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Abstract

Through in-depth study on the history, present
situation and future development of U. S, funds regulatory
system, this book presents a structure and a set of methods
for modernizing China’s funds regulation under the
precondition of not enhancing systematic risk substantially.
The fundamental principle is to ultimately satisfy and
protect the interests of investors. Further more, this book
tries to solve the dilemma of *if normalized too much, the
development will be restrained; if developed too fast, some
problems will happen”, which has been puzzling the
securities industry of China for a long time.

In order to fully develop China’s funds industry and
improve its service fundamentally, first of all, China’s
funds industry must be fundamentally modernized, and
create an environment of fully competition and innovation.
The regulatory systems, not only cross-industry but also
more importantly within industry, must be integrated,
including the followings: fundamentally decrease the entry
requirements for funds industry, and change the funds from
special products to ordinary products; highly value the
multiplicity and equilibrium of funds scale, not only
developing “the carrier-type” funds and their management
companies, but also “the boutique-type” ones; take

functional regulation on funds management institutions and

o 14



securities institutions, and solve their relationship by using
the above theory among securities companies, funds
management companies and investment advisory companies
regarding developing discretionary assets management; the
operational structure of fund industry should be loosed, and
take “blocks” regulation,

The second important aspect for modernization is to
deregulate fund products. Closed-end funds and open-end
funds are two extreme points of fund products. Semi-open-
end funds, semi-closed-end funds, the hybrid of open-end
funds and closed-end funds as well as different share classes
within one fund can all be in the series of fund products
regulation. Such new understanding of fund products would
help to improve the current simpleness of fund products and
over regulation on them,

A series of deregulation may improve funds services,
and satisfy investors’ demands, but accordingly, increase
systematic risk dramatically in funds industry. Thus, a
series of measures of risk control must be taken. After
deregulation, the traditional policy control will be defective,
and a series of risk-based regulations should be established
by using market and indirect measures. They can be taken
from two angles simultaneously: one is the regulated firms,
another is investors. Traditionally, the risk control focuses
on the regulated firms, such as strict control over fund

product innovation . In fact , if investors could get efficient
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risk information for  making reasonable investment
decisions, and be classified and matched to different
investment products according to their abilities of risk
identification and tolerance, the burden over the regulated
firms could be relieved, and even broader choices could be
provided with the investors. In terms of establishing risk
control system for the regulated firms, funds industry in
China needs to establish two mechanisms: the independence
of corporate governance, and investors’ assets protection
system:; assets compensation and commercial insurance. For
controlling risk through investors, main measures are risk
disclosure, risk rating and investor classification. The first
two ones need to be finished by the regulated firms, and the
last one is for investors themselves. It is a restriction to
investors with low abilities of risk identification and
tolerance, but a freer and more selectable space to investors
with high abilities.

How to put the above measures into practice? It is to
establish risk-based funds examination. In light of
examining methods, a systematically unitary risk rating
mechanism should be established. Regulators periodically
publicize the areas with high risk, and disclose to the public
in time the risk situation of the regulated firms, letting
investors identify and distinct where the risk is, and
correcting the firms’ conduct through the selection of public

media and investors. Accordingly, regulatory system should

. 16 »



be modernized too. Examination. management ( policy-
making and approval) and enforcement should be separated
from each other, and establish three-in-one structure with
before-event ( policy-making and approval), in the event
( examination ) and after event (investigation and
enforcement). The three divisions can focus on {inding out
potential deficiencies and forming systematic risk regulatory
network by cooperating each other and specializing in their
own fields respectively.

Thus, we need to reform accordingly the current
structure of funds examination. First, the examining
division should be independent; second, establishing
independent division of investor’ s relationship; third,
managing the funds examination by using matrix model.
Last, re-divide the regulatory responsibilities and powers
between central regﬁlator and its regional offices. Approval
is subject to central regulator, daily examination,
investigation and enforcement should be mainly subject to
local offices, while the central regulator focusing on policy-
making and coordination within the examination and
enforcement lines respectively.

After establishing the fundamental structure, this book
specially discusses the regulatory issue of venture capital
fund industry. It can be extended to the regulation of other

types of non-listed-securities investment funds and private

funds.
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The funds regulation in US is mainly about mutual
funds. But it does not means that venture capital funds
industry is excluded from regulation. The US-created
Business Development Companies and the exemption of
private investment companies are good examples.

Only is a good regulatory system established, can
venture capital industry itself develop healthy and orderly in
China. Currently, venture capital funds and their
management companies are being set up one by one. The
regulatory policy and system should follow it closely.
Considering the specialty of risk in venture capital industry,
the investors participating in venture capital funds must
have the ability of risk identification and tolerance. Thus the
venture capital funds can be regulated indirectly through
regulating venture capital funds management companies, so
as to maintain the flexibility of venture capital funds
themselves, In essence, venture capital funds are the same
as securities investment funds. Therefore, the regulation on
venture capital funds should be integrated in the regulation
of securities investment funds, and subjected to the same
regulator’s regulation. For venture capital funds have their
own specialties in terms of operation, the prominent
problems are the valuation of fund assets and the transaction
of fund shares. The fund assets are valuated independently
through third parties. The transaction of fund shares must

be based on their valuation.
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