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Lesson One
TEXT

A Dragon Enters the Den of Capitalism'

The story behind the first Chinese company traded on the NYSE?

In March 1993, the National People’s Congress amended the
Chinese constitution to define the nature of the Chinese economy as
a “socialist market economy”. This marked the culmination of 14
years of economic reforms in which China sought to spur its econo-
my by encouraging private initiative through a greater market orien-
tation.

A key reason for the change was to attract foreign investment.
As the 1980s got under way, foreign investment primarily took the
form of Sino-foreign joint ventures and wholly foreign-owned enter-
prises in China.

In the middle of that decade, though, China began to experi-
ment with an alternative route to so-called privatization—state en-
terprises started issuing stock. Initially, stocks were issued only pri-
vately to employees, with no structured forum for secondary trans-
fers. In 1990 and 1991, Shanghai and Shenzhen (across the border
from Hong Kong) each established a securities exchange to allow
listing and trading of such stocks. These are currently the two offi-
cially sanctioned stock exchanges in China.

In order to attract foreign investment through these emerging
markets, in 1992 Chinese companies began to issue “B shares”,
which are reserved for foreign investors as distinguished from “A
shares”, which are available only to Chinése investors. Both A and
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B shares are denominated in RMB, the Chinese currency. B shares
are paid for in US or Hong Kong dollars while A shares are paid for
in RMB. Holders of A and B shares have substantially the same
rights.

The international investment community responded enthusias-
tically to the introduction of B shares. In the first half of 1992, in
addition to avid purchasing by individual investors,.some 20 China
funds were established, and the first B shares issues were over-sub-
scribed many times. The initial enthusiasm as seen in the B-share
prices on the Shanghai and Shenzhen exchanges began to subside,
however, in the latter half of 1992.

The Chinese securities markets have tended to be inhibited by
several factors. China is in the process of developing national corpo-
rate and securities laws. Much of the corporate and securities activi-
ties have so far been conducted according to local rules or provisional
guidelines. In May 1993, the State Council published interim regu-
lations for issuing and trading of stocks to regulate the issuing and
trading of A shares within China. Regulations regarding B shares
and overseas offerings are still to come. As a consequence, interna-
tional investors in the Chinese securities markets are uncertain about
their rights and protections. Also the regulatory structure is still in
its developmental stage. The State Council Securities Policy Com-
mission and its implementing organ, ;he China Securities Supervi-
sion and Administration Committee, were established only in Octo-
ber 1992.

In addition, the exchanges themselves are relatively new and
their market procedures are still being perfected. With only 22 B-
share stocks currently in trading, low liquidity has led to price
volatility. Moreover, financial statements® of Chinese companies are
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often prepared according to standards not fami/liar to international
investors. )

So, the scope_of disclosure® is generally less than is customary
for international markets.

In order to tap into international capital resources more effec-
tively , Chinese companies have begun to explore equity issues’ in in-
ternational capital markets®. The first China-based company to list
itg_stock on the New York Stock Exchange is Brilliance China Auto-
motive Holdings Ltd’. '

Brilliance is a Bermuda holding company established and con-
t.rolled by the Chinese Financial Education Development Founda-
tion, an affiliate of the People’s Bank of China. Its sole subsidiary,
Shenyang Jinbei Passenger Vehicle Manufacturing Co. Ltd.,
manufactures and sells minibuses in China. .

Shenyang Automotive’s minibus business was formerly a divi-
sion of Jinbei Automobile Share Holdings Co. Ltd., which itself
has taken innovative steps in the capital markets. Jinbei became a
stock company in 1984 when the Shenyang city government consoli-
dated numerous motor-vehicle-related businesses in Shenyang into
one to create one of the 50 largest industrial enterprises in China.
Its controlling shareholder is the city of Shenyang.

After first issuing stock privately to its employees, in 1992 Jin-
bei listed its A shares on the Shanghai Securities Exchange.

Brilliance did an initial public offering in New York as opposed
to issuing B shares in China in part because a New York offering is a
more effective means of reaching international investors. B shares
are tssued according to a prospectus published in a Chinese newspa-
per at least seven days prior to the offering. The disclosure in such
prospectuses is modest in comparison with standards prescribed by
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the US Securities and Exchange Commission (SEC)®. Also. finan-
cial information for B-share issues need not be presented according
to Generally Accepted Accounting Principles (GAAP) in the
United States. Accordingly, international investors generally prefer
to purchase shares in SEC-registered offerings because they are bet-
ter informed of the risks involved in an investment. Thus, a key
task in the Brilliance transaction was in compliance with the SEC’s
stringent legal and financial disclosure requirements.

The Chinese parties determined that the minibus business for-
merly conducted by Jinbei would be the economic basis for the offer-
ing. Like most Chinese state enterprises, jinbei was a combination
business and welfare enterprise. It not only produced and sold auto-
motive products, but also provided employees with welfare services
such as housing, board, medical care, child care, recreation and
pensions. Shenyang Automotive absorbed the minibus portion of
the business without taking on the employee’s welfare obligations of
Jinbei.

Shenyang Automotive was organized in 1992 as a Sino-foreign
equity joint venture enterprise. Under Chinese law, interests in
such an enterprise are not freely transferable, meaning a holding
company was needed. In the absence of corporate and securities
laws in China that would, for example, prescribe procedures for is-
suing securities and define shareholder rights, the parties deter-
mined that it would be preferable to incorporating Brilliance in a ju-
risdiction with a common law system familiar to Western investors.

Bermuda was chosen as the incorporation site because it was a
common law jurisdiction that imposed minimum tax burdens on the
company. US counsel assisted the company in devising a workable

structure for the offering, and coordinated with local counsel in
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China and Bermuda to ensure that proper procedures were followed.

The toughest task faced by Brilliance was presenting audited fi-
nancial statements’ to fit GAAP and SEC requirements. The SEC’s
regulations required Brilliance to furnish audited balance sheets for
the two preceding fiscal years and audited statements of income,
cash flows and changes in shareholder’s equity for the three preced-
ing fiscal years.

When a new corporate entity conducts the business of its pre-
decessor, as in the case of Shenyang Automotive, the SEC requires
financial statements to cover the accounts of the earlier company.
The registration process thus required a thorough accounting of
Jinbei’s minibus manufacturing, assembly and marketing activities
from 1989 through 1991.

These requirements posed a formidable challenge because ac-
counting for Jinbei and Shenyang Automotive had been done based
on Chinese rules that were significantly different from US GAAP.
Chinese enterprises typically use a fund-accounting system. Finan-
cial records tend to focus on the use of funds received from the state
and emphasized assets, costs, production output and cash f{lows,
with less emphasis on profits, sales and inventory.

Brilliance hired Arthur Andersen &. Co. to reconcile Chinese
enterprise accounting with US GAAP and to prepare the financial
statements for Brilliance as required by the SEC. From March to
July in 1992, Arthur Andersen sent a team of 30 auditors to
Shenyang to review the books and records of Shehyang Automotive
and Jinbei. Detailed financial records kept by Jinbei and Shenyang
Automotive led to a successful audit.

Shenyang Automotive’s financial statements had been prepared
in accordance with the accounting principles established by China’s
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Minisiry of Finance for Sino-foreign joint venture enterprises. In
order to conform Chinese accounting to GAAP, significant adjust-
ments were made to: write off obsolete inventory; reflect a shorter
depreciation schedule for property, plant and equipment; capitalize
interest charges for construction-in-progress borrowings'® ( which
had been substantial for the enterprise during the three preceding
years) and disallow asset values in excess of historical cost'’.

In order to compile information required for the SEC registra-
tion statement, a team of lawyers, accountants and underwriters’
representatives undertook extensive review of the business of the
company and its subsidiaries. In the process, the company’s US
counsel worked closely with local Chinese counsel to understand the
legal framework in which Shenyang Automotive operated and to
comply with required procedures under Chinese law. I.egal counsel
for the company and for the underwriters reviewed industry infor-
mation as well as company documents, including corporate records,
contracts, licenses and approvals, leases and market studies. In the
long and highly complicated process, the Chinese language abilities
of the US lawyers involved proved invaluable. Almost all of the
documents of Shenyang Automotive and the vast majority of indus-
try information were in Chinese. Although in the Brilliance transac-
tion many of the documents were translated in China, it was essen-
tial that the US lawyers conducting the due diligence review be able
to assess directly the meaning and reach of the documents in ques-
tion.

In addition, it was important in the Brilliance transaction, as it
is in others of its type, that the lawyers be able to verify that trans-
lations of documents submitted to regulatory agencies in the United
States as well as in China properly reflected the original-language
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version.

Before the SEC received the Brilliance registration statement
and prospectus', it had reviewed several registration statements for
US investment firms seeking to set up China funds. Accordingly,
the SEC was familiar with many aspects of the China market. The
Brilliance registration statement set forth certain background infor-
mation regarding Chinese enterprise ownership reform and China’s
automotive industry, providing potential investors with a frame-
work for understanding Shenyang Automotive’s operations.

The SEC reviewed the prospectus for purposes of disclosure,
strictly following the requirements set forth in relevant laws and
regulations for business, legal and financial disclosure. Simultane-
ously, the New York Stock Exchange analyzed the Brilliance
prospectus and charter documents in compliance with the
Exchange’s listing requirements'?, ‘

After the SEC declared the PBrilliance registration statement ef-
fective, on Oct. 9, 1992, 5 million shares of Brilliance stock began
trading on the New York Stock Exchange.

Since the ground-breaking Brilliance transaction', Chinese
companies have shown great enthusiasm for raising capital in inter-
national markets. In February 1993, Denway Investment Ltd. of-
fered its shares publicly in Hong Kong using a similar holding-com-
pany structure as Brilliance. Denway's principal asset is its interest
in the Guangzhou Peugeot Automobile joint venture'®. Denway’s
shares were oversubscribed 659 times.

In June and July of that year, two other companies whose op-
erations are based in China, Ek Chor China Motorcycle Co. L.td.
and China Tire Holdings Ltd. ' also offered their stock publicly in
the United States and listed them for trading on the New York

7



Stock Exchange.

Ek Chor produces motorcycles and automotive components
through four Sino-foreign joint venture companies in Shanghai, Lu-
oyang and Zhanjiang, China. Its motorcycle ventures produced
about 15 percent of all cycles produced in China last year. China
Tire produces tires through two Sino-foreign joint venture compa-
nies in Hangzhou and Taiyuan, China.

Since July, several of the nine large Chinese companies ap-
proved by the Chinese government to seek listings on the Hong
Kong Stock Exchange have done so. These include Shanghai Petro-
chemical Co. Ltd., the largest petrochemical company in China;
Tsingtao Brewery Co. Ltd., the maker of Tsingtao beer;
Guangzhou Shipyard International Co. Ltd. , a builder of military
as well as commercial vessels; and Beilen Printing Machinery Hold-
ings L.td. , the largest manufacturer of offset presses in China.

These are industrial giants restructured from large state enter-
prises. A class of their stock, so called “H shares” has been or is in
the process of being listed on the Hong Kong Stock Exchange. In
addition, Shanghai Petrochemical is also traded on the NYSE in the
form of American Depositary Receipts'®, a surrogate security repre-
senting the H shares, And the H shares in the securities market re-

- main fairly firm'® in the earning reporting period.

While the Chinese securities markets and regulations are still in
their formative stage, the Chinese government has sought to assert
more centralized control over securities activities of Chinese compa-
nies. In December 1992, the State Council issued a notice outlining
restrictions and procedures applicable to domestic and foreign securi-
ties offerings by Chinese companies.

Apart from clarifying the authority delegated to the securities
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regulatory commissions, the State Council notice imposes an ap-
proval requirement designed to manage the total number of public
offerings by Chinese companies and to coordinate the allocation of
such opportunities among various regions of the country. In the
meantime, work on a Securities LLaw continues.

As China’s securities markets and regulations develop, state
enterprises in China will have a clearer sense of the options available
to them to pursue private capital. Those that resort to the capital
markets in China or abroad will have clear procedural guidance and
safeguards. Moreover, obtaining equity financing from the capital
markets further promotes the marke: reform of these enterprises.

International securities activities by Chinese companies,
whether through the Chinese or international capital markets will
mark a further integration of the Chinese economy with the rest of
the world in late 1990s. American lawyers have long been a part of
international corporate finance, and can play a valuable role in
bringing about both a sound securities framework in China and in
assisting Chinese companies to obtain financing in the international

market.

NOTES

1. This article represents Brilliance China Automotive Holdings
Limited in its IPO, which was the first NYSE listing of China-
based company. So as counsel to the issuer or the underwriter,
the author has participated in the ITPO in the United States and
NYSE listing of two other China-related companies, Ek Chor
China Motorcycle Co. Ltd. and China Tire Holdings I.td.

2. NYSE:. New York Stock Exchange, the oldest (1792) and
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3.

4.

5.

largest stock exchange in the United States, located at 11 Wall
Street in New York City; also known as Big Board and The Ex-
change. The common stocks of more than 1600 companies are
traded on the NYSE, and each company must meet the
Exchange’s stringent listing requirements. Bonds, preferred
stocks, warrants, options, and rights are also traded on the
NYSE. HLHEFHE AR HEE RKILIHFRZS T
financial statements,; (Brit. E) W & &3, ()M &R E
(46 20 A 7 48 B 2R R 23 i (o7 BB R 42 it 9 U 35 AR DL 4R o5, A 24
F U & 4k 727 (inancial position statements) ;3B A A &
AL IE 55 4R 7 L SR P LR AL R R B S P B R g B
disclosure;
1) An explanation attached to a financial statement, or em-
bodied in report (say; an auditor’s );
containing a fact, or detail required in the interpretation of
the report or statement, revealing of relevant financial infor-
mation RS, A FR IBIR A R B FI A4 (AR
B TEWE 55 iR a1 U i 2 A BB 450D
the disclosure of the financial statement W %3RF WL A0
disclosure of details of manufacturing costs 247 1£ /X B
& A
The scope of disclosure is generally less than is customary for
international markets. (¥ERE2 8] )W % R4 R A HEH
B B T I8 %
2) act of telling details: EFEM T .iEE
The disclosure of the turnover bid raised the price of the
shares. I MMM FEHHBE  EREME LK.
equity issues: RITIEH, K iTHE
equity (the part of a company’s money that is raised by selling
.10 -



