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Venture capital (VC) in affair with China is attracting a lot at-

tention these days. The outstanding exit deal and stock per-

formance presented by venture-backed Chinese companies 

such as Baidu.com or SMIC at the international capital market, 

cannot help but stimulating the enthusiasm among the ven-

ture capitalists reaching out for the lion share in this fast grow-

ing market. 2005 has witnessed a downturn in terms of in-

vestment amount largely attributable to the unfavourable 

regulatory initiatives. Nevertheless, fundraising set a record 

high that would promise affluent resources for the ongoing 

development in the coming years1. Many mainstream VC firms 

from Silicon Valley or elsewhere are also forming or consider-

ing launching funds aiming at China investment portfolios.  

 

With all the hustles and bustles, VC engagement in China 

would have to pay heed to the unique characters of Chinese 

corporate law, investment policy and capital market condition, 

which may poise dynamics that are normally not attended to in 

a more established market. This issue of CHINAjournal aims to 

provide a legal perspective on China’s VC regime and reveal 

the weakness in the system that leaves room for improve-

ment. 

VC investment structure 

Onshore holding structure 

Foreign VC funds may operate their China investment through 

a China-domiciled VC vehicle, i.e. foreign invested venture 

capital enterprise (FIVCE)2.  

                                                                    
1 China Venture Capital Annual Report 2005, Zero2ipo. 
2 The Administrative Rules of Foreign-invested Venture Capital Enter-
prises, jointly promulgated by the Ministry of Commerce, Ministry of 
Science and Technology, State Administration of Industry and Com-
merce, State Administration of Taxation and State Administration of 

 

 

 

 

 

 

 

 

 

 

 

Onshore holding structure 

 

FIVCEs are permitted either as corporate legal persons or non-

legal persons. In case of corporate legal persons, Chinese law 

foresees the legal forms of the Wholly Foreign Owned Enter-

prise (WFOE), Equity Joint Venture (EJV) or Cooperative Joint 

Venture (CJV) under the governing principles of the Limited 

Liability Company (LLC) or Joint Stock Limited Company (JSLC) 

according to the Company Law3. 

 

As a WFOE or an EJV is by definition a Chinese legal person, 

non-legal person FIVCE could only take the form of a CJV, 

which requires the engagement of a Chinese partner while 

excludes Chinese individuals acting as such partner4. Under 

non-legal person scenario, limited partnership arrangement 

                                                                                                                
Foreign Exchange on January 30, 2003 and effective as of March 2, 
2003 (“FIVCE Rules”). 
3 Latest revision on October 25, 2005 and effective as of January 3, 
2006. Please refer to CHINAjournal December 2005 issue for the new 
features of the Company Law. 
4  With the exception where an existing pure Chinese company is 
converted into a CJV through partial acquisition by a foreign investor, 
the individual Chinese investors, upon approval, could stay in the CJV 
as partners after the conversion. Decree of Ministry of Commerce, Wai 
Jing Mao Fa Fa (2002) No. 575. 
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commonly used in VC formation elsewhere is recognised by 

the FIVCE Rule, where at least one general partner bears joint 

and several liability for the debts of the FIVCE while other 

limited partners would only bear the risks to the extend of their 

investment in the FIVCE. 

Offshore holding structure 

Most of the recent VC deals in fact are taking the offshore 

route. Under such offshore holding structure, a Chinese entre-

preneur incorporates at offshore centre a special purpose 

vehicle (SPV). By swapping his equity stakes in a China opera-

tion entity with those in the SPV, he effectively converts the 

renminbi-denominated registered capital of the Chinese entity 

into foreign currency denominated share in the offshore SPV. 

Meanwhile, foreign VC funds invest in the SPV instead of di-

rectly in the China operation entity. The whole exercise is 

carried out essentially with an IPO at an overseas stock ex-

change, such as NASTAQ or Hong Kong Stock Exchange in 

vision. 

 

 

 

 

 

 

 

 

 

 

 

 

 

Of fshore holding structure 

Why offshore route 

Restrictions in China’s corporate regulations and limitations at 

the domestic capital markets explain foreign VC’s preference 

in taking offshore route to organize their China investment. VC 

investors rely normally on preferred stocks or convertible 

preferred stock to secure a preferential return. Chinese corpo-

rate regulations allow only one class of common stock5 for a 

FIVCE with investment in a Chinese portfolio company. Nota-

bly, local VC firms would have the possibility to arrange pre-

ferred stock scheme with their investee company according to 

a newly issued charter regulation applicable to domestic VC 

firms6. This gives rise to concern on the principle of national 

treatment under WTO law. 

 

Moreover, China domestic stock market does not provide a 

ready access for venture-backed companies. The conditions 

for listing at Shanghai or Shenzhen main-board market are too 

stringent for high-tech start-up companies. Even if listing con-

ditions could be met, the queue in the pipeline waiting for a 

listing window is at the moment frustrating. In fact, the two 

domestic stock exchanges have halted the IPO since two years 

in the call for addressing the notorious overhang of non-

transferable “legal person” shares. The undergoing endeavour 

is focusing on floating all stock legal person shares. Since the 

value of stock legal person shares is roughly twice of those 

trading in the stock exchange, full floating of legal person 

shares at stock is imposing acute challenge on the market 

place. This would mean that the suspension on IPO of new 

shares would be expected for a rather extended term. 

 

By leveraging on an offshore holding structure, foreign VCs 

could take advantage of the corporate governance in a juris-

diction where they feel most comfortable and bypass the 

restrictions under Chinese corporate law. VCs could take the 

SPV to the international stock market for IPO in a timely and 

straightforward manner, without the necessity to obtain per-

mission from Chinese government in advance.  

 

                                                                    
5 Although the Company Law foresees the possibility of other classes 
of shares, it delegates the State Council to come up with detailed rules 
to elaborate on such other class shares. The State Council has yet to 
fulfil such delegated mandate. 
6  Provisional Measures on venture Capital Investment Enterprise, 
jointly promulgated by the State Development and Reform Commis-
sion, Ministry of Science, Ministry of Finance, Ministry of Commerce 
(MOC), the People’s Bank of China, State Administration of Taxation, 
State Administration of Industry and Commerce, China Banking Regu-
latory Committee, China Securities Regulatory Committee and the 
State Administration of Foreign Exchange (SAFE) on September 7, 
2005 and effective as of March 1, 2006 (the “Local VC Rules”). 
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However, an offshore holding structure has its own risk. One 

pointy issue is the enforceability of a foreign court ruling in 

China. For example, even if convertible preferred stock and 

stock options arrangement is enclosed in a founding contract 

of a SPV governed by a foreign law, it is theoretically possible 

that Chinese stake holder might insist that such arrangement 

is in violation of Chinese law and therefore a foreign court 

ruling should be refused to enforce in China. 

SAFE’s t ightened control in  2005 

The noticeable slowdown of VC investment in 2005 was 

blamed on two circulars (Circular No. 11 and No. 29) of the 

SAFE aiming to bridge the regulatory gap in the so-called “red-

chip”7 financing model, which is the vital instrument used in 

the offshore holding structure by VC deals as described be-

fore. Previously, offshore holding structure with round-trip 

investment requires only a lenient and formal endorsement 

from the MOC. The growing popularity of such deal structure 

alerts the SAFE on its potential misuse for money laundry and 

tax evasion purpose, as well as the unregulated inflow of 

foreign capital.  

 

Circular No. 11 and 29 required advance SAFE approval for 

equity investment or swap deal by domestic investors in rela-

tion to their offshore structure. Any offshore structure 

launched before the Circular 11 must be registered with the 

SAFE. Unfortunately, these circulars failed to specify the crite-

ria on which the SAFE would bases its approval. Nor did they 

set forth details for handling the registration process. The 

ambiguity and uncertainty of both circulars thus place a major 

roadblock for Chinese companies go listing in overseas stock 

markets. 

 

Substantial lobbying and bargaining ensued in the second half 

of the year, leading to the issuance of Circular No. 758 which 

replaced above two circulars. Circular No. 75 retains the core 

                                                                    
7  Referring to the publicly traded stocks of overseas incorporated 
companies with substantial assets and business located in China. 
8 The Circular on Issues Relating to Financing through Offshore Special 
Purpose Vehicles by Domestic Residents and Round Trip Investment, 
promulgated by the SAFE on October 21, 2005 and effective as of 
November 1, 2005. 

element of the previous two circulars in stressing SAFE’s 

authority to review the establishment or acquisition of offshore 

entities by domestic residents. However, major improvements 

have been made by granting the relieve for individuals to 

obtain advance approval from the MOC as pre-condition for 

SAFE registration, explicitly legitimating the offshore holding 

structure and clarifying in greater details on application proce-

dures and required documents. Nevertheless, the criteria and 

time schedule for a SAFE approval remain unspecified, making 

it difficult to assess how Circular No. 75 would be imple-

mented in practices. 

 

The episode of SAFE’s ruling manoeuvre in 2005 pinpoints the 

potential risk in a legal environment with precarious rule-

formation and unfettered agent discretion. For the time being, 

the shadow over the legitimacy of offshore holding structure is 

cleared away. However, It remains to be seen where the joint 

force among the policy maker, market player and regulator 

would lead the further development of the guiding rules on VC 

business in China. 

Unlevelled playing f ie ld? 

By comparing the FIVCE Rules with the Local VC Rules, domes-

tic VC firms appear to have certain regulatory advantages over 

their foreign rivals. For example, FIVCEs are subject to a higher 

registered capital requirement (up to 2.5 times of that of the 

local VC firms). There is a total managed asset prerequisite for 

the “necessary investor” of a FIVCE, while no corresponding 

condition is stipulated for a local VC firm. FIVCEs in general are 

subject to a lengthier and more burdensome approval and 

registration procedure. Thus, foreign venture capitalist is fac-

ing higher market entry barrier. 

 

In terms of business operation, FIVCEs are mandated to invest 

in High - and - new Tech Companies, while local VC firms do 

not adhere to this restriction. FIVCEs are not allowed to incur 

debts for investment, while local VC firms could incur debt-

finance to strengthen their investment capacity. As mentioned 

before, local VCs firms are also granted the instruments such 

as convertible preferred stock or stock options that are not 
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available for FIVCEs. Furthermore, FIVCEs are still subject to 

sector restrictions that are generally in place for foreign direct 

investment. 

 

Local VC Rules take rather an open position to disregard the 

national treatment principle under WTO law. Whether this 

could successfully be overruled by WTO’s dispute settlement 

procedure need to be tested. However, the treatment of VC as 

banking or as securities business remains unclear in interna-

tional trade law. As China has made substantial reservation in 

its commitments for securities sector, categorising VC as 

securities business may give China clout to justify the dis-

crimination against foreign VC firms. 

 

Foreign venture capitalists might not be held back by the 

unlevelled rule of game in a short run, as overseas listing 

leveraged by offshore holding structure will continue to be the 

major VC transaction model in the near future, where foreign 

VC firms are better positioned in providing related value-added 

services and listing opportunity for Chinese entrepreneurs. 

However, situation might change if domestic stock exchanges 

or envisaged second-board market become easily accessible 

to venture-backed companies. The global connection that 

gives foreign venture capitalists competitive edge would not 

be essential in this case. Although value-added services and 

expertises still differentiate the good from the bad, local VC 

firms may update such capacity soon. The unlevelled playing 

field would nourish local VC firms as daunting competitors to 

foreign VC firms. 

Sector -speci fic issues 

Up to now, foreign VC investment is focusing on Internet and 

telecom industry, the market entry to which is still restrictive 

for foreign investment. A commonly used structure to evade 

sector-specific restriction is to place technology or service 

business in a wholly foreign owned enterprise (WFOE) sepa-

rate from the general operation. The general operation, which 

may require specific license such as that of Internet Service or 

Content Provider (ICP/ISP), will be carried out through a pure 

Chinese company. Operational proceeds out of the general 

business would be repatriated to the WFOE or offshore holding 

through pre-defined transactions including intellectual prop-

erty licensing, technical support, consulting service or leasing 

or marketing cooperation. Such arrangement is essential for 

an offshore holding structure VC deal that relies primarily on 

actual operation in China where foreign investment is still 

highly restricted. However, when designing the transaction and 

profit flow structure, parties should consider the risk of trigger-

ing the transfer pricing alert by Chinese taxation authority9. 

Conclusion 

Current Chinese corporate law and stock market situation 

prescribe that round trip investment through offshore holding 

structure will continue dominating VC activities in China. For-

eign VC firms’ dominance in Chinese VC business will continue 

but might be subject to cutting-edge competition from domes-

tic VC firms. The unlevelled regulatory framework for foreign 

and local VC firms is going to be assessed under WTO rules. A 

robust and sustainable development of China VC industry 

strongly calls for a compatible capital market and more staid 

regulatory groundwork. 
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9 Please refer to CHINAjournal January 2006 issue for transfer pricing 
legal regime. 


