. THE CONCEPT OF PERSONALITY RIGHTS AND ITS SCOPE OF
PROTECTION

A, Concept of Personality Rights

The judiciary and legal scholars of Korea both acknowledge the
concept of personality rights. 31 The notion of personality rights
originated from the laws of Germany and the German word
“Personlichkeitsrecht.” Use of personality rights is commonplace in most
continental jurisdictions including Switzerland, Austria, and Japan. By
contrast, such use is all but absent in the United States. where a more
common approach involves the notion of privacy or slander and libel.

Personality rights are distinguishable from property rights. Korean
civil law categorizes property rights into rights based on obligations ({& #)
and rights over things (f7Hf). A person possesses rights over a variety of

* Eonronjungjae bMit Pihaeguje Deung-e Gwanhan Beoprvul [Act on Press Arbitration
and Remedies, etc. for Damage caused by Press Reports]. Act Ne.7370, July 28, 2005
amended by Act No. 10587, Apr. 14. 2011, art. 1.2 (S. Kor.). ' '

2 Jd. art. 5.

® Id. art. 5.1

2 Jd. art. 5.2.

0 Id.

N See generally the sources cited in note 18, slpra.
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In terms of relevant jurisprudence, the Korean Supreme Court
(“Court”) held that:
(Ohe term honor under Article 764 of the Civil Code means an
objective social evaluation of one’s character, virtue, fame, credit.
and other related factors, and especially when it comes to
corporation, corporate honor is equivalent to its good name and
credit. Hurting honor is therefore to hurt how a person is socially
perceived and assessed.?”
The Court further held “the mere claim that one's own feeling of honor
has been undermined does not amount to defamation of character per
ge.”3® In fact, in order for a cause of action for defamation to arise, there
ought to be an objective likelihood of inducing the subject to contempt or
abhorrence;? otherwise, a mere injury to one’s subjective feeling or
perception of honor would not readily bring about defamation.
Simultaneously, protection is warranted where one is subjugated to
verbal insults by others for no good reason. Not unlike defamation. such
situation calls for appropriate legal redress. In terms of possible criminal
sanctions, where the wrongdoer made insulting or vilifving rvemarks
without the buttress of supporting facts, such a statement may trigger

the offense of insult. In terms of civil remedy, such statement could
constitute the tort of verbal insult.+¢

3. Privacy

The concept of privacy originated in the United States, and it nieans
the right to be let alone ! William L. Prosser categorized infringement
of privacy into: 1} infringement or intrusion into one's spatial sphere of

# Supreme Court [S. Ct.], 93Da40614, Apr. 12, 1996 (8. Kor.). This is alsc true in the
case of unincorporated entities with standing as party to a civil suit such as a Jong-iung
{7im), i.e. a party consisting of the descendants of a common ancestor. See afso Supreme
Court [5. Ct.], 87Da-Kal450, June 14, 1988 (8. Kor.), Supreme Court [S, Ct.]. 89Da-Kal2775.
Feb. 27, 1990 (S. Kor.), and Supreme Court [S. Ct.{, 96Dal7851. Oct. 24. 1997 (S. Kor).

* In Supreme Court [S. Ct.], 92Da756, Oct. 27, 1992 (S. Kor.) and Supreme Court [S.
Ct.], 97MaB34, July 9, 1997 (S. Kor.), both involving an injunction against the registration
and publication of a family tree for alleged libel of a Jong-jung. the Court noted that “even
when accepting the applicant Jong-jung's cause of action at its face value, aside from the
likelihood of the applicant’s own sentiment of honor being injured or infringed. there is
simply insufficient ground in this case to justify judicial intervention in order to protect the
applicant’s societal assessment from being somehow denigrated ™

® Yang Chang Soo (##/%), Jeongboh-wa Sahoe-wa raibeosi-ui
(R Erb & e T kol Al2] BRI#) [INFORMATION SOCIETY AND PROTI;?;E?B;C;;;}\C?]O};E
Minbeopyeongu I (iR T [STUDIES OF CIVIL Law 1] 513f ¢1991). Tn this _rega‘rd
defamation/libel is arguably distinguishable from the invasion of privacy. - -

© Kim Jae Hyung (24 %), In-gveog- '
CEET

Al

] . gwon-e Gwanhan Panrve-ui Donghyvang
, B8 T [Trends in the Case Law on Personality Rights]. Minsabeophak
(B &) [Koreax J.OF CIVIL L], no. 3. 2005 at 362.

" 8. Warren and L. Brandeis. The Right to Privacy, 4 Harvard L. Rev, 193 11890).
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inner emotions without taking the element of social assessment into
account. Second, when it comes to defamation, proof of truth or of
substantiality holds relevant significance. In fact, courts have held that
actionable defamation does not arise if the alleged defamer can
demonstrate there was a substantial reason to believe in the veracity of
the statements made. ¥ In contrast, for invasion of privacy, it is
irrelevant whether the statement is actually true or if the party making
the statement had a substantial reason to helieve her statements to be
accurate. In other words, an invasion of privacy may be found even where
the perpetrator can prove veracity of the press coverage or a substantial
reason for thinking the coverage to be truthful, as neither qualifies as a
viable defense.

Third, while defamation of character may be pertinent to
incorporated or unincorporated entities, invasion of privacy is not, On the
other hand, both in defamation of character and invasion of privacy alike,
when judging the tortious liability of the media entity involved. it 18
necessary to consider whether the coverage pertained to a public figure
or to a public good. As will be explained more in Part IV. such
consideration of public element is not necessarily identical in a
defamation setting and in an invasion of privacy setting. Depending on
the type of privacy involved, disparate theories of law mayv emerge and
come into play in relation to the subject of public figure and interests.

4. Name and Portrait

One’s right to a name means a right to self-determine whether to
externally indicate her own name.5 There are lower court decisions
recognizing such a right.3! And one's right to portrait or image is violated
when, for instance, a photo taken without the subject’s consent is made
available publicly5? or a picture is obtained and then posted without
proper consent.3 Hven when there is consent to the taking of a
photograph, there still can be an infringement of right to portrait when

the photo is subsequently published in a way that exceeds the subject’s
expectation.’

# See, e.g., Supreme Court [S. Cr.], 8B3Da-Ka29. Oct. {1 1988 {or.n S
, . - 11 1988 (8. Kor.v: Supreme Court
[S. Ct.], 94Da33828, May 28, 1996 (8. Kor.): and Su reme C 3. C TDa24207
20, 1897 (S. Kor.), P e Court [5. Cr]. 27Da24207%. Sep.

* Supreme Court {S. Ct.]. 2007Da71, Sep. 10, 2009 (3. Kor.).

" Seoul District Court [Seoul Dist. Ct]. 95Ga-Hap60356. Apr. 25. 1996 (S. Kor.)
2 Seoul Dist. Ct., 92Ga-Dan57989, July 8. 1993 Kor) and Seoul Dist
93Na31886, Mar. 20, 1994 (S. Kor.). S (5 Ror) and Seoul Disc €
3 Seoul Dist. Ct. 96Ga-Hap31227, Feb. 26 TS K i
o : . . . 26, 1997 (3. Kor. s -level
decision, Seoul High Ct., 97Nal14240, Sep. 30. 1997 (S. Kof‘) o and s appeliaterese
- ’L‘SQES'S(?J‘OUIEIHIE}! Ct 88Na38770, Jan. 23. 1989 (HAJIP 1989-1. 148515, Kor.). Seoul
lggé St.,K 7 a.-S apGOB'.Z‘ Sep. 9, 1988 (8. Kor.). Seoul Dist. Ct. 88Ga-Hap31161. July 25.
o ( . Kor.), Seoul Dist, Ct., 92Ga-Hap12051. Sep. 22, 1992 (3. Kor) and Seoul Eastern
istrict Court, 89Ga-Hap 13064, Jan. 25,1990 (HAJiP 1990-1. 126)15. Kor.).5t
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choose to sue for pain and suffering. 80 Similarly. where a doctor
administers blood transfusion without a proper explanation to the patient.
such omission violates the patient's personality right to self-
determination in relation to whether to receive any blood transfusion in
the first place and also to the blood to be transfused.®! Also, in its decision
on physician assisted suicide, the Court decided that “[w]here a patient
has reached the irrevocable phase of death, mercy killing may be
permitted if the patient is exercising her right to bodily self-
determination based on human dignity and value and on the right to
pursue happiness, unless the circumstances overtly dictate otherwise.”s?

In 95Da39533, the Cowurt viewed sexual harassment as an
infringement of personality rights.63 Namely, “especially in a situation
involving opposite sexes, an act of exhibiting sexual attraction mayv be
natural and permissible, unless such act rises to the level of downgrading
human dignity and of inflicting mental anguish and pain. at which peint.
the act becomes verboten and unlawful.” Accordingly. sexual harassment
is perceived as violating one’s right to sexual self-determination. which is
a tenet of personality rights. In a similar vein, the Constitutional Court
held that, under Article 10 of the Constitution. all fundamental rights
aim to guaranty individual personality rights and the right to pursue
happiness which together form the backbone of human values. as the
ultimate objective (or fundamental principle) of the guaranty and that an
individual’s personality rights and right to pursuit of happiness are
predicated on the right to determine one’s own fate. the right to which
includes the right of choice when it comes to sexual intercourse and choice
of a consenting partner.¢ There is also a Court decision that one's right
to self-determination ensures volitional decisions by a capable human.®
This right to self-determination arguably underpins personality rights

encompassing life, body, liberty, fame. privacy, and personal data. as has
been noted above.

B. Miscellaneous

There ar P infri
.e ? numerous other instances where infringement on
personality rights has been recognized. In a case ® where four

defendants A, B, C, and D covered up the torturing to death of the late

o See Supreme Court [S. Cr]. 93Da60953, Apr. 15. 1994 (3. Kor.y. In Supreme Court
[S. Ct.. 2009Da95714. Mar. 25, 2010. the Court noted that a patient< cons pre
treatment 1s o ensure onc’s vight to self-determination under indi\‘idu-al reonality rights
and the right to pursue happiness as encapsulated in Arricle 10 of the (‘ﬂf\it;‘tut 11131 ihx;
context, the_Patient retains a right to autonomously determine how 0 n-mim'l'L ifn n(;
bUd.]ly functiens on her own and also to choose from a possibly arrav of o (d ' ﬂl!'l‘ ife a
options. \ ay redical treatment

# Supreme Court [S. Ct.]. 96Da785.1, Feb. 13. 1998 &, Kor)

Supreme Court [S. Ct.]. 2009Da17117. May 21, 200§ 5 .K.or ]
Supreme F.‘ourt [S. Ct.]. 95Da39533. Feb. iO. 1998 (S kc)l‘ )] N
Constitutional Court [Const. Ct]. 89, Hun-Mag2 Sep. 10 .199{1 S. kor
Supreme Court [S. Ct.]. 2007Da27670. Nov, ‘ .. e

i 20, 2008 (5, Kor
Supreme Court [S. Ct.. 93Da 11587, Nov. 7. 1005 (5 Tory r

consent te medival

a2
35

L)
83

66

‘
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with the footage of a wedding wholly unrelated to such practice, the Seoul
High Court recognized an occurrence of defamation, injury to honor, and
violation of the right to portrait.”® Lastly, where there was a rumor that
an actress and her younger sister are not biclogically related and a story
was published with the innuendo that there might be a ring of truth after
all to the rumor, the High Court found defamation and invasion of privacy,
in the affirmative.™

Since the scope of legal protection for personality rights is fairly
expansive, it may be futile to circumvent or limit its scope.’2 Rather. with
the passage of time, the scope of protection is expected to enlarge with
discovery and emergence of new spheres warranting legal protection. [
am certain that there is a positive aspect to this generic and seemingly
floating attribute of personality rights. But, at the same time, there is a
concern that legal predictability and certainty may be at risk because it
appears uncertain to decide under what specific circumstances.
personality rights merit legal protection. As such. although confirming
the particulars of personality rights is neither feasible nor necesasarily
desirable, there still may be a need to place personality rights in different

categories and to ascertain the legal effects of each categorized right to
personality.

II1. THE PROBLEM OF THE CLASH BETWEEN PERSONALITY RIGHTS AND
OTHER FUNDAMENTAL RIGHTS

An important trait of personality rights is that thev may clash with
other fundamental rights including freedom of the press and publication,
freedom of arts, freedom of religion, as well as freedom of learning. The

clash of fundamental rights in constitutional law also affectz the

protection of personality rights in private law: the Court determines in a

given case if a violation of personality rights has occurred basically
through a balancing test.?3 »

 Seoul High Ct., 96Na282, June 18, 1996 (8. Kor.).
it Seoul High Ct., 97Nal4240, Sep. 30, 1997 (5. Kor)).
" The term “personality rights” ig relatively i - -
“privacy,” each of which falls within the remit of pi‘lgteirt?:rllg;‘osjl,;?ld ESO. a_reh Ponor and
 For the subject of conflict of fundamental rights seeﬂlﬁrilt(‘\‘hnf tE,EA 50w
Hangeuk Heunbeobron (E{i%5#) [AN INTRODUCTION To THE I(ORFtYuCO\[')gTI(T: "TIO\l
298 (New L0thed. 1998} (Kor.): Young Hukh, [KOREAN CONSTITUTION AL ]{_:R] SPRU E = :
(I\Iew 9th ed. 1998) (Kor.); Kwon Young Seong (#: ). Hangeuk Hes n-b bbPRL _?KE_\&E]“)S
[KOREAN CSNSTITI{TIONAL JURISPRUDENCE] 303 (NEW ed. 1998, (51{]01- Tvo r([)]nl(;..r‘ - i'— =
Seong (M4 RE), Gibongwon-ui Galdeung (i FHES] iiek [CONFLIC - a‘nF .\f‘ on toung
RIGHTS], Seoul Daehakeyo Beobhak (A & oj st iy [ﬁéOL'L L‘J ] :12 C;[I; . LISS}“ETT'\L
] RN L . <3 art to.
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A. Conflict with the Freedom of Expression

1. Significance

Article 21.1 of the Constitution guarantees freedom of speech and of
the press, and sub-article 4 of the same provision proscribes: “[t]he press
or publishing companies should not infringe other's honor, right, public
morality or social ethics. When the press or publishing companies
infringe other's honor or rights, the aggrieved may request compensation
for damages.”"¥ While freedom of speech and of the press is guaranteed,
this constitutional guaranty is not without limit. On the contrary, when
it comes to slander or libel, the Constitution provides for a victim’s right
to seek and recover damages. This is a highly unique constitutional
provision the adequacy of which is in doubt. Nevertheless, as long as it
stays part of the Constitution, the provision may not be glossed over.
While the theory of the public figure in the United States is grounded
upon the First Amendment to the U.S. Constitution, which prevents
enactment of any legislation inhibiting freedom of expression, the Korean
Constitution has trodden somewhat different path in that while it
guarantees freedom of the press on one hand, it also considers
compensation of damages arising from slander or libel as an equally
important and valid constitutional value.

In South Iorea, when determining infringement of personality rights,
it becomes necessary to regulate conflicts of personality rights with
freedom of expression in a given case. In this regard, the Court held:

[a]ccording to Article 20 and the latter half proviso of Article 9 of
the old Constitution (revised as of Dec. 27, 1980), freedom of
expression should be protected to the utmost in a democratic
society, but private legal interests such as personal honor and
privacy deserve equal degrees of protection. So when two
competing legal interests of protection of privacy as a personality
right and of freedom of expression come to loggerheads, how to
mediate such a juridical friction including the scope and
methodology of proper redress, is best determined by comparing
the various social values at stake in a case and then balancing
the henefits and values to be derived from exercise of freedom of
expression with the values attainable through the protection of
personality rights.™

The Court’s reasoning is equally sound when applied to cases where
media coverage of facts results in an invasion of privacy. On the other

TDABHANMINGUK HUNBEOS [HUNBEOB] [CONSTITUTION], art. 10 (S. Kor.).

» Supreme Court [S. Ct.], 85Da-Ka29, Oct. 11, 1988 (5. Kor.). While ruling on the right
to a correction notice, the Constitutional Court noted in another case that that “when
personality rights. which form the origin and focal point of all rights, should collide with
freedom of the press, efforts should be exerted to construe norms of the Constitution in a
harmonious way, so as to rationally adapt and harmonize any discord.” Constitutional Court
[Const, Ct.], 88Hun-Mal65, Sep. 16, 1991.
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hand, free expression of opinion generally. as opposed to media reporting
and the coverage of facts it entails. should be encouraged and sufficiently
guaranteed. But criticizing someone for vilification is not protected.

In what follows, I will divide the subject of conflict between
personality rights and freedom of expression 1into cases involving
defamation of character and invasion of privacy. respectively. and probe
each in turn.

2. Defamation of Character

i. Media entities

1. According to many judgments of the Court. even where a person
has defamed another, when such act of defamation relates to public
interest with the sole purpose of furthering public good. no illegality will
be deemed to be present if there is proof of truth or in the absence of such
proof, if substantial reason can be adduced for the defamer to have
believed in the veracity of the statement alleged.™ This stance s a
judicial adoption of a viable defense to the offense of criminal defamation
in the context of determining civil liability. and it is undoubtedly one
possible way of weighing the competing interests of freedom of speech and
personality rights. But, of course, it is not the only way. and additional
points of reference may well surface.

2. In relation to the Court's jurisprudence noted above. it is
worthwhile to separate the category of “public good™ from the category of
“proof of truth or substantiality” and examine each identified category. In
this context, “only when it is related to public good™ denote= that. from an
nbjective viewpoint, the facts conveyed are related to the public guod. and
the conveyor of the information must have done so for the interests of
public good as well. And, in such a context. whether the facts bear on
public good or not will be determined from the overall circumstance of the
undgrlying expression including particulars of the facts, the range of
audience to whom the facts were conveyed, and the means of expression.
fm_d then by balancing these elements against the possible extent of
injury to the complainant’s honor. In so far as alleged perpetrator’s
;l)rirllcipal objective or motive was related to the public good. any
stdental yersonal motive will ot eyt the cveriding i of bl

' plainant is a public figure. the substantive
?eqmrement that contents of the media coverage be connected to public
interests or that the purpose of the coverage be for public good is likely to

W See, inter alia, Supreme Court [S. Ct ). 85Da-Ka:
S | . L0l 8 -Baz29 Oet. 11, 1988 (3. Kor.): Suprem
Court [5. Ct.}, 9413’333828, May 28, 1996 (S. Kor.): and Supreme Court 8¢ \] g-Du-i))_Ligf
Sep. 30, 1997 (S. Kor.). S

= Supreme Court [S. Ct.}, 95Da36329, Oct . K ' >
CLl, 96Dal7257, duls 14, 1998 (5, Koo, 0 > Bory and supreae Court {5

L.
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or with reckless disregard of whether the statement was false or not. The
Court of Korea, however, has been reluctant to adopt the actual malice
theory that has proliferated in the United States. The Court’s position
has been that, in a civil tort claim for defaming a public figure. the burden
of proof is on the media entity. which engaged in an alleged act of
defamation, to prove that its misstatements were not illegal 51

Ultimately, the Court attempts to resolve the problem of illegality
case-by-case. But when it comes to public figures, freedom of the press
ordinarily takes precedence. The Constitutional Court held that. in
determining the presence of illegality in a criminal defamation context. a
case involving a public figure merits a differing standard from that which
is applicable in non-public figure proceedings.®> The Court noted that. in
defining boundaries between freedom of the press or publication on one
hand and protection of honor on the other, no uniform standard may be
applied, As there iz a difference between something expressed pertaining
to a private matter and something pertaining to a public matter. a more
stringent standard is warranted when the allegation is related to the
political beliefs of a public figure. When assessing if a subjective
assessment of a defamatory expression is true or considering if there was
substantial reason to believe the expression to be true, the usual standard
of proof, which can be a bit stringent for the press, should not be required:
rather, the standard of proof should be loosened and iz considered
satisfied when the media company adduces specific circumstances that
raise doubts or provide a ground for subjective opinicnated assessment.
Lowering the evidentiary bar for the political beliefs of a public figure is
certainly desirable for furthering the freedom of expression. And it would
not be advisable for the judiciary to intervene in the arena of political
debates and discourse in the form of imposing legal responsibility on a
whim. This is because one’s political beliefs are usually a hodgepodge of
facts and opinions. As such, assessing them would be virtually impossible
without engaging in ideological debates.58

Entering the 2000s, the Court began to hand down several decisions
relating to public figures.8” The Court’s attitude is that it is willing to
recognize and assure a broad range of grounds for critiquing a public
figure's morality, integrity as well as propriety of work ethics.
Accordingly, when it comes to a public figure’s official duties, unlike
media coverage for public interest, illegality would only be recognized for

& See Supreme Court {8. Ct.]. 97Da24207, Sep. 30, 1997 (8. Kor.). Supreme Court [S.
Ct.], 97Da34563, May 8. 1998 (5. Kor.), and Supreme Court [S. Ct.]. 2001Da33387. Feb. 27,
2004, (S. Kor.).

® Constitutional Court [Const. Ct.], 97Hun-Ma265, Jun. 24, 1999 (5. Kor.).

8 See Kim, supra note 36, at 362.

# See, inter alia, Supreme Court {S. Ct.]. 2007Da29379, Dec. 27. 2007 (5. Kor.).
Supreme Court [S. Ct.]. 2001Da53387, Feb. 27. 2004 (8. Kor.), Supreme Court {&. Ct.],
2002Da64384, July 8, 2003 (8. Kor.), Supreme Court [S. Ct.], 2002Da62494. Julv 22. 2003
(8. Kor.), and Supreme Court [S. Ct.], 2002Da63358. Sep. 2, 2003(S. Kor ). -

.
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a journalistic assailment that is “malicious or substantially beyond
reason and convention,”® Where a particular media coverage deviates
from the range of ordinary media activities including sound oversight,
eriticism, and a check and a balance against the community of public
officials and its individual constituents, and such deviation is considered
a malicious or highly reckless attack that is patently out of proportion,
the coverape may constitute libel. Towards this end, courts would
consider a totality of circumstances, including particulars of the press
coverage and its mode of expression, details of the issues under suspicion,
extent of public interest, the degree to which the public figure's social
honor has denigrated, how much effort was made to verify the facts
covered, and other pertinent elements of interest.8? Hence, it appears
that, when it comes to public figures, courts are trying to produce a more
refined and coherent set of legal theories and to apply them.

Also, when the expression in guestion pertains to a media entity,
since media entities generally function as a critic of various social
phenomenon backed by far-reaching freedom of the press, a broad zone of
tolerance for valid criticism against the press is called for. Considering
that media companies employ a built-in mechanism of rebuttal, which
contributes to the prevention of distorted public opinion from spreading
as a result of misinformation, and that assuring personality rights to one
media company may well inhibit freedom of the press for another, the
function of overseeing and criticizing the press should not be easily
curtailed unless what is involved is a malicious or unwarranted attack.
Compared to defamation of a private individual, even euphemistic
exaggerations by a media company may be more widely tolerated given
that related entities may rebut each other with relative ease and
functional vehemence .0

4. Provisions on the Act on the Press. Adopting the relevant case law,
article 5.2 of the Act on the Press provides that “where the press presents
a report related to the public interest and there exists a justifiable ground
that such report is true or is believed to be true,” there will be no legal
liability for infringement of personality rights.91 To begin, the press

% See Supreme Court [S. Ct.], 20056Da65-494, Apr. 9, 2009 (S. Kor.). According to this
judgment, it is not illegal per se to express a critical opinion about another person. Yet when
the form and content of such an expression amounts to not only mere bluffing, but to an
insulting and vilifving assassination of character and a distortion of truth which amounts
to a pubkic allegation resulting in infringement of the subject’s personality rights, it may
end up forming a sui generis tort that is distinguishable from defamation.

# See, inter alia, Supreme Court [S. Ct.]. 2007Da29379, Dec. 27, 2007 (S. Kor.);
Supreme Court [S. Ct.], 2001Da’d2216, Nov. 9, 2001 (8. Kor.); Supreme Court [S. Ct.],
2002Da63558, Sep. 2, 2003 (5. Kor.); and Supreme Court [S. Ct.], 2004Da35199, May 12,
2006 (5. Kor.).

= Supreme Court [S. Ct.], 2006Da53214, Apr. 24, 2008 (S. Kor.).

% Fonronjungjae Mit Pihaeguje Deung-e Gwanhan Beopryul [Act on the Press
Arbitration and Remedies, etc. for Damage caused by Press Reports], Act No.7370, July 28,
2005, amended by Act No., 10587, Apr. 14, 2011, art. 5.2 (S.Kor.).
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report in question ought to be related to interests of the public in order to
meet the requirements of this provision. Yet. even if the report contains
some ancillary content that is unrelated to the public interest. the report
will still not violate the Act on the Press as long as the main content 1s
for the public interest. In addition, the report must be true or there should
be a justifiable reason for believing it to be true. Even though the Act on
the Press is silent on published pieces questioning or critiquing a public
official’s morality, integrity or propriety of work ethics. the criterion of
“Justifiable reason” may be adopted by analogy. Namely. under the Act
on the Press, a critical analysis of a public official’'s morality. for instance,
will be adjudged illegal only if it comprises a malicious or substantially
skewed attack.92

i1, Cases involving non-press actors

The theory of substantiality of truth iz applicable where the police
authorities had defamed a criminal suspect in the form of a press release
containing the suspect’s confession®? or where a statement by a member
of the National Assembly concerning the Odaevang mass suicide incident
came under defamation of character.?! or in the case of injuring an
individual's honor by disclosing the real name as part of a public
administrative announcement {in the form of a press release) with a view
to achieving certain administrative objectives.®® But when it comes to
judicial review of public administrative announcements for determining
if there was sufficient reason to believe an announcement to be true. a
more stringent standard would be generally required compared to a
wholly private case, This is because administrative organs are capable of
conducting thorough fact-finding through exercise of public authority.
and the general populace tends to place high expectations and trust on
the veracity of what a public body announces. Therefore. in the absence
of objective and proper corrohorative proof that the administrative
organ's public announcement is true, it is not possible to ascertain if there
were sufficiently substantial reasons for an announcement. 9

On the contrary, religious expressions are strongly protected under
freedom of religion. Namely, Article 20.1 of the Constitution provides

= See Kim Jae Hyung (2 3%), Eonron-e Uthan Myeongyae Deung Ingveokgwon
Chimhae-e Daehan Gujesudan-gwa Geu Jeolcha (S Ee] 23 Fo 5 212 A Ao} e
TH S 2 43 [LEGAL REMEDIES AND RELATED PROCEDURE FOR VIOLATION BY THE
PRESS OF PERSONALITY RIGHTS INCLUDING FIONOR]. Ingwon-gwa Jeongui (@ 7% aly
{HUMaN RIGHTS AND JUSTICE], no. 399, 2009. at 90.

9 Supreme Court [S. Ct.]. 94Da29928, Aug. 20. 1996 (S. Tor.).

ot Supreme Court [S. Ct.]. 95Da36329, Oct. 11. 1996 (S. Kor.).

% Supreme Court 3. Ct.]. 93Dal8389, Nov. 26. 1993 (8. Kor) and Supreme Court [5.
€1.], 97Dab7689, May 22. 1998 (S. Kor.).

5 See Supreme Court [S, Ct.]. 93Da1838%. Nov. 26, 1993 1S. Kor.); Supreme Court [3.
Ct.]. 97Da57689. May 22, 1998 (S. Kor.).

_‘—
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“[a]ll people have freedom of religion.”¥" Such freedom includes freedom
of missionary work to proclaim the religious principles of one’s choice and
to recruit new believers, which in turn subsumes freedom to criticize
other belief systems and to suggest religious conversion. Religious
proclamations or criticism of other beliefs is also covered by freedom of
expression, in which case, by virtue of Article 20.1 of the Constitution on
freedom of religion being a special provision vis-a-vis Article 21.1 of the
Constitution dealing with freedom of expression, a publication for
religious purposes would draw stronger protection than a publication for
general purposes.®® Therefore, one’s freedom to criticize other religions
or religious groups will be protected to the utmost. And in the event of
infringing another’s personality rights (including honor) while exercising
such freedom, the problem of how to strike a balance between the
guarantee of religious freedom and the protection of personal honor would
be best resolved by weighing the totality of values to be gained by an act
of religicus criticism, the extent of religious proclamation, and the
employed means of expression, against the degree to which the victim’s
honor is or is likely to be injured as a result of the criticism.%

3. Invasion of Privacy

Where the press reports on an individual's private life or matters, it
may entail infringement on privacy, but there are times where protection
of privacy can collide with freedom of speech. Therefore, what content is
actually news or “press worthy” and therefore deserves protection under
the freedom of speech and, in what circumstances, such content is nothing
more than what kindles public curiosity, can raise thorny issues. And in
relation to this problem, relying on the theory of public person may be
productive. This theory is used to determine the outer limits of privacy
according to the social status of a claimant who insists her right of privacy
has been invaded.

Tn the United States, reporting on a public figure or for public
interests does not constitute invasion of privacy as such.19 This is to
ensure freedom of speech on a broad scale and is certainly reflective of
the peculiar situations of the United States. I believe that adopting the
U.S. theory of public persons wholesale is inappropriate in the Korean
context. But since media coverage of public persons may contain the
element of public good on occasion, whether a particular coverage
pertains to a public person or not, can be a significant consideration when
determining infringement upon personality rights. In this context, the
press may report on a public figure's private life or publish photographs

9 DAEHANMINGUE HUNBENB [HUNBEOB] [CONSTITUTION], art. 20.1 (S. Kor.).

w DAEHANMINGUE HUNBEOB [HUNBEOR] [{CONSTITUTION], arts. 20.1, 21.1 (5. Kor.).
w Supreme Court [S. Ct.]. 96Da19246 & 19253 (consol.), Sep. 6. 1996 (3. Kor.).

0 Progser & Keeton, supra note 43, at 862.
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of a public figure.101 Yet in relation to recognized types of privacy, the
theory of public persons would only apply to an act of “opening up privacy
to the public” or of “giving distorted images (of a public figure) to the
public.” On the contrary, invading into the privacy of a public figure or
using such figure’s name or portrait for profit-making usually comes
under invasion of privacy.102

B. Conflict with the Freedom of the Artsi0?

1. Introduction

In novels and films based on true stories or persons, any content
degrading a featured character's social status or disclosing that
character’s private life may amount to infringement of personality rights
relating to the person on whom the novel or film is modeled. In this regard.
article 22.1 of the Constitution stipulates, “[a]ll pecple have freedom of
study and arts.”'™ An infringement of personality rights through novels
and other works of literature may cause a collision of fundamental rights
between personality rights on the one hand and freedom of expression
and arte in general and freedom of literary creation in particular. on the
other. In this part, the focus of my analysis is on novels based on real
people and events, even though this inquiry may be equally applicable to

films, plays,15 cartoons,!0¢ television soap operas, and other equivalent
genres.107

2. Specificity of the Victim

In order for infringement of personality rights by a work of literature
such as novel to be actionable, a character appearing in the novel and
alleged victim should be identical. This is alluded to as the specificity or
identity of victim. Even where a novelist has penned a novel based on a
real person, if the resulting literary character should differ from its real-
life model, infringement of personality rights would be virtually a non-
issue. But identity between the characters in the novel and the victim
may be found not only where a similar or same name is used, but where,
although there is no similarity in name. the novels background.

surrounding circumstances or overall storyline demonstrate identity or
close semblance to real life.

M See id. at BG2.

12 Jd. ag 859.

193 For detailed information, see Kim Jae Hyung (Z )8,
Ingyeokgwon (22 -M 3t /5 ) DMODEL NOVELS AND PERSONALITY RIGHTS]. Ingwon-gwa
Jeongui (¢195 4 2]) [FIUMAN RIGHTS AND JUSTICE]. no. 241. at 44 (1997 o a

1! DAEHANMINGUK HUNBEOB [HUNBEOB] [CONSTITUTION]. art. 221 (b Kor.)

s Kammergericht [Berlin High Court] July 13. 1928, JW 1928, 363. -

' Bundesverfassungsgericht [BVerf(] [Federal Constitutian. ; -
BYR 313/85 (Ger.) onstitutional Court} June 3, 19587, 1

Model Roseol-gwa

I In the UnltEd Sta tes and Japa[l. court decn:mn:, regat dlng infr 1ngement of
P Sonaht} rig 1t8 1nve ]Vl]l.g novels or filr 18 hate pla&ed a catalvri ()le 1 e (le\ opment
[=h) 1cr in th el P
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3. Standard for Determining Infrinpement of Personality
Rights

As has been noted, where identity between a literary character and
alleged victim is recognized, finding actual infringement of personality
rights can be an issue. Even here a court will need balance the benefits of
protecting freedom of arts against the competing interests of protecting
personality rights, and, towards this end, some theoretical signposts will
prove useful.

Infringement of personality rights has been found where, far from
truth, a person is deseribed as a sexual pervert and someone who resorts
to abject means for succees,%® or where one’s intimate sphere, such as a
disgraceful past was divulged, or a person is inadvertently depicted as a
delinquent. 1 In each such case, it can be said that the victim’s
personality rights were seriously violated judging by the shape and extent
of infringement. Also, whether the author intended to defame the person
on whom the novel is modeled may be a significant consideration.

But where a work of art is considered to form a realm of fiction of its
own, there will be no infringement of personality rights. This is because,
in such a case, while alleged infringement of personality rights is trivial,
there is arguably a far greater need to promote and safeguard freedom of
arts, 110

And because the occurrence of infringement should be determined by
an analysis of the work of art in question as a whole, even where such
work contains defamatory details in part, 1t would not constitute an
infringement of personality rights per se. In addition, that a certain
expression of an artistic work should cause misunderstanding, in and of
itself, may not be indisputable infringement of personality rights. For
example, it is commonly understood that a satire or a cartoon almost
always carries a risk of misunderstanding.11!

Further, the nature of art work or contents of the right to personality
often raises issues. For example, where an art work takes on the
character of a factual record, the right to self-determination, a type of
personality right, would arguably trump the freedom of arts.112 Yet,
when it comes to the right of publicity or the right of a party to use

ws See two German cases: Bundesgerichtshof [BGH] [Federal Court of Justice] Mar.
20.1968 (Ger.): Neue Juristische Wochenschrift [NJW] 1968, 1773 (Ger.);
Bundesverfassungsgericht [BVerfG] [Federal Constitutional Court] Feb. 21, 1971, 1 BvR
135/68 (Ger.).

e See Melvin v. Heid, 112 Cal. App. 285 (1931); see also Tokyo District Court's
precedent of Tokvo Chihé Saibansho [Tokyo Dist. Ct.] Sep. 28. 1964 (Showa 39), no.
385 HANREI JTHO [HaNTI] 12 (Japan).

10 Seoul Dist. Ct.. 94Ka-Hap9230. June 23, 1995 (S. Kor.).

111 Sge the German case of Bundesgerichtshof [BGH] [Federal Court of Justice], June
8. 1982 BGHZ 84, 237 {Ger.) (Horten-Moritat case).

12 See Bundesverfassungsgericht [BVerfG] [Federal Constitutional Court] Feb. 14,
1973. 1 BvR 112/65 (Ger.).
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elements of another’s personality, such as that person’s name or image.
commercially for an art work, freedom of arts would normally trump the
right to personality. Although from time to time artists cannot help
drawing artistic inspiration from their quotidian reality. the extent of
infringement of personality rights in such setting is considered de
minimus.113

C. Conflict with Other Rights

When determining infringement of personality rights. the
counterparty's rights are not always limited to freedom of expression or
arts as such. For example. a suit was brought on if dismissing an
employee because he had distributed fliers allegedly infringing
personality rights can be justified. In this case, the Court took the
occasion to note that even where a flyer is damaging to other's personality.
credit, or honor or likely to foment such damage, and even if the flyer
should contain a bit of misinformation or what it conveys is somewhat
blown out of proportion or otherwise twisted. provided that the purpose
of the flyer distribution was not to violate other's rights or legitimate
entitlement but to maintain and improve labor conditions at large and to
promote the improvement of workers’ sociceconomic status and also that
what the flyer avers is found overall true, distributing such flver falls
within the range of legitimate labor activities.!!* Here what wae directly
in dispute was the justness of a worker dismissal, but we can see that
when determining on infringement of personality rights. an individual
worker's rights or legal entitlement may be considered as suitable.

IVv. INFRINGEMENT OF PERSONALITY RIGHTS OF THE DEAD

A. Significance

Article 3 of the Civil Code provides, “(a) person becomes the subject
of rights and obligations while (s)he is alive.”!'3 So a dead person cannot
become the subject of legal rights and obligations. This point is well-
entrenched and overall axiomatic for property rights, but. when it comes

1+ According to Larenz & Canaris. under German law, distributien of one'’s portrait or
image is permitted without that person’s consent if the distribution contributes to a higher
artistic purpose. KARL LARENZ & CLAUS-WILHELM CANARIS, Lehrbuch des Schuldrecht Bd.
/2 [THE LAW OF OBLIGATIONS VoL II21 527 (1994); Gesetz betreffend das
Urheberrecht an Werken der bildenden Kiinste und der Photographie [KunstUrhG] [Act
Concerning Copyright of Works of Fine Art and Photography] Sept. 1. 1907, as amended
Feb. 16, 2002, art. 23.1 (Ger.). arailable at http://bit 1¥/2x2QstS,

it Supreme Court [S. Ct.], 93Da 13544, Dec. 28, 1993 (S.Kor.): Supreme Court [S. Ct.j.
95611\]\1111778, Dec. 23, 1997 (8.Kor.); Supreme Court [S. Ct.], 98Da23654, May 22, 1998
(S.kor.).

U Minbeob {Civil Act], Act No. 471, Feb. 22. 1958, amended by act No. 14409, art. 3
(8. Kor)) )

.
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to personality rights, it remains controversial. Article 308 of the Criminal
Code prescribes the offense of defamation of the dead and, whether the
bereaved may apply for a civil injunction to stop defamation against the
dead, may raise a delicate problem.!16

An act of defaming the dead is most likely to cause an injury to the
honor of the bereaved as well. In that case, if the bereaved have been
slandered or libeled to the same extent as the dead, there would be no
point in taking issue with the dead’s personality rights. This is because
what is at stake here would be the personality rights of the living. But
there may be cases where although the deceased's personality rights have
been infringed, the bereaved's are not or because the infringement is so
trivial that it appears counter-intuitive to obtain an injunction based on
the bereaved's personality rights when balanced against to freedom of the
press or arts. In such a case, arguing about the departed's personality
rights may prove meaningful and efficient.

B. Recognition of the Personality Rights of the Dead

There has been much discussion in Japan and Germany relating to
this subject. The judiciary and majority of legal scholars of Germany
acknowledge personality rights of the dead. In Japan, while this topic has
been hotly debated in the realm of legal academia, lower courts tend to
resolve the 1ssue in the form of protecting the bereaved's honor and their
sentiment of commemoration. In South Korea, there are competing views
go that while certain scholars maintain that the dead's personality rights
must be acknowledged,!!” others take the opposing view that violating
said rights can be resolved through a tort case brought by the bereaved.112
And there are lower court decisions recognizing the dead's personality
rights.11® In a 2008 Court case, the dissenting opinion was likewise based

116 [n so far as personality rights of the dead are concerned, what matters in terms of
remedy is the right to interlocutory relief, not the award of monetary damages.

1% Yang Sam Seung (-F =), Minbecbjuhae (1) (B2 &7 (1)) [ANNOTATED CIVIL CODE
(0] 256 (1992); Son Dong Kwon (&% ), Eonronbodo-wa Saja-ui Myecongyae Hweson
(=upsE e}l Ffel £ %8S [Press Reports and Defamation of the Dead), Eunronjoongjae
(75 Ti4L) [PRESS ARBITRATION], Spring 1992, at 9.

5 See Ji Hong Won (2344}, Ingveokgwon-ui Chimhae (/AB#ES @#E)
[INFRINGEMENT OF PERSONALITY RIGHTS], Sabeobronjip (7 iFEam ) [JOURNAL OF LEGAL
STUDIES], no. 10. 1979 at 226. See also Han Wi Soo (#:5{%). Mycongyae-ui Hweson-gwa
Minsasang-ui Jemunje (Z %9 AT R4 8] #EA8) [DEFAMATION OF CHARACTER AND
RELATED ISSUES UNDER PHIVATE LAW), Sabeobronjip (r]ikiffE) [JOURNAL OF LEGAL
STUDIES], no. 24, at 401. 402 (1993). See also Lee Eun Young. supra note 15, at 740 where
he asserts that. in certain cases, the dead's honor is meant to be protected through the law
of torts as well not unlike that of the bereaved, but, since a legal right to claim emanating
from defamation against the dead, is intended for and should be exercised by qualified
beneficiaries or heirs in practice, in the strict sense of the word, only tortuous Hability for
the beneficiaries or heirs would thus arise.

115 See Seoul Dist, Ct., 91Ka-Hap9230, June 23, 1995 (S. Kor.).




158 COLUMBIA JOURNAL OF ASIAN LAW [Vol. 30:131

on recognition of personality rights of the dead.1%¢

Traditionally in South Korea, people’s expectation is such that social
evaluation of a person during his or her lifetime would not be distorted
even posthumously. Considering that, under copyright law. the moral
rights of writers are protected well into death,!2! it would be irrational
not to provide some form of legal protection for infringement of
personality rights such as honor, involving the dead. And, as we have
seen already, protecting the bereaved's honor or the spirit of
commemoration alone will only offer a partial solution. In order to protect
one's dignity and values under the Constitution effectively during an
individual’s lifetime, protective measures should come handy to prevent
posthumous distortion, which in turn arguably provides a basis for
recognizing personality rights of the deceased. In the meanwhile, it would
be difficult, if not impossible, to pin down a period of protection for the
dead's personality rights. Generally speaking, the longer time has
elapsed from the point of death, the more arduous it will be to find an
infringement of personality rights. And should the person in questicon
become a historical figure through the passage of time. infringement of
such figure’s personality rights would be better left denied. 122

C. HRange and Enforcement the Dead's Personality Rights

The range of protection for the dead’s personality rights is identical
to the range for the living, in principle.!?? What is included in such range
of juridical protection spans from defamation of character, personal
distortion of the dead, and to the right of self-determination relating to
information. For example, even where the press reported on the intimate
details of a dead person truthfully, it may come under infringement on
personality rights. In addition, disclosing the dead's correspondence or
journal in a distorting way may lead to invocation of personality rights.

As a logical corollary to this inquiry, the question then becomes who
is entitled to obtain injunctive relief to thwart infringement of personality
rights on behalf of the dead, because, apparently, the dead are unable do
it on their own. For this issue, a provision of the Copyright Act mav be
applied by analogy so that the bereaved (consisting of the surviving
spouse, children, parents, grandchildren, grandparents. or siblings) or

10 See Supreme Court [S. Ct.], 2007Da27670. Nov.20. 2008 (S. Kor.),

2 Article 14.2 of the Copyright Act provides, “{e)ven after the death of an author. no
person wha exploits the author's work shall commit an act that would have been damaging
to the author’s moral rights were the author alive, except that such an act is deemed to have
not defamed the author if it is non-defamatory in view of the prevailing social norms
considering the nature and extent of the act in question.” And according to Article 96 and
Article 14.2 of the Copyright Act. the bereaved can request reinstatement of honor under
Article 95 for the reason that the dead author's honor has been injured. Yet the bereaved
may not seek money damages on account of such injury,

2 Supreme Court [S. Ct.], 97Da19038. Feb. 27, 1998 (5. Kor.)).

125 See LARENZ & CANARIS. supra note 113. at S, 333.
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the executor of the deceased’s will are granted standing to apply for and
receive interlocutory relief in civil proceedings.124

CONCLUSION

In Korea today, personality rights are becoming established as a key
set of rights. In a wide variety of social spheres, the protection of
personality rights has begun to appear as a significant issue. Accordingly,
it is time that more scholarly research is undertaken to define clearly the
content and ambit of personality rights and their legal recognition.
Despite this heightened status of personality rights in general, the Civil
Code alone would offer incomplete solutions at best when it comes to civil
disputes involving the interpretation and enforcement of personality
rights. Thus, an amendment to the Civil Code is in order. This author has
already suggested a specific recommendation for such an amendment.
The concept of and protections for personality rights must be clearly
defined in the law. A prophylactic measure in the form of a court order to
ban and prevent specific invasion of personality rights should be made
available, In addition to the remedies for injury, there should also be rules
in place to allow the withdrawal of the aforementioned court ban by the
injured party. Finally, there needs to be a clear demarcation of what
situations are not included in the invasion of personality rights.

21 According to this particular provision of the Copyright Act, after the death of an
author, the bereaved family (consgisting of the surviving spouse, children, parents,
grandchildren. grandparents, and/or siblings) or the executor of will may apply for remedies
including injunctive relief under Article 123 against the wrongdoer who has violated or is
Tikely to violate the provision of Article 14.2 with respect to the author’s copyrighted work,
or. in the alternative, apply for reinstatement of henor against a perpetrator who has
infringed on the author’s moral rights willfully or negligently or otherwise defamed the
deceased author. See Jeojakgwonbeob [Copyright Act], Act No. 432, Jan. 28, 1957, amended
by Aet No. 14083, Mar. 22, 2016. arts. 14.2, 123 (8. Kor.).
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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 DDa 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 (ilson, supra note 1, at 10941096,

% §pe THE TREASURY AND THE DEPARTMENT OF INDUSTRY, INNOVATION, SCIENCE,
RESEARCH AND TERTIARY EDUCATION OF AUSTRALIA, REVIEW OF VENTURE CAPITAL aND
ENTREPRESEURIAL SKILLS (2012). available at http:/ibit.iy/2tllz3c.

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

http://bitly/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.!® But after three decades of development, China now receives the
second largest annual VC investment in the world.?9 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 UUSD 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.2??
While the United States dominated global VC activity by deal quantity
and value tn 2015 with 3916 investment deals (in total valued at USD
72.3 billion). two out of three top deals were China-based.?1 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
2015.2 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.28 As of the end of 2014, VC investments contributed directly and
indirectly to 9.3% of China's GDP. 2" These figures underline the

o Id. at 1070,
1" Anette Jénsson. Venture Capital Continues to Flow info Chinese Startups, WALL

ST. J. (\Apr. 28, 2015). http:.ffwww_wsj.com/articles!venture-capital-continues—to-flow-into-
chinese-startups-1 130244889, Venture Capital Soars and Investor Expectations Follow,
NIKKEI ASIAN Rev, (Feb. 18, 2016), http://asia.nikkei.com/Politics-
Econumv/Economy.’\'enture-capital-soars-and-investor-expectations-fol]ow; Lucinda Shen,
China is the Biggest Venture Capital Firm in the World, FORTUNE (Mar. 9, 2016}
http:/ifor.tn/2tZy MOS.

I Spe text accompanying note 59, infra.

1 See BACK TO REALITY, supra note 10, at 3, 10-12. ’
« Qingke Yanjiu Zhongxin (iff £ & 521110} [Zero2IPO Research Center], Qingke

Yanjiu Niandu JuZhi (& £HIF 540 L) {Zero2IPOs Yearly Mangum Opus], Touzijie (2
% %) [PEDAILY] (Jan. 21, 2017), http:/bit.1v/2sZt]I"D.

2 Spp Zero2IPO Research Center., Venture Capifal An nual Report 2014, ZERO2IPO
PTBLISHER (2015), http:!Il'esearch.pedai]y.cn.’report/freell30I.shtml.

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

= Jd. at 10.

2t Jd at 3.

# Jd. at 10.

E:I‘?iit-lalf'xilian (E#5E) & Wang Jingjing ( Ledea), Jujiao Xin Changtai Xia Fengxtan
Touzi Gaige Yu Chuangxin (Xia) (1 %f':ﬁ',ﬁ—lei’-}&ﬁﬂi%ﬁﬂg?("F)) [Focusing on the
Reform and Innovation of Venture Capital wunder the New Normal (Part II).] s Zholngguo
Jingji Shibao (™ [ £ 8 ) [CHINA ECONOMIC TIMES] (Jul 10, 2015), http://bit.1y/2ujIISe.
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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 rele 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 deveiopment 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 11
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 V(' in China. namely Beijing, Shanghai. Tianjin, Shenzhen, Chongqin‘g, and
Guangzhou: (III) 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 1. . - ‘
7 Gee Ronald J. Gilson & Bernard S. Black, Does Veniure Capital Require an Active

Stock Markel¢, J. APPLIED CORP, FIN. 36, 36-18 (1999).
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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 mmvestments in start-ups. Recent
examples include New Zealand’s Venture Investment Fund (“NZVIF”)™
and Singapore’s Early Stage Venture Fund (“ESVF”) program.?®

In China, VC funding has been provided to tech start-ups through
government-sponsored programs, particularly through Government
Guidance Funds (“GGF”) (zhengfu yindao 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 firme typically face great difficulties
in raising capital, due to information asymmetry between entrepreneurs
and investors.® 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.8?

™ 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/1gw 10-4b [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/2uintgt.

= Terence Lee. Singapore Governnient to Pump 348 Million into Six Venture Capital
Funds, TECHINASIA (Apr. 22, 2014), http:/bit.1v/2ujlpGU.

# See Guanyu Changve Touzi Yindao Jijin Guifan Shelin Yu Yunzuo de Zhidao
Yidian (A TFE 8@ CHESWERIT HEFNHETFEN) [Opinion on Venture Capital
Fund Specifications and Operational Guidance] {promulgated by the St. Admin. for
Industry and Commerce, Oct. 18, 2008), http://bit.ly/253806c.

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

w Jd, 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 VC Investments. insurance
companies have quickly built up substantial assets in the VC industry,
reaching RMB 10 billion at end 2014.% 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 228704 billion (U'SD 34,40 billion) on
investment in 2015.96 According to the Regulations on NSS5F, 10% of the
total managed asset of NSSF can be used in private equity (including
V() investments.%7

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

1 Bince 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 VO funds. See
Appendix 2, infra.

% Gui Jieying (fii& ) 2013 Yi Jidu Huoyue LP Zengzhi, 14, 337 Jia. Nianzi, Yindao
dijin Qianzai Guimo Pangda (2015 — - F 1 EEL LP £ 14, 337 %, G, 2 %%fﬁ'ﬁ EHE
xR [Ff)r' the First Quarter of 2015, Active LPs have Increased to 14,337 Insurance
Companies and Government Guidance Funds are Potentially the Largest Investors)
Touzijie (#% 7) [PEDAILY] (Apr. 28, 2015), http:/bit. Iv/2tZevAQ. Q

** Baidu Baijia GPLP (VB3 GPLP). Shebao Jijin: Jiemi Touzi ¢ :
Xuanxiu PE de Biaozhun (FhfRb&: HREHRELA BOSSJJE FPE I *Jﬁﬁ)z?ggga?geigi?
Fund: Revealing the Big Boss® Standards of Drafting PE], Touzijie ($%#) [PED-\IL\:]
(May 9, 2016), http://pe.pedaily.cn/201605/20160509396982_ shtml ‘

.97 Quanguo Shehui Baozhang Jijin Tiaoli (2 TH 2 %05 £ % %) [Regulations of
National Social Security Fund], (promulgated by the State Council. Mar. 26 2016
effective Apr. 1. 2016), hetp://bit.ly/2537 Tur. S
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TABLE 1: PERCENTAGE OF CAPITAL RAISED By LPS IN CHINA'S
VENTURE CAPITAL AND PRIVATE EQUITY MARKET
(BY INVESTABLE AMOUNT) (2011-2015)

2011(°0)98 2012(%)*  2018(%)1e 2014(%)101  2015(%)02

Listed companies 287 26.3 26.3 25.0 24.5
Public pension funds 20.4 20.7 20.3 15.2 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 59 G 6.3 6.1 5.6
[nvestment companies 2.8 1.0 1.1 4.5 4.7
VC PE institutions 3.7 3.3 33 3.8 3.8
Enterprise annuity fund 1.3 1.1 4.0 3.7 3.4
Governmental agenctes 0.1 0.9 1.0 3.4 5.9
Wealthy families and 0.7 k.1 1.3 15 1.6
individuals

Private family funds 1.4 14 1.3 1.2 1.1
Trusts 0.2 0.3 0.4 0.5

3.8

Banks 3.0 2.9 2.8 4.0
Asset management cempanies 1.7 2.3 2.3 2.3 2.4
(Government-guided funds LA 2.1 21 20 2.0
Endowment funds — 0.1 01 0.1 0.1
Insurance institutions 1.1 1O 1.1 1.1 1.1
T'niversity endowment funds 0.8 0.7 0.7 0.7 0.6
Others — 0.2 0.2 0.2 0.3
Total 100.0 160.0 100.0 100.0 100.0

* 2011 Nian Zhongguo Simu Guquan Touzi Shichang LP Niandu Yanjiu Baogao
Jianban (2011 R F LSRR s LP ISR AR S E) [Summary of Private Equity
Market LP  Yearly Research Report 201f]. Touzijte ( 3 ¥ i ) [PEDAILY],
http:/bit. Ivi2uCGxtV,

#2012 Nian Zhongguo Simu Guquan Touzi Shichang LP Niandu Yanjiu Baogao
Jianban (2012 44 E # &R EALE ity LP SRR ER) [Summary of Private Equily
Market LP Yearlv Research Report 2012], Touzijie ($1% ) [PEDAILY], http://bit.]y/25Z1ejV.

2013 Nian Zhongguo Simu Guguan Touzi Shichang LP Niandu Yanjiu Baogao
Jianban (2013 {E T EE ST dids LP (EICE AR S5 BM) [Summary of Private Equity
Market LP Yearly Research Report 2013, Touzijie ( # ¥ F ) [PEDaILY],
htep://bit 1y/2s5hJ3Q.

2014 Nian Zhongguo Simu Guquan Touzi Shichang LP Niandu Yanjiu Baogao
Jianban (2014 #£o BRABER IV dits LP G HER LM S EIR) [Summary of Private Equity
Market LP Yearly Research Report 2014, Touzijie ( # ¥ § ) [PEDAILY],
htep:/ibit ly/2sZ2wGIH.

w2 Qingke Nianbao: Simutong Shoulu LP Zengzhi 15,849 Jia, Zhengfu Yindao Jijin,
Shangshi Gongsi, Xianzi Cheng 2015 Zui Ri Jigou LP (A& T#: REEAKT LP HE
15.849 %, HAFS S&4e. bliadl. K¥m 2015 B#HLH LP )[Year 2015 Qingke Annual
Repori: PE LPs increase to 15,849, Government Guidance Funds, Listed Companies,
Insurance Institutions are the most popular institutional LPs], Touzijie (8 ¥ /) [PEDAILY]

(Feb. 01, 2016), http://bit.ly/2tBwQf9. .
13 I nterprises excludes listed companies.
1wt In 2011, Trusts and Banks were counted together. Summary of Private Equity

Investment Marker LP Yearly Research Report 2011, supra note 98,






2017] ENGINEERING A VENTURE CAPITAL MARKET 177

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
Publie pension funds 32 31
Corporate pension funds 6 10
Union pension funds 1 2
Insurance companies 6 10
Endowments 5 7
Sovervign 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,113
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") 11+

n: LAURA KREUTZER, PENSIONS ARE STILL LP Top DOGS, BUT WEALTHY INVESTORS
GAIN GROUND 18 (2015). htip:#/bit.1v/2vcOHtL

1 Sheli Jingwai Zhongguo Chanye Touzi Jijin Guanli Banfa (#5285 46 b J,™ b i i &
FUFE JpiE) [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.15/2u4009D. This regulation has since repealed. Feizhi de Guizhang he
Guifanxing Wenjian (M 1§94 & AISE 2 (1) [Repealed Regulations and Standards]
(promulgated by the People’s Bank of China, Jan. 5, 2007, effective Jan. 5, 2007), art. 36,
http://bit. Iy /2u3dtBAS.

1t Waishang Touzi Chuangye Touzi Qive Guanli Guiding (¥ £ 88 G5 4ol B 5E
) [Provisions Conecerning 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
Commorce. the State Administration. of Taxation and the State Administration of Foreign
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state owned companies,!? 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 CHINALZE

Region Tax Regulations!2?
Beijing GPs and LPs pay individual income tax at a rate of 20%.130
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% mdividual income tax of individual
partners.1dl

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%.13%

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

123 Spe KRNST & YOUNG — 2014 - TRENDS, supra note 78, at 20.

1 Tencent and Alibaba are two top Chinese e-commerce companies.

7 [nterview with Mr. Tian (anonymity requested), Partner, Songhe Yuanwang
Capital, in Singapore (Dee. 30, 2016).

3 (Gui, supra note 120.

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

1m0 Tiu Tianyong (X% 7). Simu Guquan Jijin Caiyong Shenme Zuzhi Xingshi Zui Jie
Shui? (FEREE S TAMABRERNRTE? (What is the most tax-efficient structure for
Private Equity Funds?]. Zhongguo Kuaji Shive (TH £ i YLEF) [CHINA ACCOUNTING VISION]
(Oct. 18. 2016), http://bit.Iv/2em4Gx.

I,

1 I,
1 Chen Zhonghua & Chai Nan (217 & $£48). Simu Guquan Touzi Jijin Shuishou

Zhengee Daibipin (¥, # 5 6 #% 95 4 & $ 0B K Wb [Comparison of Tax Policies for
Private Egquity Funds), Xinlang Caijing (§7i% ¥ £8) [SINA FINANCE] (May 23, 2017),

hetp://bit.ly/2s89tiq.
13t Liju, supra note 130.
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and the shares of start-ups in which it has invested. In recent vears, a
number of jurisdictions, including Singapore, 146 New Zealand, 47
Taiwan, 1% Japan. % and Switzerland, 150 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, 152 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, LLPs 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
aperatton on May 4, 2009. /4.

147 [Limited 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 ({7Hi 4 B [Limited Partnership Law] (Taiwan).

1% Tashi jigys yigen sekinin kumiai keivaku ni kansuru horitsu {Limited Partnership
Act for [nvestment], Law No. 90 of 1998 (Japan).

g gpeeial form of limited partnership. designed for collective investments in
alternative investment area, was introduced into Swiss law in 2007. See Hannes Glaus,
New Parinership, INTL. FIN. L. REV.. June 2007, at 34, 51.

1"t 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,

w2 [n 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
\V'C LPs and Australian V(' funds. See Press Helease, Minister for Revenue and the
Assistant Treasurer. Government to Make Further Improvements to the Tax System (Mar.
29, 2007) available at hetp:/bit.1y/2t2301q.

1"t See. e.g., DEL. CODE ANN, 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 Competitive, Venture Capital Oriented Business Form, 3 EUR. Bus. ORrG. L.

REV. 61, 72 (20041).
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2. Intreduction 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).18 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.185 As stated above, the FIVCIE was an
important legal innovation in its time, but it had flaws. Compared to the
FIVCIE.1#6 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,!®’ 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,1®® the fund’s manager under
the FILP i1s not required to make a minimum contribution and is
allowed to contribute in the form of services.1® 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.!%! They enjoy flexibility
in the structuring of profit distributions without reference to capital
contribution.'¥? In the FILP, the Chinese partners may be designated as
I.Ps. while foreign investors may serve as GPs, giving them greater
control over the fund.193

1 Wajguo Give Huozhe Geren zai Zhongguo Jingnei Sheli Hehuo Qiye Guanli Banfa
(YR T Aol B & b AE T EEI R L S K B A J/ME) [Administrative Measures on the
Estabjishment of Partnership Enterprises by Foreign Enterprises or Individuals]
{promulgated hy. 5t. Council. Naov. 23, 2009, effective Mar, 1, 2010), http://bit.1y/2t1SxC9.

1~ Waishang Touzi Chuangye Touzi Qive Guanli Guiding (¥R HEEE €k £088 Folk S E
ts) [Provisions Concerning the Administration of Foreign-Funded Venture Investment
Knterprises] (pramulgated 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
Ixchange. Jan. 30, 2003. effective Mar. 1. 2003), available at http://bit.ly/2s2FXDT.

1w Nee 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/2s5fkux.

1 Samuel H. Shaddox, China’s Foreign Invested Partnership Enterprise Lauw: The
Lifoloss or Sleeping Dragon? 22 PacIFIC RIM L. & POL. J. 468, 473-474 (2013). See also
Appendix 2, infra.

! Shaddox, supra note 182, at 471-74,
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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
inveolved 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.%17

In 2016. 16.513.000 new businesses were registered in China, a 11.6%
rise from the same period the previous vear.?!® 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 laws220 ranging from the
Company Law to the Partnership Enterprise Law;22! (2) administrative
regulations®?? ranging from the Interim Measures for Administration of
Start-up Investment Enterprises??? to the newly promulgated Interim
Measures for Supervision and Administration of Private Investment
Funds:22! and (3) various local regulations governing issues such as

25 On February 14. 2014, the SAIC published the Notice on Ceasing the Annual
Inspection of Enterprises. Gongshang Zongju: Qiye Nianjian 3 Yue ! Ri Qi Quxiao { I FE L
W T 3 H 1 B&IGH) [Notice on Ceasing the Annual Inspection of Enterprises,
Remin Ribao (A |2 H#) [PEOPLE'S DaILY] (Feb. 20. 2014), http:/bit.1y/2iP5t7.

2"Doing Business Reports on China, WORLD BaNK GROUP, http://bit Iv/1fY9Qsj (last
visited Aug. 21, 2017).

2» Pregs Release, Gongshang Zongju Xiang Meiti Jieshao 2016 Nian Quanguo
Shichang Zhuti Fazhan Deng Xiangguan Qingkuang (LB S m i (A A #2016 E i i
E{RG e # B8 R) [The State Administration for Industry and Commerce Introduced
the Development of National Market Entities in 2016] (Jan. 20, 2017). http://hit.ly/2tlJqAS.

2 Spe Appendix | and Appendix 2, infra.

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

21 Zhengquan Towzi Jijin Fa (GE#F R # 27E) [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/2s1THZu.

222 Administrative regulations are promulgated by the State Council and the

ministries under the State Council. ]
21 Chuangye Touzi Qive Guanli Zhanxing Banfa (f) M BEEE b A5 24 0k [Interim

Measures 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.Iv/2tZcQ5G.

21 Spe (iuajia Fazhan Gaigewei Bangongting Guanyu Jinyibu Guifan Shidian Digu
Guquan Touzi Qiye Fazhan he Beian Guanli Gongzuo de Tongzhi (HFREAE EIRIT K
il 4R R G HE T BT R A& R M T (F i) [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.?36 In particular, it is common for a local government to
require a V' C 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 vears, 238 which is inconsistent with the
international practice of between 7 to 10 years. 239 Restricting the
duration of investments and size of the portfolic companies ignores
market force in the selection of portfolio 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 (AIGYF) is not selected from the private sector, but is statutorily

2% Zero2IPO Research Center, supra note 85.

2w For example. Article 6(3) of the Implementation Rulea for Shanghai Angel
Investments Guidance Fund states that the investor is to invest mainly in companies
within Shanghai. Shanghaishi Tianshi Tozi Yindac Jijjn Guanli Shishi Xize ( ¥t X &
o B A R AAIND, [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:/hit. I /2t IVICIN

27 yrticle 8 of the Implementation Rules of the Shanghai Angel Investment Guidance
Fund, supra note 236, states that investments hy the Shanghai Angel Investments
Cuidance Fund intc 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.

s 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
Ererging Industry Venture Capital Investment Guidance Fund shali not exceed 5 years
unless approval is sought from the fund’s management committee. Jiangsusheng Xinxing
Chanye Chuangye Touzi Yindae Jijin Guanli Banfa (L7588 24"k Gk R 9] T 5 &30 F
Jriky [Measures of the Jiangsu Emerging Industry Venture Capital Investment Guidance
Fund] (promulgated May 20, 2013, effective May 20, 2013), http:/bit.ly/2tZzn2D.

= L ERNER, 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. 280 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.26t 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. 22 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.?3 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 CGovernment Investment Funds). (promulgated by the Ministry of Finance), art. 30,
CAIYU [2015] No, 210, http://bit.1y/2tm19J L,

20 Hy Wei, G. Zhivong Lan, & Liu Songbo. Innovations in Cadres Selection and
Promotion in China: The Case of Mudanjinng City, 3 BUS. PUB. ADMIN. STUD. 48 (2014).

21 Maria Edin. Remaking the Communist Party-State: The Cadre Responsibility
Svstem af the Local Level in China, 1 CHINAIINT. J. 1 (2003).

T mi Nee text accompanying note 243, swpra. See also Implementation Rules of the

Shanghai Angel Investments Guidance Fund, supra note 236.

zi 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 Panyvu District of Guangzhou City,
Guangdong Province {Aug. 20, 2016).

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

25 See Figure 1, supra.

206 Zepo2] PO Research Center, supra note 83.

*= See Figure 1, supra.
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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 =
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. 27 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 GGFs.281

Fourth, the structure of the GGFs should be simplified te 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 consclidated 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

*" See LERNER, supra note 3, at 128-133.

2Th Id

¥ 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 Venture 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 portfolioc 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, 286 the [J K., 287
and Singapore,?* 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.280
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.29% Anp
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.291
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

2% (zilson. supra note 1, ar 1082,

w6 DEL, ('0DE 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
persens and having 1 or more general partners and 1 or more limited partners™). See also
GOVERNMENT OF SINGAPORE, STUDY TEaM 0N LIMITED PARTNERSHIPS AND LIMITED
LLIABILITY PARTNERSHIPS, REPORT OF THE STUDY TEAM ON LIMITED PARTNERSHIPS, par.
8.1.1 (2007). uvailable al http:/bit ly/2tls80.

27 Although the UK used te 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 TEadM ON LIMITED PARTNERSHIPS AND LIMITED LIABILITY
PARTNERSHIPS, supra note 241, at para. 8,4.1. Section A(2) of Limited Partnerships Act
190% 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.).

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

22¢ Parrnership Enterprise Law, supra note 126, art. 6].

w0 ff at arts. 22, T3,

21 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. bankruptey process facilitating reorganization, a stock market
that facilitates SME exits). 11

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.?!? Arguably, this liberalization of the financial markets can
be easily replicated by other countries.

Second. in terms of foreign capital, China has launched varicus
programs for foreign investors to raise funds and make equity
investments. *% Other 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 vet 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!3—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 Ecox, J. F73 (2002).
i1z See Part 1.B.3, supra.

U4 Part 1B, infra.
91 Shannon Guy. Private Equity in Brazil: Industry Overview and Regulatory

Environment. 2 MICH. BUS. & ENTREPRENEURIAL L. REV. 155, 173 (2013).

1% On Brazil's taxing of financial transactions see Marcos Chamon & Marcio Garcias,
Capitad Control in Brazil: Effective? 6 (Paper presented at the 15 Jacques Polak Annual
Research Conference of the International Monetary Fund, Nov. 13-14, 2014},

http:#/bit.Iy/2tme 704,
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capitalists to monitor the portfolic 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.?27 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 FCPl (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

25 Sep text accompanying notes 239-271, supra.

127 See Part [.B.5. supra.

1268 DELOITTE, FRANCE 2016 HIGHLIGHTS 22 (2016). available at http:/fbit 15/2t2ggES.

we DECHERT LLP, PRIVATE EQUITY 2010 VOLUME 2: VENTURE CAPITAL; COUNTRY Q&A
FRANCE 54 (2010), http://bit.1¥/2s3s6x4.

0 Ann Baker et al, Venture Capital Investment in France: Market and Regulatory
Overview, WESTLAW UNITED KINDOM, hitp://tmsnrt.rs/2ttCjWd.
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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. ¥

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 V(' 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. 332
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 1s
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

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

932 Hajime Tanahashi et al, Verfure Capital Financing in Japan: A Combination of
the Familiar and the Unique iN PRIVATE EQUITY 2010 VOLLME 2: VENTURE CAPITAL 15, 15
(2010), http:/bit.ly/2s36 XmL.

334 Lin, supra note 61, at 17.

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

4% See Part [.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 ¥nterprises and the Measures for the
Formation of Partnership Enterprises inside China by Foreign Enterprises or Individuals.
Waishang Touzi Hehuo Qive Dengji Guanli Guiding (¥h ¥ £ 35 & fk ok T 100 BB )
[Provisions on the Registration of Foreign-funded Partnership Enterprises], promulgated
by State Administration for ITndustry and Commerce, Jan. 29, 2010, effecrive 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 Talwanese company and the
lack of tax transparent treatment severely limits its functionality.33 In
the U.I. and Singapore. limited partnerships do not have separate legal
personality as they are based on the common law aggregate appreach 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.?!V 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 nmeed 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.

Cuanli Banfa (#E ol ol & ™ AETEEA G o &tk k5 & J05%) [Measures for the
Formation of Partnership Enterprises inside China by Foreign Enterprises or Individuals],
{promulgated by the State Council. Aug. 19, 2009, eifective Mar. 1, 2010),
http:/bit.1x/2ss0CT7.

+v Cheryl H.L. Hsieh, M&A Alert: Infroduction of the Taiwan Limited Partnership
Act, K&L GATES (July 27, 2013), htep://bit.ly/2sSBvDb.

+° 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 1965 (2003),
hetp:#bit.ly/2s34Yid.

sv Spe Purvi Kapadia & Poorvi Sanjanwala, Venfure Capital Investment in_ India:
Market  and  Regulatory  QOverciewe, THOMSEN REUTERS PRACTICAL Law  (2013),
http:/femsnrt.rs/2whmQOUm (last visited Aug. 19, 2017}

1 Nishith Desai Associates, fndia, 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

316 See Table 1, supra.
317 See gencrally Gilson, supra note 1.
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a wide range of complex social. legal. and economic institutions3s:

robust stock markets,3!9 sophisticated auditing and legal professions,
strong investor protection,3 effective judicial enforcement of contracts,
liberal bankruptcy 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.

H8 Armour & Cumming, supra note 119,

22 ] 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 is
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 bankruptey law in China. this
article will not address this issue in the context of China. _ o



2017]

ENGINEERING A VENTURE CAPITAL MARKET

APPENDIXES

213

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
institutional
investors from
investing in VO
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 GGIFs were set up
to inject capital into
the market, with
the intention of
attracting matching
capital from the
private sector:

(21 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 GGF's.

Public capital:

(1) Governmental
guarantees of
investment losses
should be abolished:
(2} Governmental
intervention in the
selection of portfolio
companies 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
Financtal 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
derailed statutory
rules on partners’
duties and LPs’
derivative action.
Entrepreneurship (1) The government (1) Excessive tax (1) Consider

has embarked on a
policy of
€Ncouraging 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
personat
bankruptcy law and
a lack of dual class
structure:

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

(4) TP right= are
insufficiently
praotected.

promulgating
personal

bankruptey 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, 20006 “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 Nattonal Social Security Fund Greatly increased the V' 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

2 This table seeks to highlight the most important legal develogpments in relation to
the development of the VC market in China.

Wi GGugjia Zhongchangqi Kexue he Jishu Fazhan Guiha Gangyao (2006 — 2020 Nian)
(AZE TS RE AR R EHUHE (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.Iv/2ssxTR2.

»1 Kejixing Zhongxiao Qiye Chuangye Touzi Yindao Jijin Guanli Zanxing Banfa (%
e ok Ak Y gl S EFE T/ [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.1ly/2tbMGwTU.

5 Wang Mengmeng ( L d4j€§). Jigou LP de PE Touzi Xianzhuang ~ Quanguo Shebao
Jijin Baoxian Jijin (¥l LP ¥ PE #5 AR S EHREES REES) [Current Investment
Status of PE Institutional LPs — National Social Security Fund Insurance Funds] (Aug. 8,
2014), Tou Zhong Wang (£ 77F) [CHINA VENTURE], http:/bit.ly/2tBt9Jj].

56 Guanyu Chuangye Touzi Yindao Jijin Guifan Sheli yu Yunzuo Zhidao Yijian (XF
Gl E I SR EMEE T SIEFEH 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.lyv/2sxP7THS,

#" Baoxian Zijin Touzi Guquan Zanxing Banfa ([R5 &H#EREE {704 [Interim
Measures for Insurance Funds Making Egquitv 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 bleasures on
the Pilot Program for
Development of Foreign-invested
Equity Investment

Enterprises”. &»

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

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

"Interim P'rovisions on the
Management of Securities
Investment 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-L.Ps are permitred o
convert foreign currency capital
into RAMB to invest into RAMB
funds.

Encouraged forvign capital to
make equity investments in
(hongging.

Expanded the scope of permissible
equity investments by insurance
funds,

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

Expanded the industries for
insurance companies to make
eguity investments.,

Insurance Regulatory Comm., Sep.

2ssvWnK.

5, 2010,

effective Sep. 3.

2010). hetp:Mbic lv

#* (zuanyu Benshi Kaizhan Waishang Touzi Guquan Touzi Qive Shidian Gongruo de

Shishi Banfa (X T 470 T B 5b i 82 BT D BB BE (il & VRO SE 3 020 [Measures for
Implementing the Municipal Pilot Project of Foreign Investment Equity Investment
Enterprises] (ointly promulgated by Shanghai Financial Services Office, Shanghai
Municipal Commisgion of Commerce and Shanghai Administration for Industry and
Commerce, Dec. 24. 2010, effective Jan. 24. 2011), http://bit. 1v/2tvOS4P.

# Liu Xue (%), QFLP Zhengce Kuorong Hu Jing Jin Yu Sidi Shidian (QFLP #réi
P aeEmM PR ) [QFLP Policy Expansion: Shanghai, Beijing. Tianjin, Chongging
being the Four Pilot Cities] (Sep. 6, 2011), Xinhua 08 (% £ 08) [XixnUa 08],
http:/bit.ly/2uakVod.

%0 Guanyu Baoxian Zijin Touzi Guguan he Budongehan Youguan Wenti de Tongzhi (
KA B HL @ BERER AR AE ™ 47 Xeinl B AN [Notice on Insurance Funds Investing into
Equity and Real Estate] (promulgated by China Insurance Regulatory Commission, Jul.
16, 2012, effective Jul. 16, 2012). http://bit.Iv/2sveodL.

w1 Zichan Guanli Jigou Kaizhan Gongmu Zhengquan Touzi Jijin Guanli Yewu
Zanxing Guiding (¥~ F UM T B A BT BB R G WMl %51 % 3 [Interimn
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/2tc4fN]1.

¥ Guowuyuan Guanyu Jiakuai Fazhan Xiandai Baoxian Fuwuye de Ruogan Yijian (

P & IR AR BR R TR 55k 19 5+ W) [The State Council's Several Opinions on
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Dates Law/Policy Implications for VC Market
Dec. 12, 2011 Notice of the China Insurance Allowed insurance funds to invest
Hegulatory Commission on into venture capital funds

Matters concerning the
Investment of Insurance Funds
in Venture Capital Fundg¥-

Nov. 12, 2015 Ministry of Finance issued the Regulated the government
Interim Measures for investment funds
{Government investment fund
(zhengfu touzi fijin zhanxing
auanli banfuyst

Dec. 25, 2015 Ministry of Finance issued the Specified on how to use the fiscal
Guiding Opinions of the Ministry  fund in supporting industry
of Finance on Injecting Fiscal developments

Funds into Government
Investment Funds to Support
Industry Development (guanyu
caizheng zijin thuzi zhengfu touzi
jijin zhichi chanye fuzhan de
zhidao yijian )

May. 11, 2016 CSRC issuved a pilot scheme to Allowed banks to make VC
grant ten banks access to VC investments.
investments following the
removal of a legal bar on banks
holding equity in non-financial
companies they lend money to %%

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

! Zhongguo Baocjianhui Guanyu Baoxian Zijin Touzi Chuangye Touzi Jijin Youguan
Shixiang de Tongzhi (NI 72 X PR S R AN S 270 HMITEA) [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/2tBNPRn.

4 [nterim Measures on Government Investment Funds, supra note 259.

%3 Caizhengbu Guanyu Caizheng Zijin Zhuzi Zhengfu Touzi Jijin Zhichi Chanye
Tazhan de Zhidao Yijian (QFE280 5 M AS S HBMEEEE YIFc b RENESEL
[Ministry of Finance's Guidance Opinions on Financial Capital Injection into Government
Investment Funds to Support Industry Development] (promulgated Dec. 25, 20135),
htip://bit.ly/2uvMNTo.

wi Zhu Xiaoshan (Gkf&d), 2016 Nian Chuangtou Hangye Shida Guanjianci (2016 5
l# Tl R EEE) VO Industry's Top 10 Rey Words for 2016] (Dec. 30, 2016),
Zhengquan Shibao Wang (iEFR R G [STCN.coM|, http:i/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 Truet
Business of Trust Companies
2008"” came into force.+

Oct, 18, 2008 “Guiding Opinions on the Provided clearer guidance on the
Normalized Estabiishment and operation of the funds.
Operation of the Venture Capital
Guiding Fund Made by the
Departments Including the
Development Reform
Commission” was issued. V4

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 1o the PRC Abolished the requirement of
Company Law, effective on minimum registered capital.
March 1 2014.3%

Sept. 2015 China’s business registration Streamliining the registration
syutem 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
(B63 Program). s technology.

¥ Operational Guidelines for Private Equity Investment Business Trust Companies,

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

note 81.
+5 Provisions ont the Registration of Foreign-funded Partnership Enterprises, supra

note 335.

#i Gongsifa Xiugai Yian Huo Tongguo Zhuce Renjiaozhi Queli (£ /) ik R 2IEH IS
TE N A B0 B 3T ) [Company Law Amendment Bill has passed Registration System is
confirmed] (Dec. 29, 2013), Caixin (F457) [CAININ.COM], http:/bit.]ly/Zrwtxbi.

#7 Guowuyuan Bangongting Guanyu Jiakuai Tuijin “San Zheng He Yi” Dengji Zhidu
Gaige de Yijian (&N EFREHEE =4S4 05 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.lv/2tyh5rt,

w4 Press Release, Keji Bu (B fi#E) [Ministry of Science and Technology], Guojia
Gaojishu Yanjiu Fazhan Jihua (863 Jihua) Jiandu Weiyuanhui Chengli (BF SH AR &
JE 8l (863 %y M4 A & 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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Dates Law/Policy Implications for VU Market
Aug. 1988 The Torch Plan was launched. ™ A puiding plan for the

development of high tech
industries.
Aimed to develop world-class

May 4. 1998 Praject 985 was launched. ™

universities.

Introduced pohey measures to
support SMEs through financal
support. tax incentives, cte,

Nov. 20, 2014 “Opinions of the State Council on
Supporting the Sound
Development of Micro and Small

Enterprises” introduced. ™

Mar. 2, 2015 Promoted markes-orienrated mass

“Opinions of the State Council on
the Expansion of the Space for
Mass Entrepreneurship and the
Promotion of Mass

Entrepreneurship” issued.*2

innovation.

¥ Huoju Jihua Xiangmu (KI5 €100 H) [Torch Project]. Kexue Jishubu Huoju
Gaojishu Chanye Kaifa Zhongxin (FFi KEH ki &t KW IFR & 0 [Torch High
Technology Industry Development Center, Ministry of Science & Technology].
http:/bit ly/2teQsGd.

# Press Release. Jiaoyu Bu (# A i) (Ministry of Education]. “983 Gongcheng”
dianjie ("985 T &) [Introduction to “985 Project”]. http:#bit.lv/2t3d Uao.

#! Guwuyuan Guanyu Fuchi Xiaoxing Weixing Qiye Jiankang Fazhan de Yijian (1T %
R TR R G R A R E D) [Opinions of State Council on Supporting Healthy
Development of Small and Micro-enterprises] {promulgated Nov. 20, 201-1i‘
http://bit.ly/2ubtréu.

2 Guowuyuan Bangongting Guanyu Fazhan Zhongchuang Kongjian Tuijin Dazhong
Chuangxin Chuangye de Zhidao Yijian ([ %5007 Yo 252 1 00735 ) HE 18 Fe 00 60 1 sl 83
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/2twDTZ 1.



ROCKING THE BOAT: THE PARACELS, THE SPRATLYS,
AND THE SOUTH CHINA SEA ARBITRATION

Kirsten Sellars”

On July 12, 2016, the Permanent Court of Arbitration found overwhelmingly
in fuvor of the Philippines in its dispute with the People’s Republic of China over
maritime entitlements in the South China Sea. This piece appraises the decision
in light of the events leading up to the current controversy over the Paracel and
Spratly groups.

To investigate the source of the conflict, one does not have to go back very far.
In 1974, during the final stages of the Vietnam War, China ejected South
Vietnam from the Paracel Islands—a group of tiny maritime features in the
South China Sea claimed by both nations. After a classic “weekend war,” China
tried to dampen down the affair by swiftly releasing the prisoners and refusing to
be draun info an infernational debate.

Within davs, though, there was more activity, when South Vietnam
dispatched forces to occupy five features in the Spratly Islands, a larger group
further to the south of the South China Sea. During this period, South Vietnam,
the Philippines, and Taiwan all engaged in the fortification of their respective
features—reinforcing garrisons, installing military hardware, building runways,
and shooting at interlopers. The militarization of the Spratlys had begun; and
well before China, the focus of the current arbitration, established a phyvsical
presence on the reefs in the vicinity.

Bv drawing on these earlier events, examined through the lens of United
States’ diplomatic correspondence of the time, it is possible to both construct a
legal path to the arbitration based on the parties’ claims to the Spratlys, and
critically appraise the Tribunal’s reasoning on ils jurisdiction over the
Philippines’ claims against China.
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territory,5 and that it would “never tolerate” an infringement on its
territorial integrity.®

A week later, South Vietnamese troops reportedly opened fire on
men trying to raise a Chinese flag on Robert Island.” Things rapidly
escalated. The South Vietnamese issued a statement giving their
version of events just after the clash:

On January 19th, 1974. at 0829 hours, Chinese troops opened

fire on the Vietnamese troops on the island of Quang Hoa (also

known as Duncan Island). At the same time., communist

Chinese vessels engaged Vietnamese vessels stationed in the

area, causing heavy casualties and material damages. On

January 20th, 1974, communist Chinese warplanes which had

been overflying the area on previous dayvs, joined the action and

bombed Vietnamese positions on the islands of Hoang Sa

(Pattle) Cam Tuyen (Robert) and Vinh Lac (Money}). By the

evening of January 20th, 1974, Chinese troops hald] landed on

all the islands of the Hoang Sa archipelago.?

Beijing claimed it had acted in self-defense. Within hours of the
clash, the Foreign Ministry issued a statement declaring that the South
Vietnamese had invaded Chinese islands. rammed Chinese fishing
boats, killed Chinese fishermen. and opened fire on Chinese naval
vessels,? and that it was only then that “[d]riven beyond the limits of
forbearance, our naval units, fishermen and militiamen fought back
heroically in self-defense, meting out due punishment to the invading
enemy.’ 1 Not only that, Beijing added, but the South Vietnamese were
deploying the tactic of “the guilty party filing the suit first” by claiming
that China’s had made a “sudden challenge” to Vietnam's proclaimed
sovereignty over the Paracels when, “as 1s known to all. Hsisha. as well
as Nansha, Chungsha and Tungsha islands. have always been China's
territory.”1!

Two months later, the Chinese newspapers published an epic poem
by Chang Yung-mei entitled “The Paracele War.” which once again

» Cable from State Department, Subj: EA Press Summary. par. 2 (Jan. 17. 1974)
(19745TATE010818).

# Cable from U.S. Consulate General Hong Kong to U.S. State Department. Subj:
RVN/PRC Dispute over South China Seas Islands. par. 4 (Jan. 18. 1971
(1974HONGKO00751).

" Cable from U.5. State Department to U.S. Embassy Saigon. Subj: Weekly Wrap-up
on East Asian Affairs, par. 8 (Feb. 2, 1971) (1974STATE022109). For press reports see,
e.g., Cable from State Department, Subj; EA Press Summary, par. 1 (Jan. 18, 1974}
(1974STATE012431).

* Cable from U.S. Embassy Saigon to U.S. State Department, Subj: PRC-GVN (Clash
in Paracels, p. 2 (Jan. 21. 1974) (1974SAIGON00945).

* Cable from U.S. Mission to the United Nations to U.S. State Department. Subj: PRC
Letter to Security Council on Paracel Islands, p. 2 (Jan. 23, 1974) (1974USUNNO00232).

10 Id,

1 id.
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portrayed China as the aggrieved party.'? In this poetic account of the
battle, a Chinese fishing boat warned a South Vietnamese warship to
leave the Paracels area; but instead of doing so, the South Vietnamese
ship. now joined by a second, tried to ram the fishing boat. When a
Chinese naval vessel intervened, it was harassed and then fired on by
four Vietnamese warships. After a half-hour battle, the Chinese sunk a
Vietnamese ship with hand grenades, “writing a new chapter in the
history of people's war at sea.”'? (The poet, with some ingenuity, even
managed to work in a denial that the Chinese had used Komar-class
vegsels or Styx missiles during the engagement. )

American officials, who pored over the poem, commented that its
portrayal of the Chinese as the underdogs in the battle “appears aimed
at deflecting the image of China bullying a small neighbor,” as well as
providing a suitable setting for displays of hercism and guerrilla
tactics.!® Theyv also noted that,

The poet reaffirms the PRC claim to the Paracel, the Spratly,

and the Pratas island groups, calling them all Chinese fishing

areas and asking rhetorically how China can allow them to be
occupied by bandits. He also reiterates China’s determination
not to give up "an inch of its land nor a drop of its water,” while

disavowing any Chinese desire for the territory of others or a

willingness to attack unless attacked.18

B. Beijing’s Motives

Aside from self-defense, an American official in Hong Kong
speculated on other possible Chinese motives for taking action in the
Paracels, and came up with three: “Spiraling interest in the oil potential
of the East Asian shelf area, concern that the communist Vietnamese
might affirm Vietnam’s claim, and the long-term strategic potential of
the islands.”’!” Each one of these issues was Indeed significant in the
grand scheme of things, but only one proved to be decisive at the time.

Regarding the potential oil deposits, China had on numerous
occasions before the Paracels incident publicly pronounced both its
desire to exploit the natural resources in the seas adjacent to its
coastline, and its resolve to prevent other states from encroaching on
these resources. On December 29, 1970, a Renmin Ribao (People’s Daily)
editorial entitled '‘On China’s seabed and subsoil resources’ stated:

Taiwan Province and the islands appertaining thereto, including

12 (able from U.S. Consulate General Hong Kong to U.S. State Department, Subj:
Peking Celebrates its Paracels Victory with an Epic Poem, par. 1 (Mar. 19, 1974)
(197T4HONGEK03093). ’

13 fd. par. 3.

1 fd.

1* fd. par. 4.

i Jd. par. 2.

" 11.8. Consulate General Hong Kong to U.S. State Department, Subj: Peking’s
(Calculations in the Paracels War, pp. 1-2 (Jan. 30, 1974) (1974HONGRK01036).



226 COLUMBIA JOURNAL OF ASIAN LAW [Vol. 30:221

the Tiaoyu ... Huangwei, Chihwei, Nanhsiao, Peihsiao and other

islands, are China’s sacred territories. The resources of the sea-

bed and subsoil of the seas around these islands and of the

shallow seas adjacent to other parts of China all belong to

China, their owner, and we will never permit others to lay their

hands on them.!®

China was just as wvocal at an April 1974 U.XN. Economic
Commission for Asia and the Far East (ECAFE) meeting, convened a
few months after the incident. The Chinese delegate complained that
since the 1960s, the superpowers had "dispatched planes and surveying
ships everywhere to barge at will into offshore areas of developing
countries for prospecting sea-bed resources and stealing much resources
intelligence.”!® Furthermore, he said, “certain countries” {(i.e. Japan and
South Korea) were encroaching on Chinese sovereignty by unilaterally
declaring marine “joint development zones,” while the "Chiang Kai-shek
cligue in Taiwan” had been concluding illegal deals with foreign states
and enterprises.20 China’s sovereignty, he insisted, was not just over the
seas adjacent to its coast, but also the seas adjacent to its islands:

The delegation of the People’s Republic of China hereby

reiterates that all the seabed resources in China’s coastal sea

areas and those off her islands belong to China. China alone has

the right to prospect and exploit these sea-bed resources ...

prospecting and drilling activities carried out at will in China’s

coastal sea areas and those off her islands in disregard of

China’s sover[ei]gnty are illegal.21

Regarding the Paracels, one purpose of China’s intervention was
thus to warn off both the maritime superpowers and local rival
claimants to resources in the South and East China seas. As an
American official based in Hong Kong noted, “by brushing the hapless
Vietnamese off their perches in the Paracels, Peking has cautioned
claimants to other disputed territory on the shelf (including South
Korea and Japan) to refrain from unilateral steps to advance or to
exploit their positions.”?2 China’s message to one neighbor was clear: we
have seized the Paracels, and we can seize the Senkakus.

The next possible motive for the intervention related to the strategic
value of the Paracels themselves. On one hand, the Chinese obviously
had much to gain from stepping up their presence in areas adjacent to

18 On China’s Seabed and Subsoil Resources, Renmin Ribao [PECPLE’S DAILY), Dec.
29,1970, (quoted in WINBERG CHaI, THE FOREIGN RELATIONS OF THE PEOPLE’S REPURLIC
OF CHINA 325 (1972)). The islands referred to were part of the Diaovu/Senkaku group in
the East China Sea.

1 Cable from U.S. Embassy Colombo to U.S. State Department. Subj: Paracel/Spratly
Islands Dispute, p. 2 (Apr. 3, 1974) (1974COLOMBO0O90T).

0 Jd. pp. 2-3.

2 fd. p. 2.

22 Cable from U.S. Consulate General Hong Kong to U.S. State Department. Subj:
Peking’s Calculations in the Paracels War, par. 2 (Jan. 30, 1974) (1974HONGK01036).
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territorial waters and air space around and over the Hsisha Islands.”
and would “eat their own bitter fruit” if they attempted to take further
action.?®

Having secured the Paracels and having warned off Saigon. China
then acted with equal dispatch to draw a line under the issue. It
promptly returned the prisoners captured during the clash. decreased
the air and naval operations in the vicinity of the Paracel~. stopped air
and naval operations around the Spratlys. and refrained. at least in the
short term, from making propaganda statements about the =uccess of
the operation.3® As far as Beijing was concerned. the matter was closed.

C. Saigon’s Perspective

Needless to say, South Vietnam took a rather different view of the
matter. The Paracels were theirs, not China's, and it was Saigon, not
Beijing, which was acting in self-defense. “As a small nation unjustly
attacked by a big military power,” the Foreign Ministry stated on 20
February, “the Republic of Vietnam appeals to all justice- and peace-
loving nations of the world to resolutely condemn the brutal acts of war
by communist China.”3!

Just days before the clash, the South Vietnamese authorities had
declared that the Paracels {(as well as the Spratlys) were an integral
part of South Vietnam. This was based on two grounds: “geographical
propinguity,” and long-standing “continuous and peaceful display of
state authority.”32 The Foreign Minister, Vuong Van Bac, stated that
Vietnam's claims to the Paracels dated back to 1802, when Emperor
Gia Long set up the Hoang Sa Company to expleit resources in the
vicinity.?? Further, these claims were reaffirmed in 1932 by the French
Governor-General, Pierre Pasquier (who integrated the Paracels into
the Thua Thien provincial administration); confirmed in 1938 by
Emperor Bao Dai; and decreed in 1961 by South Vietnam's first
president, Ngo Dinh Diem.3* Such actions. Bac concluded. “were not
challenged by any country, including communist China."35

The Foreign Minister also argued that the Vietnamese had rights by

# Cable from .S, Consulate General Hong Kong to U.S. State Department, Subj:
NCNA Reports PRC Clashes with South Vietnamese, p- 2 (Jan. 20, 1971
(1974HONGEKO00769).

# Cable from U.S. Liaison Office Peking to U.S. State Department. Subj: Position
with Respect to Spratley Islands (Jan. 29,1974) (1974PEKING00178),

3 Cable from U.5. Embassy Saigon to U.S. State Department: Suby: PRC-GVN Clash
in Paracels, par. 8 (Jan. 20, 1974) (19745AIGONOORGS).

# Cable from U.S. Embassy Saigon to U.S. State Departinent: Subj: PRC-GVN Clash
in Paracels, p. 2 (Jan. 21, 1974) (1974SAIGON00945).

% Cable from U.8. Mission to the United Nations, to I”.S. State Department, Suhj:
Texts of GVN Letter, p. 3 (Jan. 18, 1974} (1974USUNNOO175).

3T,

3“Ia’. Bac also claimed that none of the fiftv-one countries attending the 1951 San
Fl‘aElclscO Confe?ence, which set the Allies’ peace terms with Japan. “raised any objection”
to Vietnam’s claim to sovereignty over the Paracels after Japan's surrender. Id.‘p. 4.
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virtue of the fact that they occupied the Paracels. The authorities had,
he stated. “consistently stationed troops and exercised administrative
control over those archipelagos. and the Vietnam Navy regularly patrols
and supervises navigational security in the area.” Yet the situation
was by no means clear-cut. The U.8. State Department’s Bureau of
Intelligence and Research reported, for example, that Robert lsland
seemed to have changed hands since the war, with a Chinese presence
on it in the 1950s, and the South Vietnamese occupying it in the early
19%70s.% Even then, South Vietnam did not have the Paracels to itself:
the Chinese had stationed personnel on Woody and Linceln islands, and
“"PRC naval vessels {were] frequently seen in the area carrying out re-
supply of its personnel and maneuvers in the open water between the
Paracels and Hainan Island.”3¥

D. Hanoi’s Silence

The South Vietnamese were not the only ones wrong-footed by the
incident. The North Vietnamese also saw the Paracels as being part of
Vietnamese territory, but could do nothing to stop them from falling
into China’s hands. As one diplomatic cbserver noted, they were “now
irretrievably lost.” 3 To make things worse, Hanoi then faced the
unpalatable choice of either backing their enemy in Saigon over what
they considered to be a rightful claim, or yielding to their patron in
Beijing over what they saw as an illegal annexation. Surrendering to
the inevitable, they chose the latter option, privately communicating
their displeasure to the Chinese, but rarely commenting publicly on the
1ssue—although when they did, they pointedly observed that territorial
disputes should be settled by negotiation.0

The South Vietnamese, noting Hanoi’'s public silence on the issue,
chided the North Vietnamese for failing to defend Vietnam’s
sovereignty. They issued a communiqué accusing its leaders of denying
their “Vietnamese ancestral roots” by declining to take joint action
against China,!! while the Saigon media lambasted them for being
“running dogs” and of “humbly bowing to ... their bosses, the Red
Chinese.” ¥ The communist Provisional Revolutionary Government

w Id.
v ("able from U.S. Consulate General Hong Kong to U.S. Siate Department, Subj:

RVN/PRC Dispute over South China Seas Islands, par. 2 (Jan. 18, 1974)
(1974HONGRKO0751).

# Id, par. 3.

# (‘able from U.8. Embadsy Manila to U.S. State Department. Subj: Philippine
Reaction to Chinese Seizure of Paracels, par. 3 (Jan. 22, 1974), (19T4AMANILAQO775).

n ('able from U.S. Consulate General Hong Kong to U.S. State Department, Subj:
Peking's Calculations in the Paracels War, par. 3 (Jan. 30, 1974) (1974HONGKO01036).

1 Cable from U.S. State Department to U.S. Embassy Saigon, Subj: EA Press
Summary. par. 3 (Jan. 30 1974) (1974STATE019887).

12 Cable from U.S. Embassy Saigon to State Department, Subj: Saigon Media
Treatment of Paracels Issue, par. 7 (Jan. 21, 1974) (19745AIGON00914).
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to request French support for inscribing the issue on the Security
Council agenda. Froment-Meurice said he would “reflect on” the
question® (later events indicate that the outcome of the reflection was
*no™). The Ambassador also asked for access to the French archives to
help establish their Paracels claim, but the Quai flannelled: opening the
archives would not be easy because the files in their Saigon embassy
were in a mess, and the files back in France were in several different
locations.50

When the Americans questioned the French about their position.
sous-directeur Asie Henri Bolle stated that France. as the one-time
“protecting” power of Indochina. had merely “espoused the views of the
Annamite empire, which had continually held that Paracels and
Spratleys were Vietnamese territory.”¢! This comment suggests either
that France was merely acting as an agent for the Annamite royal
family during the colonial era, or that its officials were retrospectively
rewriting history.

B. The Sino-Soviet Rift

This brings us to another major third party: the Soviet Union.
China’s relations with the United States had improved during the
détente years, but its relations with the Soviet Union had worsened.
After armed border clashes between China and the Soviets in 1969,
tensions between them showed no signs of abating.

On January 19, 1974, on the same weekend as the Paracels clash,
the Chinese declared five Beijing-based Soviet diplomats personae non
gratae for handing over radio equipment and for receiving
“counterrevolutionary” papers from a Chinese contact.® (The Soviets
counterclaimed that the five had been trapped in an elaborate Chinese
sting involving klieg lights, movie cameras, and pre-positioned crowds of
people.53)

The same day, the Soviet newspaper Izvestia berated China for.
among other things, opposing détente, recognizing Pinochet's regime,
undermining Soviet disarmament efforts, resisting Asian collective
security, succoring Western European reactionaries. and letting down

3 Jd. par. 2.

s Jd.

& Jd. par. 3.

42 Cable from U.S. Liaison Office Peking to U.S. State Department. Subj: Expulsion of
Soviet Diplomats, par. 1 (Jan, 21, 1974} (1974PEKING00131).

% Cable from U.S. Embassy Moscow to U.S. State Department, Subj: Soviet Re
to PRC Expulsion of Diplomats and to PRC-GVN Clash, par. 2 lan. 22, 1974
(1971MOSCOWO0103G6). Speculating on the reason behind the expulsions, the .S, |
Office in Beijing suggested that the Chinese might simply have had enough of “heavv-
handed Soviet efforts to collect intelligence here,” such as an earlier attempt to “drive off
with Chinese mailbox ripped off a wall." Cable from U.S. Liaison Office Peking to U.S.

State Department, Subj: Expulsion of Soviet Dipl ; T
plomats. par. 3 (Jan. 21. ;
(197T4PEKINGO0G131), o wan 2o 19T

actions

JAaison
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the Arabs.$ On 24 January, Renmin Ribao responded in kind, accusing
the Soviets of fomenting “counterrevolutionary opinion,” purveying neo-
Confucianism, and targeting China as “a colony of Soviet-revisionist
social-imperialism.” 63

Given all this, it is unsurprising that the Soviets criticized China for
its intervention in the Paracels: according to Pravda, this incident
demonstrated Beijing's desire to dominate Asia and distract attention
from its domestic problems. 66 But they could not say much more than
that. First, they had a problem casting the Saigon regime—which they
had long derided as an American stooge—as the hapless victim of
Chinese aggression.% And second, thev seemed to have recognized
China's claim to the Paracels by labelling maps with the Chinese name:
“Hsisha (Paracel).”58 (A Soviet source claimed later that the maps were
a mere technicality, and that they considered the status of the Paracels
to be "undetermined.”%%)

Drawing together the strands of the Sino-Soviet relationship,
William Sullivan. the U.S. Ambassador in Manila, suggested that
“Peking’s persistent paranoia about Moscow” was a strong motive for
China's action in the Paracels.’® The Americans were withdrawing from
Indochina, the Soviet Pacific Fleet was growing fast, and the North
Vietnamese were on the brink of victory. Sullivan speculated that
China's intervention was a doubly pre-emptive move: “the first
preemption may have been against a North Vietnamese occupation of
the islands (using newly acquired Soviet-built naval craft); and the
second preemption may have been against the ultimate Soviet use of the
island cluster as a support facility for the Soviet fleet, which Moscow
would expect to arrange with a grateful Hanoi leadership.”"!

Whether or not this scenario was seriously contemplated, the
Chinese attempts to prevent the Soviet Pacific Fleet from establishing a
foothold in the South China Sea also assisted the Americans. As
Sullivan noted:

fO]ur private reaction to the Chinese move [in the Paracels] may

have to be somewhat different from our ritual pious public

W Cable from U.S. Embassy Moscow to ULS. State Department, Subj: Soviet Press
\Mum on Chinese Expulsion of Soviet Diplomats But Not on Hsisha Incident, par.1 (Mar.
21,1970, (1974MOSCOWO008535).

w ('able from U.S. Liaison Office Peking to U.S. State Department, Subj: PRC Anti-
Confucius Campaign Turns Spearhead against Soviets. par. 1 (Jan. 29, 1974)
(19T4PEKINGO0175).

4 (able from U.S. Embassy Moscow to U.S. State Department, Subj: Soviets Skirt
Pitfalls in Heavy Press Treatment of Paracels Dispute, par. | (Jan. 28, 1974)
(1974MOSCOWO01321).

+ Id. par. 2.

BN
w Cable from U.S. Embassy Moscow to U.S. State Department, Subj: Soviet Views of

China, par. 1 (Jun. 27, 1973) {1975MOSCOW08994). .
- {*able from U.S. Embassy Manila te U.S. State Department, Subj: Philippine
Reaction to Chinese Seizure of Paracels, par. 4 (Jan. 22, 1974) (1974MANILAOOTTS).

1.
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ITI. THE FOCUS SHIFTS TO THE SPRATLYS

A, New Controversies Brew

Even before the furor over the Paracels had died down, official
attention shifted across to the Spratlys, the loose cluster of islets, cays,
and submerged reefs scattered across the southeastern corner of the
South China Sea. The question was: after the Paracels incident, would
China strike next at this group, to which it also laid claim? If it did so, it
would have to contend with other claimants, whose military forces
already occupled some of the features.

Among these was Taiwan, which had since 1956 taken possession of
the largest feature in the Spratlys—Itu Aba (Taiping)—as well as the
Pratas group further to the north.?” In the intervening decades, it had
built various installations on Itu Aba,® including, it was rumored, an
airstrip.?? Bv the 1970s, it garrisoned some 200-300 soldiers there, 19¢
who were rotated and supplied by ships from Taiwan every three
months 181 In other words, Itu Aba, like the Pratas group, was (and still
is) a Taiwanese garrison within a closed military area.!02

Yet although Taipei and Beijing were at loggerheads on most issues,
they saw eye-to-eye over Chinese sovereignty in the South China Sea.
U nder the “one-China” principle, they jointly claimed possession of the
Paracels, Spratlys, the Pratas group, and Macclesfield Bank on behalf of
a united China. And it was for this reason that Taipel made every effort
to cool down the Paracels controversy. As the Walter McConaughy, U.S.
Ambassador to Taiwan, reported,

[Tln ROC [Republic of China] view, Paracels (as Spratleys and

Pratas, of course) are [ijndisputably Chinese territory ... ROC

has also avoided using Paracels clash as example of PRC

“bloodthirstiness” or “warlike disposition.” With sole exception of

[newspaper] Lieh Ho Pao, ROC media have carefully

downplayed Paracels news, and Lien He Poo was given very stiff

reprimand for front-paging story.103

Even so, one problem Taiwan faced was that it was not the sole
occupant of the Spratlys: the Philippines and South Vietnam were also

" ("able from U.S. Consulate General Hong Kong to U.S. State Department, Subj:
RVN/PR(C Dispute over South China Seas Islands, par. 2 (Jan. 18, 1974)
(1971HONGRO0751).

~ fd.

w ("able from U.S. Embassy Taipei to U.S. Embassy Manila, Subj: Medevac from Ttu
Aba, par. 4 (Nov. 7, 1973) (1975TAIPEIOT1935).

m (‘nble from U.S. Embassy Taipei to State Department, Subj: Conflicting Claims to
Spratleys, par, 1 {(Jan. 26, 1974) (1974TAIPEI00508).

w1 (Cable from U.S. Embassy Taipei to State Department, Subj: ROC Navy Resupply
Mission to Spratlevs, par. 2 (Feb. 5, 1974) (1974TAIPEIO0751).

1z Cable from U.S. Embassy Taipei to U.S. Embassy Belgrade, Subj: Emergency
Visas for Republic of China. par. 5 (Oct. 18, 1974) (1874TAIPEI06378).

1 Cable from U.S. Embassy Taipei to U.S. State Department, Subj: ROC Views on
the Islands Controversy, p. 2 (Jan. 30, 1974) {1874TAIPEI00602).
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embellishing their arguments on trusteeship and res nullius. They made
a careful distinction between the Spratlys, which they claimed were still
under Allied trusteeship, and “Kalayaan,” which they claimed was
governed by customary international law permitting the occupation of
unclaimed territory—alithough the physical division between the two
entities was left deliberately vague.126

On danuary 30. 1974, Foreign Secretary Carlos Romulo produced an
aide memoire contending that “Kalayaan” was res nuflius because it was
made up of new volcanic and coral outcrops that had appeared after
older features that, historically, had been seen as constituting the
Spratlys. 127 Eight days later, Juan Arreglado. former Legal Counsel for
the Department of Foreign Affairs, produced a different argument,
claiming that the Spratlys should be held res communis for all the
Allied signatories, and that the Philippines, as a signatory, had the
right to occupy them without obtaining permission from any nation.128
Six days after that, Alejandro Melchor, Executive Secretary, produced
still more arguments, stating that the Philippines had claimed the
1slands based on the fact of their occupation, and that they had
“assumed an international obligation”™ with respect to the “safe
navigation of commerce” in the South China Sea.12?

As well as some of these more legalistic claims, Manila also
presented more straightforward arguments based economics and
security: one was that "Kalayvaan” might produce petroleum and oil,
which would resolve the Philippines’ energy crisis: another (alluding to
the fact that Japan had used the features as a staging area for their
1941 invasion of the Philippines) was that its occupation could provide a
buffer against hostile forces. 13t

The “trusteeship” and “res nullins” arguments for the Philippines’
occupation of some features in the Spratlys was given short shrift by
Washington. As the State Department made clear, the U.S. government
“does not rpt [repeat] not consider that Spratleys were placed under ‘de
facto trusteeship of the Allied powers’ as a result of provisions of 1951
treaty with Japan.”!3! It continued:

Peace Treaty does not rpt not however decide question of

sovereignty, since Allied agreement was not possible. As [John

Foster] Dulles said at San Francisco Peace Conference in 1951 it

was necessary to let the future resolve doubts such as this “by

2 (*able from U.S. Embassy Manila to U.S. State Department. Subj: GOP Claims to
Spratlys and Kalayaans, par. 3 (8 Feb. 8. 1974) (197AMANILAOI178).

i2” Cable from U.S. Embassy Manila to U.S, State Department, Subj: Philippine
Position with Respect to Spratley [Is]lands, par. 2 (Jan, 30, 1974) (1974MANILAO1114).

12 Cable from U.S. Embassy Manila to U.S. State Department, Subj: GOP Claims to
Spratlys and Kalayaans. par. 1 (Feb. 8, 1971) (19TAMANILAO1478).

1z Cable from U.S. Embassy Manila to U.S. State Department, Subj: Spratlys, pars.
2. 5 (Feb. 15, 1970 (1974MANILAD1T92).

Vo Jd pars. 2. 6.

14 Cable from U.S. State Department to U.S. Consulate General Hong Kong, Subj:
Spratley Islands, par, 2 (Feb. 8, 1974) (1974STATE017663).
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stationed in notoriously disputed territories such as Spratleys for
purpose of establishing or enforcing claim to that disputed territory.”1#
They also noted that the MDT had to be interpreted in light of Article 1.
which obliged them to refrain from the “threat or use of force in any
manner inconsistent with U.N. Charter.”!* Looking forward. the U'nited
States wanted to avoid creating a precedent for a situation in which
“Phils ever tried to invoke MDT with respect to Sabah™ or "NATO were
invoked by either side in Greece-Turkey territorial disputes.”1#

In conclusion, the United States’ commitment to the Philippines
could not be “hoot-strapped 1nto commitment for defense of territory not
included in first two categories” of Article 5.1%¢ especially if it had the
effect of propelling them into “a military confrontation with the PRC or
Vietnam ... [when] they were merely countering Philippine acts against
territories to which they have strong claims.”!3!

The Americans did not accept the Filipino res nullius argument
erther. During the negotiations over the renewal of the MDT in 1976.
the issue of contested claims came up in an exchange between
Ambassador Sullivan and the Filipino negotiators, Senator Emmanuel
Pelaez and General Romeo Espino. over the Philippines-occupied
features in the northeast Spratlys. including the reef area known as
Reed Bank.!"2 In the hasty transcription of the meeting., Sullivan.
referring to Thitu, stated:

“The occupation of the islands themselves—1I guess you have the

biggest one—the one where you have your airstrip ...”

Senator Pelaez — “The Reed Bank however. is not so much ... is

not in the Spratlys.”

Amb. Sullivan —~ “Well, that depends on who defines the

Spratly.”

Gen Espino — [ ] “That is a different group|[”]

Amb. Sullivan — “The Chinese say it is Nan Sha and has been

theirs since 14127153

" Cable from U.S. Secretary of State to U.S. Consulate General Hong Kang, Subj:
Spratley Islands. par. 1 (Feb. 8. 1974) (1974STATE017663).

1% Cable from U.S. State Department to U.S. Embassy Manila, Subj: US MDT
Commitment and Spratlys, par. 6 (Jun. 9, 1975) (1975STATE133765) (quoting Mutual
Defense Treaty between the Republic of the Philippines and the United States of America,
Aug. 30, 1951, 3 U.S.T. 3947),

18 Jd. par. 11.

150 Id, par. 10.

131 Cable from U.S. State Department to U.S, Delegation. Subj: Briefing
Memorandum: Philippine Aide Memoire on the US Commitment. par. 12 (Aug. 8, 1976)
(19765TATE196878).

#2 Cable from U.S. Embassy Manila to U.S. State Department et al.. Subj: Mutual
Defense Treaty—Reed Bank. p. 2 (Jul. 30, 1976) (1976MANILA11299).

152 Id, (ellipses in original).
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1V, THE SPRATLYS CARVE-UP BEGINS

A, Vietnam Moves In

From 1971 onwards, the Philippines occupied a number of features
in the northeast of the group, and then, from 1973 onwards, the South
Vietnamese occupied a number of others. The scramble for the Spratlys
had begun.

In August 1973, Saigon stationed 64 men on Namyit Island (in
Vietnamese, Nam Yet).’ Then on January 30, 1974, just ten days after
the Paracels clash, it dispatched a new task force reportedly consisting
of a cutter. a patrol craft escort, and an LSM carrying 136 men to
occupy five more features in the Spratlys: Sin Cowe Island (Sinh Ton),
Spratly Island (Truong Sa), Amboyna Cay (An Bang)., Scuthwest Cay
{(Song Tu Tay) and Sand Cay (Son Ca).5 Of the men on the LSM, 17
were to relieve some of the troops already stationed on Namyit and the
rest were to be distributed in groups of 20 to 30 around the five
features.’™ Ambassador Martin reported to Washington that the task
force commander had been ordered to occupy only unoccupied features,
and “not to engage in any hostile action toward any forces which might
be i1n the area and not to attempt to land troops on any occupied
1slands.” 157 The press speculated on Saigon’s motives: to find offshore
o1l, to pre-empt China from occupying them (or handing them over to
Hanoi), to ignite anti-Chinese nationalist sentiment, to distract
attention from domestic problems, and to embarrass the North
Vietnamese and the PRG.158

These newly occupied features were low-lying reefs or sandbars,
some of them shaped like “inner-tubes” enclosing shallow lagoons.139
According to an official report, the South Vietnamese headquarters were
located on Namyit Island, under the command of First Lieutenant Doan
Cam Tiem. and the troops were divided between Namyit and four other
features (but not Amboyna Cay, as originally reported. because it was
only two hectares and barely a metre above sea level).18¢ The troops took
with them weapons, shelters, bedding, sampans, and gear with which to
catch food!6t (mainly sea-life and birds). The following month, Saigon

51 (Cable from U.S. Embassy Saigon to U.S, State Department, Subj: Spratly Islands,
par. 3 (Jan. 31,1974) (1974SATGONO1347).

I, The UPl report incorrectly listed “Southwest Cay” (Song Tu Tay) as
Philippines-occupied "Northeast Cay.”

15 Jdd.

157 Jf. par. 1.

1 ("able from U.5. State Department to All East Asian Diplomatic Posts, Subj: EA
Press Summary, par. 1 (Feb. 6, 1971) (1974STATE024979).

1w (Cgble from U.S. Emhassy Bangkok to U.S. State Department, Subj: Chinese
Seizure of the Paracels, par. 2 (Feb. 4, 1974) (1971BANGKO01573).

" (Caple from U.S. Embassy Saigon to U.S. State Department, Subj: GVN
Announcement of QGarrisoning of Spratly Islands, par. 5 (Feb. 23, 1974)
{19745AIGONO02411).

w1 Jd. par. 7.
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D. Activitv on Reed Bank

This brings us to some final episodes relating to the South China
Sea in the mid-1970s, which revolved around the area of the Spratlys
known as Reed Bank. Located in the vicinity of the Filipino-occupied
Nanshan and Flat islands (Lawak and Patag). this was a vast bank of
reefs and shoals some 180 nautical miles off the coast of Palawan in the
Philippines. Like the rest of the Spratlys, Reed Bank fell outside the
aforementioned 1898 Treaty of Paris which defined the territorial limits
of the Philippines. but within the area that Manila claimed as
"Kalayaan.”'® Bearing in mind that UNCLOS (which specified that an
exclusive economic zone extended to 200 nautical miles) was still in the
process of being negotiated. the Philippines claimed Reed Bank on two
other grounds: first, its proximity to the Philippines, and second, as part
of its continental shelf, 187

From 1972 onwards, the Philippines quietly began to divide up Reed
Bank-—some two million hectares—and solicit applications for ail
exploration concessions.!8 By August 1975, a number of oil companies,
including American companies, had applied. ¥ Ambassador Sullivan
proposed warning the American companies of the risks of engaging in
commercial activities in disputed waters: “We have in mind perhaps a
warning of the type previously issued to Gulf, inter alia, respecting the
Senkakus.” 19¢ The State Department agreed, recommending he tell
them that “because of the conflicting international claims in the Reed
Bank area USG will continue strongly to advise American companies
against participating in oil exploration or drilling there.”191

According to the cables, Sullivan thus warned two American
outfits—Brinkerhoff Maritime Drilling Corporation and Salen Group—
that the United States could not provide protection for American
personnel or vessels operating in the area.’® Both apparently ignored
the advice. and Brinkerhoff started spudding a well at Reed Bank in
April 1976.193 Manila was aware that Sullivan was warning off U.S.
companies, 19! and stepped up its protection of the Brinkerhoff/Salen
operation on Reed Bank, providing air and marine surveillance, and

1 Cable from U.S. Embassy Manila to U.S. State Department, Subj: Petroleum
Concessions and the Spratly Dispute, par. 1 (Feb. 8, 1974) (197T4MANILAQ1524).
1" Jef. par. 3.

0= Ief. par 1.
¢ Cable from U.S, Embassy Manila to U.S. State Department, Subj: Melchor's Call

on Secllef Tokyo, par, 7 (Aug. 28, 1975) (1975MANILA12020).

1 (able from U.S. Embassy Manita to U.S. State Department, Subj: Petroleum
Concessions in the Spratly Areas, par. 7 (Sep. 3, 1975) (1975MANILA12464).

1l fd. par. 1.
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Referring to Article 6 of the aforementioned Convention, theyv
acknowledged the long-held U.S. view that the boundaries of
continental shelves between neighboring states should be determined by
agreement in accordance with equitable principles.2i> When coming to
agreement:
We recognize it as possible that states may agree to disregard
trenches in the shelf between them, or that equitable principles
may support a state’s desire to leap a nearby trench, An
example of an agreement to disregard a trench is that between
Norway and Great Britain where the trench falls just off
Norway's coast. We ourselves have disregarded trenches off the
Pacific coast, and are involved currently in a complex dispute
with Canada over the Gulf of Maine, in which we argue that
equitable principles should be a major determiming factor in
delimitation of the shelf 216
Moreover, Article 6(2) of the Convention provided for circumstances
when agreement between neighboring states was absent, stating that
“unless another boundary line is justified by special circumstances, the
boundary shall be determined by application of the principle of
equidisiance.”?1" If the Philippines had been party to the Convention,
and another state—say. China—exercised sovereign jurisdiction over
the Spratlys, the Philippines could claim Reed Bank on the basis of
either equidistance or “special circumstances.”2!8 But the Philippines
was bound by neither treaty nor custom (as “the Convention in this
regard is not regarded as binding customary international law™) and
this allowed it to adopt an “even more aggressive stance on the right to
part of Reed Bank.”#1¢
While this debate was unfolding, Marcos travelled to Beijing to meet
Mao Zedong and senior Chinese ministers. A year later, in 1976, he
recounted parts of their conversation back to the Americans. Among
other things, he said he had reminded the Chinese that several
countries occupied the Spratlys, and had enquired whether they
intended to “chase Chinese Nationalists out of Ttu Aba.” 22¢ Deng
Xiaoping had apparently replied that the Nationalists also still occupied
Taiwan, “which was of more importance to Peking than [tu Aba.” 2
When Marcos pressed the matter, Deng had suggested that at least for
the time being, the “status quo could continue even though [the] PRC

A5 [, par. 4.

2 [,

21" Convention on the Continental Shelf, supra note 210, art. 6(2) (emphases added).

4~ ("able from U.S. State Department to U.S. Embassy Manila, Subj: Visit of DepSec
Robinsen: Briefing Papers—Spratly Islands and Reed Bank, par. 5 (Aug. 4, 1976)
(19TGSTATE 193:353).

RIE {78

20 ("gple from U.S. Embassy Manila to U.S. State Department, Subj: Spratly Islands
Dispute, par. 3 (Aug. 9, 1976) (1976MANILA11802).
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maritime zones—and it did so find2¥—this was not the end of it. 1f any
other feature claimed by China and entitled to maritime zones was
situated within 200 nautical miles of certain reefs. “the resulting
overlap and the exclusion of boundary delimitation from the Tribunal's
jurisdiction by Article 298" 2¢¢ would prevent the Tribunal from
addressing the majority of the fifteen submissions—namely.
submissions 3, 4, 5. 6, 7, 8, 9, 12(a) and (c), and 15. In other words. the
Tribunal's jurisdiction over these would be triggered onfy if there were
no maritime-zone-generating features within the entire Spratlys
group—which, as we recall, was claimed in its entirety by China.

C. “Islands” and “Rocks”

This brings us to Article 121 UNCLOS. which defines “islands.”
which generate maritime zones, and non-islands— rocks"—which do
not. 1t states:

1. An island is a naturally formed area of land. surrounded by

water, which 1s above water at high tide.

2. Except as provided for in paragraph 3. the territorial sea, the

contiguous zone, the exclusive economic zone and the

continental shelf of an island are determined in accurdance with

the provisions of this Convention applicable tu other land

territory.

3. Rocks which cannot sustain human habitation or economic

life of their own shall have no exclusive economic zone or

continental shelf.2#!

In other words, Article 121 first defines an island: second. provides a
rule about islands (they generate the same maritime zones as other land
territory); and third, sets out an exclusion—namely. rocks. The Tribunal
addressed the exclusion. As indicated by Article 121(3). rocks cannot
sustain “human habitation or economic life of their own" and do not
generate the aforementioned maritime zones. It reasoned inversely—
and without much reflection—that islands must therefore be able to
sustain “human habitation or economic life of their own” in order to
generate the maritime zones.?!? The Tribunal applied this formula to all
of the Spratlys features, including its largest, Itu Aba, occupied by
Taiwan, and concluded that "neither Itu Aba. nor any other high-tide
feature in the Spratly Islands, is a fully entitled island for the purposes
of Article 121 of the Convention. 243

Was this reasoning persuasive? Taking as its starting point the
phrase “human habitation,” the Tribunal began to construct a far

20 I, © 1203B.

20 Id. 99 G30, 1203A.

1 TUNCLOS, supra note 109, art. 121 (emphasis added).

22 It asserts, for example, that "if a feature is capable of sustaining either human
habitation or an economic life of its own, it will qualifv as a fully entitled island.”
Arbitration. supra note 1, 9 194,

20 Id. ¥ G32.
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narrower definition of an island than appeared in Article 121. To meet
the standard, it would have to have “non-transient inhabitation ... by a
stable community of persons who have chosen to stay and reside on the
feature in a settled manner,” 24 or, put another way, inhabitation by a
“stable community of people for whom the feature constitutes a home
and on which they can remain.”?* These descriptions encompass three
ideas: that humans inhabit an island voluntarily, that they are
constituted as a “community,” and that this community is “stable’”
“settled,” and “non-transient.” (The Tribunal adds to this rather rigid
concept of community the caveat that it “need not necessarily be large,
and in remote atolls a few individuals or family groups could well
suffice, 24)

This adds a lot of baggage to two plain words, “human habitation™—
and goes beyond the UNCLOS drafters’ intent. The drafters, after all,
were simply discussing the absence of human habitation from a rock,
which is easy to establish (did people live there or not?). The Tribunal,
by contrast, was not merely considering the presence of human
habitation on an island (did people live there or not?) but further,
specifying that such presence had to be voluntary, communal and non-
transient.

The Tribunal’s more selective approach was apparent when it
rejected the idea that humans who lived on the features but did not
meet all three conditions could constitute “human habitation.” It thus
stated that the fishermen who reportedly occupied the features at one
time or other were not the “natural” population of the Spratlys, but
mere itinerants, because they were not described as being “of Itu Aba”
or “of Thitu” and were not accompanied by their families.®" It also
declared that garrisoned soldiers— on, say, Itu Aba or Thitu—were not
there of their own accord, but only because they were performing their
military duties, and would not stay on “if the official need for their
presence were to dissipate.” 2 Finally, it also stated that civilians,
recently arrived on the features, were only present courtesy of the
governments concerned, for reasons “motivated by official
considerations” connected with the disputes over the features
sovereignty.?#? Whether true or not (these assertions are not supported
by sources), the Tribunal appears to be straining towards the
classification of the features as rocks rather than as islands.

D. Inhabitants and “Habitation”

What. then. are the prerequisites for “human habitation™? Drawing

i fd, % 618,
235 fd. % 542,
216 Jof.
2 Id. ¥ 618.
i fd. € 620,
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set up home in. say, Itu Aba, even had they wanted to, for the simple
reason that it is a garrisoned island within a miktary zone, occupied by
forces not averse to firing on interlopers: recall, for example, Marcos’s
allegation in 1971 about shots being fired at aircraft and vessels.267 If
potential inhabitants had shown up within its territorial waters, they
would have been swiftly escorted out of the area—at gunpoint. That is
why Itu Aba has not been settled.

It may thus be argued that the Tribunal should have found Itu Aba,
and perhaps a few other features, to be an island, generating an
exclusive economic zone and a continental shelf. This would have
allowed for a less overloaded interpretation of Article 121 on the
question of "human habitation.” But as we know, a finding of even a
single island in the Spratlys would have entailled the Tribunal
renouncing 1ts jurisdiction over many of the Philippines’ submissions
because of the consequent overlap of maritime zones. In the event, it
decided not to exercise this restraint, and arrived at a decision that not
only delivered a decisive blow to China, but also clipped Vietnam and
Taiwan in the backswing. In short, it altered the staius guo in the South
China Sea.

CONCLUSION

The current disputes can be traced back to the mid-1970s, when
China's intervention against South Vietnam in the Paracels rippled
across the South China Sea to the Spratlys. While not wishing to
underplay the dangers of the militarization of the area, some
perspective is important: the world is now witnessing the latest stage of
a process, not a dramatic new event. So, when the South China Morning
Post carried a story earlier this year, based on American sources, about
Beijing “beefing up” its military presence in the Paracels,?® it was not
reporting anything particularly unusual: it was simply echoing the
themes of the aforementioned Chinese documentary, broadcast on local
television some 43 years earlier, which told much the same story.?69 Not
only that. but China, although a very significant player in the Spratlys,
ig far from being the only player. It is one thing to note, as have
innumerable editorials, that China Is constructing runways and
military installations on the reefs; it is quite another to add, as is rarely
done. that Taiwan, the Philippines and Vietnam have been doing
precisely this on the features for four decades or more.

#7 Cable from U.S. Embassy Manila to U.S. State Department, Subj: Spratley
Islands. par. 2 {Jan. 23. 1973} (1973AANILADOBSS).

2~ Kristin Huang, China “Beefing Up Military” on Disputed Islands in the South
China Sea, Says U'S Think Tank, SOUTH CHINA MORNING POST (Feb. 10, 2017},
http://hit.ly/2twFORG.

2w Cable from U.S. Consulate General Hong Kong to U.S. State Department, Subj:
il Rig on Paracel Islands, p. 1 {Jun. 11, 1974) (1974HONGKO06572).

















