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Types of PRC Companies

Under the Company Iaw, there are two types of companies: limited liability
com pany and joint stock limited company.

For alimited liability company, a shareholder willbe liable to the
com pany to the extent of his paid apital @ntribution. The shareholders of
a imited liability com pany can be no more than 50.

For ajoint stock limited company, a sharecholder will be liable to the
com pany to the extent of the shares he has subsaibed and paid. A joint
stock limited com pany may be established by the way of promotion (where
promoters subscibe al the shates to be issued) or stock floatation (where
promoters subsaibe only a part of the shares to be issued).

A joint stock limited ompany can either be an unlisted company or a listed

com pany. In China, the stocks of a listed @ompany are listed and traded on
either Shanghai Stock Exchange or Shenzhen Stodk E xchange.

Another dassification method is based on whether thete is foreign
investment involved. A foreign invested ompany (“FIC”) refers toa

com pany with foregn investment and shareholding. A dom estic company
has no foreign investment or shareholding. The Company Law is applicable
to both a dom estic company and an FIC. However, an FIC isalso subjected
to spedal laws or regulations for foreign investment.

An FIC 15 classified either as a wholly foreagn —owned enterpsise (“WFOE”),
a ontractual joint venture (“CJV”) oran equity joint venture (“EJV™).

A WFOE isa limited liability com pany with only foreign sharcholding. A
WFOE is mainly governed by Law of the People's Republic of China on Foreign-
intested Enterprises as well as many other relevant regulations and rules, which
make it dear that its structure will be the limited liability com pany. Only by
approval, it can be structured otherwise



A CJV isa joint venture with both foreign and domestic investors. The CJV
contract will be the basis for sud joint investment. The contract will
indude ontents such as the investment aiteria or conditions for
cooperation, distribution of earnings or products, sharing of nisks and
losses, style of operation and management and ownership of the property
at the time of the termination of the contractual joint venture. The
establishment and operation of a CJV willbe based on the CJV contract as
well as the Artides of Assodation.

Like a CJV, an EJV is also jointly invested by Chinese Party and Fordgn
Party. The parties to the venture share the profits, risks and losses in

proportion to their respecive contibutions to the registered apital of the
EJV.

Under Law of People's Republic of China on Chinese-Foreign Equity Joint 1 entures
as wdl as many other relevant rules and regulations, an EJV, like a WFOE
ora (JV is structured as a limited liability company.

When foreign investment is involved ina joint stock limited com pany, it can
be deemed as aspedal type of EJV or may be dassified simply as “foreign-
invested joint stock limited company”.

Foreign shareholdings in a foreign-invested joint stodk limited company
mustbe no less than 25% of the com pany’s total registered capital and the
total registered capital at its minimum levd mustbe RMB 30 million.

In the aase that a foreigninvested joint stock limited com pany islisted, the
foreign sharcholdings are allowed to beless than 25% of the total
shareholding, but mustnot be less than 10%. The Certificate of Approva
for FIC will be revoked as the foreign shareholding is less than 25%, which
means that the company is no longer treated as a FIC under PRC law.

Onshore Equity Financing

Equity finandng refers to raising funds from existing or new shareholders
by inaeasing the registered a@pital in respect of limited liability com panies
and issuance of new shares inresped of joint stock limited companies.

For sharcholders that donot want to incarease their shareholdings, the
registered capital inarease or the issuance of new shares will be carried out
among the existing shareholders on a pre-emptive basis. If new
shareholders are invited to make contributions, the perentage of the
existing shareholding willinevitably be diluted.



A joint stock limited ompany can increase its registered capital with new
shareholders. 'The Private Equity Investment (“PE investment”) and
Initial Public Offering (“IPO”) are the most ©mm on methods of equity
finandng;

PE investment refers to an equity investment in non-public listed

com panies by investing institutions (usually set up as limited partnerships in
overseas finandal cntres). Itis not unusual for a company that aimsat IPO
to consider attracting PE investment as a pre-requisite. ~ PE investment will
result in an inarease of capital for the invested com pany.

Example 1: China Mengniu Daity Company Iimited '

In Noventber 2002, Morgan Stanley China, Actis Investment China, and CDH
Tnvestment China jointly invested U S5 26 nallion in China M engnin Dairy Congpany
Limited. It is now the biggest and most famons nilk products manufacturer in China,
That nas the first round mvestment, followed by the second round in May 2004 where the
same three PE imestors injected another US %35.23 million.

Example 2: Alibaba Group®

Founded in 1999 as a snall company, Alibaba Group is now a global nane in
consumer e-conmerce, busmess-to-business marketplace, on-line payment, and other
Internet-related business. In 1999 and 2000, Alibaba Group riised US &5 million
manly from Goldman Sachs China and then another US §20 nillion from S oftbank

China and other mstitutions. It nus then at the nadir of its busiess operations.

IPO m eans theinitial sale of a ®mpany's common shares to public
investors. The main purpose of an IPO is to raise capital for the ompany.

Com panies in China may choose onshore IPO or oftshore IPO. In the past
years, Chinese domestic stock market was a big pool from which listed

com panies had no difficulty in mising apital. For example in 2011, 281
com panies listed on A stocdk market and a total of US $43.719 billion was

1 Source: “Investtide”, officialwebsite of Dragon Brilliant Capital dated 15 July 2013:
http://www.investidecn/db/event/eventDetail.do?enterpriseEventld=112301
http://www.investidecn/db/event/eventDetail.do?enterpriseEventld=11849

2 Source: “Company Overview”,official website of AlibabaGroup, dated 15 July 2013, website:
http://news.alibaba.com/specials/aboutadibaba/aligroup/indexhtm]l




raised. Eadh listed company raised US$ 156 million onan average from the
A stock market in 2011.

The IPO market in 2012 turned out to be sluggish due to some new and
stingent rules and the badklog of applications for domestic share sales.

Onshore Debt Financing

Debt finandng refers to loans from finandal institutions such as comm erdal
banks. Comm erdal banks rarely provide loans or aedit fadlities without
provision of seairities by compomte borrowers. Commerdal banks require
com panies seeking loans to provide Letters of Guamntee or Promissory
Bonds or Standby Letters of Credit together with aceptable wollaterals such
as mortgages or pledges. Credit worthiness or finandal standing of the
corporate borrower will be taken into mnsideration in their risk evaluation.

Letter of Guarantee or a Performance Bond an either be provided by a
domestic financial institution (for example, a domestic bank) or a non-
financial enterprise with credit wotthiness (for example, the shareholder of
the company). When the Letter of Guarantee is provided by a bank, the
corporate borrow er is usually fequired to deposit a substantial amount of
cash as fixed deposit.

Properties such as real estate, land use nights, machines and equipments4,
. . 5 . . .
transportation vehicles”, either owned by the company itself or by a third

party, can be used as collatera properties. Mortgage is always the most
desirable seairity for a bank because of its safety and sim ple value appraisal.

The propetties that can be used for pledge are mainly the movable
properties, for example, inventory such as raw matetals or goods in the
warehouse, and instruments induding bills of exchange, promissory
notes/bank notes®, cheques, bonds, bills of lading, negotiable shares or
stocks. Other propetties include negotiable rights to the exclusive use of
tradematks, patents and copyrights can be pledged as well

3 National Business Daily dated 4 Jan 2012 (website: http://www.nbd.com.cn/articles /2012-01-
04/626869html)

4 A mortgage contractwill be signed and shall be registered with thelocal AIC. Thetitle documents attached
to suchmachines and equipments will be marked “under charge”.

5 A mortgage contractwill be signed and shall be registered with thelocal transportation authority. The title
documents attached to such vehicles will bemarked ‘under charge”.

6 Under Article 73 of the Negotiable Instrument Law ofthe PRC, a promissory noteis aninstrument written
andissued by a drawer, promising to pay unconditionally afixed amountof money to apayee or holder at
thesight of the instrument The term"promissory note” used inthislawrefers to the bank note.



Lately, small and bigger banks have more creative ways to raise funds by
establishing private wealth management funds.

However, notal the ommerdal banks are pivileged to establish wealth
management. Onlya few banks have been approved to do so.

The Measurs for the Pilot Management of E stablishing Fund M anagement Conpanies
by Conmnercial Banks were prom ulgated by both China Banking Regulatory
Commission (“CBRC”) and China Securities Regulatory Commission
(“CSRC”) in 2005. These measures paved the way for the establishment of

wealth management funds from 2005 onwards .

Bank of China, Construction Bank, Industrial and Comm erdal Bank of
China, and Bank of Comm unications ®nstituted the first group that were

approved by CBRC and CSRC to establish subsidiaties dealing with wealth
management funds.

The second group induded Bank of China, Agriailtural Bank of China,
China Merchants Bank, Shanghai Pudong Development Bank and China
Mingsheng Bank. The third group consisted of dty banks, for exam ple, the
Bajing Bank.

Allowing commerdal banks to establish wealth managem ent funds helps
them raise much needed apital duting the prevaling cedit cunch.
However, inthe short run, it is still not easy for @mpanies, espedally small
and medium sized companies, to get loans from banks, mainly due to the
aedit cqunch faced by the banks. As a result, many @mpanies turn to debt
finandng from non -finandal institutions and non-banks, such as private
aedit companies.

Private cedit com panies are legal entities in China. They can be dther
stuctured as limited liability companies or joint stod limited companies.
No speda license is required for the establishment of such com panies, but
there is aneed for approval by local government and registration with
People’s Bank of China (“PBOC”).

The permissible interest ate has to be nolower than 9/10 of the
bencdhmark loan rate published by People’s Bank of China, and the
maximum is 4 tim es the bendimark loan mte.

Securities may be required. Private aedit eompanies can gmnt loans with
higher interest rates and shotter loan periods without the provision of
securities by the borrowers.  Companies have to be very areful when they
raise funds from private aedit ®mpanies as not every private credit



com pany catries its money lending business within the legal fram ew ork.
Partly because of private aedit @mpanies not beng allowed to raise funds
from the publig a high interest mte may be charged in the guise of

com mission or other fees.

There are so many of such com panies in Shenzhen and Wenzhou. These
two dties ate the examples inresped of private aedit companies’
adm inistration.

Shenzhen has its ownloca rules regulating the qualification, establishm ent,
operation, risk managem ent and other aspects of private aedit com panies.

For example, Shenzhen government issued Temporary Measures of Shenzghen for
the Pilot Management on Small Credit Companies in 2009. Under these M easures,
the maxim um registered apital willbe RMB50 millionin respect ofa
limited liability company and RMB 80 millionin respect of a joint stock
limited company. These Measures also have stict provisions regarding the
investors/ fund distributors to ensure the legaity of their finandal sources.

Wenzhou is the pilot dty for the finandal reform reently. Some private
aedit companies will be re-structured as small rural banks, and the
remaining will be placed under strider supervision. Previously a finandng
sandal regarding illegal fund raising was reported to take place in Wenzhou
and its neighboring dties. Large amount of funds were raised by all kinds of
com panies induding private aedit companies from the public at exorbitant
interest tates. In the end mostof the lenders were not repaid.7

Another source of debt finandng for ompanies is issuance of corporate

bonds®.

Com pared with bank loans, issuance of corporate bonds allows a company
to use the raised funds in a way not limited or interfered by creditors. Also,
the com pany does not have to repay the debts in a shorter term and face
cash liquidity. The com pany will be finandally burdened with higher
payments upon matutity of the bonds.

7 See the “Wu Ying” case. Wu Ying was givena suspended death sentence because of credit financingfraud.
She established the Bensegroup and was its Legal Representative. In 2006, she was ranked No 68 inthe
Hurun Richlist with her total wealth of RMB3.8bn. It was reported that she raised more than RMB773m
from the public of which around haf was notrepaid.

8 In China, there aso exists “enterprise bonds” that are differentfromcorporate bonds, mainly inthat
enterprise bonds areissued by SOEs or stateholding companies, theraised funds usually being invested in
specificconstructions of railway, highways or power statim.



Other concerns that may impact a @mpany’s dedsion in issuing corporate
bonds indude the complicated and strict proedure in obtaining approval
from authotties.

Issuance of corporate bonds mustbe approved by CSRC. Agents induding
underwriters and sponsors mustbe employed by the com pany. ‘This is a
heavy expenditure to be borne by the ®ompany. The com pany has to

com ply with conditions set by rdevant laws, for example, the net assets shall
not be less than RMB30 million in respect of a joint stock limited company
ot RMBG) millionin respect of a limited liability company.’

Almostall the companies approved withissuane of corporate bonds
during the past years were listed companies.

Off-shore Equity Financing

As a global economic engine, it is normal for companies in PRC to establish
overseas subsidiary orassodate companies. Such overseas com panies
require to raise capital for ther business operations. The methods of obtain
finandng is the same as their holding or parent ®mpanies in the PRC,

They can use equity and debt finandng instruments to mise funds.

Raising apital directly from the Chinese holding company is sometimes not
considered because of China’s poliy on foreigh exchange control A spate
of finandal scandals and auditing imregularities overseas have been daunting
facdors for overseas com panies to engage in equity finandng of their
business operations.

Off-shore Debt Financing

The off-shore debt finandng is more about “an overseas loan under
dom estic guarante€’ than a direa¢ overseas loan extended to Chinese
overseas subsidiaties.

Debt finandng cn always be an avenue for Chinese overseas subsidiaries as
they an also provide aceptable seairities such as mortgages of real estate
or ommerdal or industrial properties. Sometimes, directors and
shareholders can also provide their residential properties overseas plus their
personal guarantees to enable their companies to have lines of credit.
However, they often face difficulties in raising funds ditectly from the
oversaas finandal institutions, because of aredit wotthiness. In this context,

9 Article16 of Securities Law oftheP.R.C.



“an overseas loan under domestic guamntee” was created and approved by
the State Administration of Foregn Exchange (“SAFE”), for the putpose of
giving support to Chinese overseas subsidiafies.

Such policy litemally means overseas finandal institutions granting loans or
aedit to overseas subsidiaries with the provision of seaurity by its parent or
holding ®ompany in PRC. This an be fadlitated by an internal arrangement
between the dom estic bank and the overseas bank.

For example, XY Zisan overseas subsidiary or assodate com pany
established in Singapore by its Chinese holding ®ompany ABC. ABC
provides seairity to alocl Chinese bank, say, Bank D,such as pledging of
shares, mortgage of real estate properties, fixed deposits and personal
guarantees by substantial credit wotthy shareholders. The Bank E in
Singpore, will extend aline of aedit to XYZ.

Between Bank D and Bank E, there will be an internal arrangement, usually
by way of documentaty standby letter of aedit. The doaumentary standby

letter of credit is issued by the Chinese domestic bank, Bank D, under
which XY Zis the benefidary. With the endosement by a fully licensed
bank in the PRC the Singapore bank, Bank E, will extend a line of aedit to
XYZ.

In lieu of Bank E | it @n also be the overseas branch of Bank D or the
agent bank that has a regular business relationship with Bank D.

In conducting such arrangement, com pany ABC has to consider two
important factors:

First, Bank D issues the documentary standby letter of credit to the extent
not exceeding the am ount assodated with the line of credit given to XYZ.

Second, “an overseas loan under dom estic guarante€’ is under supervision
of the SAFE and subjected to adjustment from timeto time. For exam ple,

the SAFE suspended approving this kind of transactions in 2011, as some
com panies exploited this policy as a tool of making m oney by taking
advantage of interest differentiation and currency fluctuation.
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