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It has recently been widely reported that several PRC judicial, arbitral and
administrative decisions on cases involving VIEs indicate the PRC government’s
negative attitude towards the use of VIE arrangements in China. This memorandum
will analyze these cases and decisions, distinguish between these cases and a typical
VIE structure, and illustrate how these decisions may impact use of VIE arrangements
in China.
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1. Summary of recent judicial judgments, arbitration awards and
administrative decisions concerning the VIE structure

A K VIE A HEERBE A Bt g RAT Bk 5E W feT ik

1.1 Arbitration awards of CIETAC Shanghai in two related cases involving an
online game operating company using the VIE structure
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According to an article published in China Business Law Journal, a tribunal
of the China International Economic and Trade Arbitration Commission
(“CIETAC”) Shanghai ruled in 2010 and 2011 in two related cases
involving the VIE arrangement of an online game operating company, stating
that the VIE agreements were void on the grounds that such arrangement
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violated the mandatory provisions of administrative regulations prohibiting
foreign investors from investing in the online game operation business, and
constituted “concealing illegal intentions with a lawful form”.
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1.2 Judgment of the PRC Supreme Court in the dispute between Chinachem
Financial Services and China Small and Medium Enterprises Investment Co.,
Ltd. over ownership of shares in Minsheng Bank
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It was reported that the Supreme People’s Court of the PRC (the “Supreme
Court”) in late 2012 made a ruling on a dispute between Chinachem
Financial Services (“Chinachem”), a Hong Kong investor, and China Small
and Medium Enterprises Investment Co., Ltd. (“SME Company”), a PRC
firm who held shares of Minsheng Bank, a financial institution established in
China, on behalf of Chinachem. In 1995, Chinachem entered into a series
of agreements with SME Company, including entrustment agreements and
loan agreements. According to the loan agreements (the “Minsheng Loan
Agreements”), Chinachem provided loans to SME Company for subscribing
to shares in Minsheng Bank and the interests of the loans shall equal the
dividends obtained from Minsheng Bank. Through the entrustment
agreements (the “Minsheng Entrustment Agreements”), Chinachem
authorized SME Company to act on its behalf as its proxy with respect to the
shares in Minsheng Bank, including holding the shares in Minsheng Bank on
behalf of Chinachem, managing and exercising all the rights and interests
associated with these shares, and filling in a director position on the board of
Minsheng Bank, while SME Company undertook to exercise the voting
rights associated with these shares following the instructions of Chinachem.
Chinachem soon had a dispute with SME Company over the ownership of
the Minsheng Bank shares and the related dividends. The dispute ended up
in PRC courts for 12 years until a recent ruling by the Supreme Court. The
Supreme Court ruled, among other things, that the agreements between
Chinachem and SME Company were invalid on the ground that these
agreements established an entrustment relationship, which circumvented the
PRC laws and regulations on foreign investment in the financial industry and
constituted “concealing illegal intentions with a lawful form.”
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1.3 Anti-monopoly Approval on Wal-Mart’s acquisition of shares in Yihaodian
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On August 14, 2012, the Anti-monopoly Bureau of Chinese Ministry of
Commerce (the “Anti-monopoly Bureau”) released its announcement
concerning the anti-monopoly approval of Wal-Mart Stores, Inc.’s
(“Wal-Mart”) proposed acquisition of Newheight Holdings Ltd., a company
that owns Yihaodian (collectively “Yihaodian”), an e-commerce business in
China, on the condition that, after the closing of the transaction, Wal-Mart
must not engage in the value-added telecommunications business then
operated by Yihaodian through its VIE structure. The reason given by the
Anti-monopoly Bureau in its published decision for such condition was that
“if the post-merger entity enters the value-added telecommunications market
via Yihaodian’s online store, it will be able to rapidly expand its business by
relying on its comprehensive competitive advantages in both the existing
offline retail market and the online retail business, gain a dominant position
in the value-added telecommunications market, and substantively enhance its
bargaining power against users of online platforms, and therefore may have
the effects of excluding or restraining competition in China’s value-added
telecommunications market.”
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Key distinctions between a typical VIE arrangement and the above cases
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2.1 CIETAC Shanghai Cases
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According to publicly available information, the agreements entered into by
the parties in the two CIETAC Shanghai Cases are typical VIE agreements
and the domestic company involved in these two cases was mainly engaged
in online game operation. Although the PRC’s foreign investment regime
restricts or prohibits foreign investment in quite some industries, online game
operation is one of few industries where there are rules specifically
prohibiting foreign investors from controlling and participating in the
business indirectly through contractual or technical support arrangements.
By contrast, there are no such specific rules for most other industries where
foreign investment is restricted or prohibited.
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Even for VIE arrangements used in online game operating industry, the
impact of the aforementioned rules prohibiting indirect control in online
game businesses remains uncertain. Such a prohibition is stipulated in a
circular (the “Circular 13”) promulgated by the General Administration of
Press and Publication (the “GAPP”), the National Copyright Administration,
and the National Office of Combating Pornography and lllegal Publications,
which are all ministries and commissions under the PRC State Council.
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e  Firstly, under the PRC Contract Law, a contract will be held void under a
few circumstances, including “concealing illegal intentions with a lawful
form” or violation of mandatory provisions of the laws, which refer to
laws promulgated by the National People’s Congress or its Standing
Committee, and administrative regulations, which refer to administrative
regulations issued by the State Council. A judicial interpretation issued
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by the Supreme Court emphasized that all courts shall only rely on laws
and administrative regulations to declare a contract invalid, and must not
make such judgments based on rules formulated by ministries and
commissions under the PRC State Council’. Therefore, a contract
should not be held invalid purely because of its violation of the Circular
13. Although the arbitral awards of the two CIETAC Shanghai cases
are not publicly available, it is said that Circular 13 was one of the most
significant reasons affecting the arbitration tribunal’s decisions, but the
arbitration tribunal, being fully aware that the Circular 13 is neither a law
nor an administrative regulation, did not specifically refer to the Circular
13 inits awards. The arbitration tribunal seems to reach the decision by
not adequately deliberating or differentiate whether the VIE agreements
were held void on the ground of violating the mandatory provisions of
administrative regulations prohibiting foreign investors from investing in
the online game operation business, or on the ground of constituting
“concealing illegal intentions with a lawful form”. Compared with
violation of the mandatory provisions of laws and administrative
regulations, “concealing illegal intentions with a lawful form” is a quite
vague concept under the PRC Contract Law with no clear legislative or
judicial interpretations on its scope.
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e Secondly, from administrative regulatory respect, the GAPP is one of the
regulators of the online game industry and the foreign investment in such
industry.  The other primary regulators, including the Ministry of

* According to the judicial interpretations of the Supreme Court, if violation of rules formulated by ministries and
commissions results in damaging public interest, the courts may refer to damaging public interests, which is
another circumstance provided under the PRC Contract Law that contracts may be held invalid.
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Culture, the Ministry of Industry and Information Technology and the
Ministry of Commerce, did not join the GAPP in promulgating the
Circular 13, nor have they issued any similar rules in this respect.
Therefore, it remains unclear just how the Circular 13 will be
implemented or enforced. In Particular, the GAPP’s authority in the
online game industry is to approve the publication of online games
before their launch on the Internet, while the Ministry of Culture is
authorized to administer and regulate the overall online game industry,
including investigation of online games launched on the Internet without
the prior GAPP approval.
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2.2 Minsheng Bank Case
RARITE

Although some press linked the Minsheng Bank case to the VIE structure, it
should be noted that there are some significant distinctions between the
agreements in the Minsheng Bank case and those in a typical VIE structure.
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e Firstly, it was reported that the Minsheng Entrustment Agreements
expressly provided that Chinachem authorized SME Company to invest
in Minsheng Bank and hold the subscribed shares on behalf of
Chinachem, which we understand should be one of the main reasons for
the Supreme Court to deem the relationship between Chinachem and
SME Company as an entrustment relationship. However, in a typical
VIE arrangement, there is no such provision in any VIE agreement.
Although there is a power of attorney or voting right entrustment
agreement in a typical VIE arrangement, these documents typically
provide that the registered shareholders of the domestic companies, i.e.
the VIEs, authorize a wholly foreign-owned enterprise (the “WFOE”) to
act on behalf of the registered shareholders as their proxy to exercise all
rights associated with the equity interests held by the registered
shareholders, such as the wvoting rights.  Neither the power of
attorney/voting right entrustment agreement nor any of the other typical
VIE agreements expressly provide that registered shareholders are
holding equity interests in the VIEs on behalf of the WFOEs. Instead,



HAN KuN LAaw OFFICES
SR VT BT B-FT

these VIE agreements provide that the registered shareholders, as owners
of the equity interests of the VIEs, agree to grant rights associated with
their equity interests to the WFOEs. Under PRC law, shareholders have
the right to dispose their equity interests and are not prohibited from
authorizing other persons to exercise their shareholders’ rights.
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e Secondly, publicly available information shows that Chinachem in the

Minsheng Bank case expected to receive economic benefits in the form
of loan interests as provided under the Minsheng Loan Agreements.
Although there are loan agreements in some VIE arrangements in
connection with the loans from the WFOEs to the shareholders of the
VIEs, the loans are not used to transfer economic interests from the VIEs
to the WFOEs. In a typical VIE arrangement, the WFOE provides
various services, such as technical services, consultation, intellectual
property licensing, training services and procurement to the VIE, and the
VIE pays service fees or royalties to the WFOE under the business
cooperation agreements, technology service agreements and/or licensing
agreements. These transactions are designed to give the WFOE the
right to receive the economic benefits from the VIE through provision of
services, which are not prohibited under PRC law.
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In addition, a typical VIE structure is also different from the arrangement in
the Minsheng Bank case in the following respects, though one cannot tell from
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the publicly available information whether the Supreme Court took into
consideration these factors in making its judgment.
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e Firstly, in the Minsheng Bank case, the signing party to all the
agreements was Chinachem, an offshore company, while in a typical VIE
structure, a WFOE is set up in mainland China to sign VIE agreements
with the VIE and its registered shareholders.  Although both
Chinachem and the WFOE are ultimately owned by offshore investors,
the WFOE is a PRC company duly authorized by the PRC governmental
authorities to conduct businesses in China in accordance with its
approved business scopes, while as an offshore company, Chinachem’s
ability to conduct business in China is quite limited and subject to more
approval requirements. For example, under a typical VIE structure, the
WEFOE is paid for services provided to the VIE and these services are
within their approved business scope. In the Minsheng Bank case,
Chinachem expected to be paid through the interests of loans, but it is
not known whether such arrangement had satisfied the required foreign
exchange approval or registration procedures, including the procedures
for foreign currency loans provided by Chinachem to SME Company.
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e Secondly, in the Minsheng Bank Case, the agreements were signed only
between Chinachem and SME Company without involving Minsheng
Bank and its other shareholders, while in a typical VIE structure, the VIE
and all its shareholders sign the relevant agreements, either to undertake
obligations or acknowledge the obligations undertaken by each other
shareholder. Participation of the VIE and all its shareholders in the VIE
structure reduces the risk that the agreements being held invalid on the
ground that the WFOE and a shareholder of the VIE colluding with each
other to damage interests of the VIE or its other shareholders.
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e Thirdly, in a typical VIE structure, there is an equity pledge agreement

between the WFOE and the registered shareholder who pledges all its
equity interests in the VIE to the WFOE to secure the relevant
obligations of the VIE and/or such shareholder to the WFOE. Upon
registration with the relevant governmental authorities, the pledge
becomes effective and if there is any breach of the secured obligations,
the WFOE may have additional protection from the exercise of the
pledge. In the Minsheng Bank case, although there was agreement on
the pledge of the shares of Minsheng Bank in the agreements signed by
the parties, the pledge was not registered. Besides, the pledge of the
shares of Minsheng Bank to Chinachem, as an offshore company, is
subject to additional foreign exchange approvals/registrations, which
seems to have not been obtained in the Minsheng Bank case.
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2.3 Wal-Mart Case
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Although the conditional approval of the Anti-monopoly Bureau prohibited
Wal-Mart from operating value-added telecommunication business through
the VIE structure, the published decision was based on competition concern
and did not draw any conclusion on the legality or validity of the VIE
structure involved in this case.
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3. Some relevant PRC legal principles
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Judicial judgments and arbitration awards are NOT binding precedents
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Mainland China adopts a statute law system, under which judicial judgments
are not binding when the courts decide subsequent cases with similar issues
or facts. In mainland China, all cases are adjudicated in accordance with
written statutes and the judicial interpretations officially promulgated by the
Supreme Court. In addition, the Supreme Court also publishes some
guiding cases from time to time for all courts’ reference and such guiding
cases should be taken into consideration by the courts when deciding similar
cases, while no other cases have such effects. Therefore, the Supreme
Court’s decision in the Minsheng Bank case will not be binding precedent or
have any reference effect on subsequent similar cases unless and until the
Minsheng Bank case is published by the Supreme Court as a guiding case in
the future. As for CIETAC Shanghai’s awards, arbitration awards are
confidential and have no binding or reference effect at all.
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Contract Law Principles
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Both the CIETAC Shanghai cases and the Minsheng Bank case refer to
“concealing illegal intentions with a lawful form,” which is provided under
Article 52 of the PRC Contract Law, as one of the grounds for declaring
contracts invalid. There is no clear legislative or judicial interpretation on
what constitutes “illegal intentions.” The interpretation of such provision
may be subject to the discretion of courts and arbitration tribunals, which
may interpret it more narrowly or broadly. However, when deciding the
validity of contracts, the courts and arbitration tribunals shall also respect and
follow the general principles set forth in Section One (General Rules) of the
PRC Contract Law, including the principle of freedom of contracts. As a
fundamental and significant rule of the PRC Contract Law, the parties have
the right to enter into contracts in accordance with their own wishes and no
person may illegally interfere with such right.  Such principle has also been
emphasized by the Supreme Court.
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Impact on VIE arrangements
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As the PRC authorities have been silent on the VIE structure since its adoption,
their attitudes remain unclear, and it is hard to predict what their attitudes will be
or what actions they may take in future towards the currently widely used VIE
structure.  Although it was reported that the recent cases indicated PRC
government’s negative attitude, in light of the distinctions between the referenced
cases and a typical VIE arrangement, and the PRC legal principals as analyzed
above, it cannot be concluded that such cases would have an immediate and
adverse impact on the typically adopted VIE structures. In addition, the
following factors should also not be ignored.
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e The VIE arrangements have already been adopted by many Chinese
companies listed in the United States, Hong Kong and other stock
exchanges. Any generally applicable decision on the legality or
validity of the VIE agreements or VIE structure will have significant
impacts worldwide.  Under such circumstances, the attitude of
legislative, administrative and judicial authorities in mainland China tend
to be cautious and conservative. We have not become aware of any
regulatory or legislative actions taken by the PRC governmental
authorities on the existing VIE structure of publicly listed companies,
nor have we observed any proposal to make new laws or regulations
regulating the VIE structure in any publicly available annual legislation
plan of the PRC.
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It has been reported that China plans to launch an international board in
Shanghai Stock Exchange (“SIB”) to attract large foreign companies,
including leading overseas-incorporated China-based companies that are
listed on the Hong Kong, United States and other offshore stock
exchanges, to list their shares in Shanghai. Although the SIB has not
been officially established yet, and there is no clear timetable for its
establishment, the China Securities Regulatory Commission (the
“CSRC”) and the Shanghai Stock Exchange have conducted some
research and solicited candidates for listing on the SIB. Many offshore
listed companies with VIE structure have been informally invited to
submit their applications for listing on the future SIB. Presumably, the
CSRC may not have seen the VIE structure as a substantial obstacle for
listing on the SIB, which is under the regulation and supervision of PRC
law.

A RERR, T EE BERIESRAZ 5 BT bR, DR 51 R B4k
Eaw], BIEERE. 35E AL SMIES2E 5 B BT WL T
SMIDLTT H A R AE B BT BROR B BRAR R S H R AL R
HE W RE R, PEIEFREEEREZ RS (“9ERe” ) ML
WHIESR A oy B e T e id — S i it i) TAE, FF il — g fe
[ Bl BT g N 2R VIE 288550 Eir A =] Sk =
BB E AR B AL 1 [E Brfo =2 BT i . A Bk, WyFmr Ll
PN H I MR 2 AR VIE SRR DY 32 3 v By e 4 1) ] oot
T — I KPR AS

Under PRC law, one of the conditions for an IPO in mainland China is
that the issuer must not have committed any significant illegal acts
within three years prior to its application for the IPO. In June 2012,
Beijing Eastdawn Information Technology Co., Ltd. (“Eastdawn”), a
company engaged in a certain industry that is restricted to foreign
investment, passed the review of Public Offering Review Committee of
Growth Enterprise Board, an organization established by the CSRC to
review and verify applications for public offerings, on a review meeting
for IPO in mainland China. Eastdawn initially intended to go public
outside of China and had set up an offshore holding structure and
adopted the VIE arrangement for the purposes of listing outside of China.
When Eastdawn subsequently decided to go public in mainland China, it
re-organized its offshore holding structure to an onshore structure by
eliminating the original VIE arrangement in November 2010.
Eastdawn then applied for IPO in mainland China and passed the review
of Public Offering Review Committee of Growth Enterprise Board
within three years following termination of the VIE agreements. This
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fact may suggest that the existence of VIE structure in industries
restricted to foreign investment before the IPO does not constitute a
significant illegal act, at least in the CSRC’s IPO approval process.

AR A By, A o B R R B IR AT RAT R 2 2 — 2 R AT A
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*k*k

Please note that this memorandum has been rendered only with respect to the laws
and regulations of the PRC (for the purpose of interpretation in this Memo only, the
PRC shall not include Hong Kong, Taiwan or Macau) in force as of the date of this
memorandum, and that we have made no investigations in any other jurisdiction.
This memorandum is to be furnished for reference purposes and does not constitute
our legal opinions.

WO R, A SRR A& S B2 H o E TR vk s
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We hope this memorandum is helpful. Should you have any further questions or
require further instructions, please feel free to contact us.

T BARR BTN A TR . 25 A AT — B 1 ] R R, R 5 AT TR
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