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Unit 1

Text A China’s Securities Markets Open to

Foreign Investment

The China Securities Regulatory Commission (CSRC) has enacted
new rules that allow foreign financial firms to acquire stakes in PRC fund-
management and securities companies. Both of the new rules, which took
effect on July 1, 2002, open the door to foreign investment in a sector
that previously has been almost completely off-limits to foreign participa-
tion.

The Regulations on the Establishment of Fund-Management Compa-
nies with Foreign Equity comply with China’s World Trade Organization
(WTO) commitments, while the Regulations on the Establishment of Se-
curities Companies with Foreign Equity accelerate the schedule for reform.
China’s WTO working party report does not mandate liberalization for se-
curities companies until December 2004. However, PRC authorities will
keep a firm grip on the industry through business scope restrictions .

A line at the door

China has been developing securities markets for more than a
decade. Though not yet large when compared to such foreign markets as
the NASDAQ National Market or the New York Stock Exchange, China’s
stock markets have grown rapidly. The country now has two stock ex-
changes—one in Shanghai and one in Shenzhen—1,178 listed compa-

nies, and total market capitalization of more than $ 500 billion. China
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also has more than 68 million brokerage accounts and in June 2002 trad-
ing turnover was $ 49 billion. Though each of these numbers can be
qualified in important ways, they accurately suggest that much progress
has been made in a relatively short time.

Foreign financial giants are enthusiastic about entering China’s se-
curities markets and have already signed a number of technical cooperation
agreements and memoranda of understanding for joint ventures in anticipa-
tion of the new regulations.

Foreign fund managers are particularly enthralled with the prospect
of providing fund-management services to millions of Chinese retail in-
vestors who currently speculate in, or “stir-fry” stocks directly. China
has only five mutual funds—in contrast 1o more than 7,000 in the Unit-
ed States—and established them only within the last 11 months. (A sixth
mutual fund has been approved but not yet established. )

Even if Chinese investors do not buy funds in large numbers, pro-
viding them with brokerage services could be lucrative . Underwriting also
offers titillating possibilities— a comparatively small number of Chinese
companies have accessed public markets thus far, so the potential seems
enormous .

Ownership caps

The new rules do not throw the door to China’s market wide open,
however. Foreign investment in fund-management companies may not ex-
ceed 33 percent, and the cap will rise only to 49 percent by December
11, 2004. Foreign investment stakes in securities companies are limited
to 33 percent. China is under no obligation to allow foreign ownership be-
yond these levels for either type of company in the future.

Even though foreign ownership in fund-management companies is
currently limited to 33 percent, a foreign investor can he the company ’ s

largest shareholder. In contrast, the rules on securities companies make it



clear that a single Chinese party must hold one-third of a company’s

shares, making outright control by a foreign investor impossible.

Investor qualifications

Chinese investors in foreign-invested fund-management and securities

companies are subject to the same requirements as investors in domestic

fund-management and securities companies. These include stringent capi-

talization requirements.

Foreign investors in fund-management and securities companies must

meet additional, special requirements, and CSRC reserves the right to

add any prudential requirements that it deems advisable. Both regulations

require that foreign investors be

located in a country that has “perfected” its securities law and super-
vision and whose securities regulatory authority maintains a cooperative
relationship, and has a memorandum of understanding, with CSRC
(as have the United States, Hong Kong, and other leading jurisdic-
tions) ; and

unsullied by major regulatory or judicial penalties imposed within the
last three years.

A foreign investor in a fund-management company must also

be a “financial institution” in the country where it is located;

have asset management qualifications and experience, if it is the
largest shareholder; and

have paid-in capital of no less than the foreign-currency equivalent of
¥ 300 million ( $ 36.2 million) .

CSRC also limits foreign investors to participation in only two fund-
management companies, of which they may be the controlling share-
holder of just one.

A foreign investor in a securities company must have

a license to engage in the securities business in the country where it is
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based;

@ at least 10 years of experience in the financial industry;

® a record of compliance with all risk control requirements of its home
country during the previous three years; and

® a2 “good reputation and business record”.in interational securities
markets .

These requirements reveal that China is seeking investment from for-
eign financial firms with industry experience, not from purely financial in-
vestors. This preference for strategic rather than financial investors has
been the dominant pattemn in China’s reform era: China grants limited
market access in exchange for capital, technology, and know-how that
will help the country develop.

Scope of business

Foreign-invested fund-management companies can provide the same
services as domestic fund-management companies, namely, establishing
and managing public securities investment funds. China issued separate
rules on foreign investment in venture capital funds in September 2001 .

Foreign-invested securities companies, on the other hand, will not
be allowed to do everything that purely domestic securities companies do,
even though the new rules require them to have the minimum capitaliza-
tion required to be a “comprehensive” securities company . In particular,
foreign-invested securities companies may not engage in A-share brokerage
business or proprietary trading of A or B shares. These have been key
revenue sources for PRC securities companies, particularly since initial
public offerings (IPOs) have slowed dramatically.

Foreign-invested securities companies may, however, engage broadly
in underwriting stocks and bonds. They may underwrite both A-and B-
share issues as well as overseas listings by Chinese companies. They will

also be permitted to underwrite and provide brokerage services for both



government bonds and corporate bonds. Though barred from proprietary
stock trading, foreign-invested securities companies can trade government
and corporate bonds for their own account.

Fixation on registered capital

Qualified investors must provide at least ¥ 10 million ( $ 1.2 mil-
lion) in registered capital to establish a fund-management company and at
least ¥ 500 million ( $ 60.4 million) for a securities company. As noted
above, investors in fund-management companies must have at least ¥ 300
million in paid-in capital, but investors in securities companies do not
have a paid-in capital requirement.

The minimum paid-in capital requirement for shareholders in fund-
management companies seems misguided. Although the ¥ 300 million
threshold is the same for both foreign and Chinese investors, the real is-
sue should not be how much capital investors ostensibly have but whether
they are capable of adding value through investment of capital or exper-
tise. In reality, several individual foreign asset-management companies
already manage assets that exceed by many times the entire amount invest-
ed in the current PRC funds industry. Rather than requiring that the enti-
ty directly holding an investment in a fund-management company be over-
capitalized, a more artful approach would be to require that a shareholder
or its parent have a certain amount of assets under management.

Finding suitable partners

Foreign investment, as a general maiter, is eagerly sought in China.
But foreign investors wishing to establish fund-management or securities
companies under the new rules may face challenges in finding suitable and
willing Chinese partners.

Each Chinese partner in a fund-management company must have at
least ¥ 300 million of paid-in capital, and the lead promoter of the com-

pany must be a trust and investment company (few of which remain, after
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waves of government clean up in the sector) or a securities company .

Moreover, qualified Chinese entities face significant disincentives to
accept foreign investment. For example, domestic securities companies
with foreign investment cannot earn lucrative brokerage commissions for A-
share trading or income from proprietary trading of A and B shares in ad-
dition, a fund-management or securities company that accepts foreign in-
vestment apparently cannot conduct an IPO, because the Company Law
does not permit limited liability companies to list. If a domestic company
remains a company limited by shares, however, it can raise additional
capital through an IPO and avoid restriction on its business scope .

A Chinese securities firm that wants to list and continue lucrative A-
share brokerage or proprietary A-and B-share trading businesses may es-
tablish a new securities company with foreign investors rather than convert
the existing entity into one with foreign investment. However, the capital
requirements for a new securities company and the prospect of creating a
competitor (for underwriting business, at least) could discourage this op-
tion.

Foreign professionals

The new rules set no limits on foreign participation in the day-to-day
operations of foreign-invested fund-management or securities companies.
However, they do require that the board chair, the general manager, and
other top-level officers be qualified to engage in the securities business
under CSRC regulations. These qualifications include passing an industry
exam in Chinese—a challenge for many foreign fund managers. CSRC has
indicated that it may waive some of the normal personnel qualification re-
quirements for foreign professionals in fund-management companies, but
implementation remains unclear.

Other CSRC regulations conceming fund-management and security

company officers may also affect foreign personnel. For example, existing



regulations prohibit officers and directors of such companies from having
other employment or from trading securities .
Joining a party in progress

The new rules are a welcome invitation for foreign investors interest-
ed in entering China’ s rapidly developing securities markets as sharehold-
ers in fund-management and securities companies. But the invitation is
circumscribed by ownership caps, business scope restrictions, and a lim-
ited pool of qualified Chinese partners. Moreover, investors establishing
ventures under the new rules will be joining a party already in progress.
Foreign firms will have their work cut out for them in the PRC’ s turbulent

and immature capital markets.
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Exercises

I . True or False

1. China’s WTO working party reports that no liberation was granted to
securities companies after December 2004 .

2. Brokerage service and underwriting are likely to be lucrative although
Chinese investors do not buy a large member of funds.

3. Foreign fund-management companies will be limited to 49 percent by
2003, and Chinese party holds one-third of a company s shares.

4. Those requirements of investor qualifications reveal that China is seek-
ing investment on a pure financial purpose.

5. Foreign-invested securities companies can not only underwrite stocks
and bonds but also provide brokérage services for them.

6. Special-purpose offshore vehicles show a greater flexibility on future
transfer.

7. Qualified investors must provide at least $ 1.2 million to establish a

securities company and $ 60.4 million for a fund-management compa-
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