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1. Beijing Arbitration Commission Makes a Breakthrough Revision to
Arbitrator's Fee Schedule, Further Aligns with International Practices

Authors: Xianglin CHEN | Ying SUN

On July 19, 2019, the Beijing Arbitration Commission (“BAC”) issued a new version of the Beijing
Arbitration Commission Arbitration Rules and an appendix “Fee Schedule” (which will be effective on
September 1, 2019, the “New Rules”). The New Rules introduce revisions or formulate new provisions,
including with respect to the fee schedule, the administration of arbitration procedures, and multi-contract
arbitrations. Among them, the revision of the arbitrator's fee schedule is considered to be groundbreaking
and of great significance.

How arbitrator’s fees are charged is a significant issue in international and domestic
arbitrations

Arbitrator’s fees are of importance because:
B First, they determine to a certain extent the cost of the parties to participate in arbitration proceedings.

B Second, they relate to and influence the arbitrators’ commitment to the case in terms of time and
energy.

B Third, a reasonable fee schedule can effectively improve the specialization and professionalism of
arbitrators, and provide assurance as to the independence and impatrtiality of arbitrators.

There have long been substantial differences in the arbitrator’s fee schedule between
domestic and international arbitration institutions

These differences mainly include:

B First, in domestic arbitration, the arbitrator’s fee charging standards and amounts are not transparent.
Domestic arbitration institutions typically publish the fee schedule, which mainly includes a case
acceptance fee and a case handling fee. However, the percentage of the fees which will be paid to
the arbitrator is unclear to the parties, nor is such percentage specified in the arbitral award. This
differs from international arbitrations, where the calculation and amount of the arbitrator’s fee is
disclosed and clear to the parties.

B Second, in domestic arbitration, the parties have no right to decide the arbitrator fees charging rules.
The arbitrator fee charging rules are essentially determined by the arbitration institution, while the
parties and arbitrators have no say in that process. However, in international arbitrations, the parties
may negotiate with the arbitrators regarding their fees.

B Third, in most cases, domestic arbitration institutions do not charge arbitrator fees on an hourly basis
(especially for domestic arbitrators). However, in the course of international arbitrations, hourly billing
is a widely adopted and accepted charging method for arbitrators.

www.hankunlaw.com
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The New Rules make breakthrough revisions to the arbitrator’s fee schedule, further
aligning with international arbitration practices

The revisions mainly include:

www.hankunlaw.com

Giving transparency to arbitrator fees by clearly dividing arbitration fees into arbitrator’s fees
and administration fees

According to the 2015 edition of the Beijing Arbitration Commission Arbitration Rules (the “Current
Arbitration Rules”), like most domestic arbitration institutions, the fees BAC charges are divided into
two parts: the case acceptance fee and the case handling fee.

The New Rules divide the fees charged by the BAC into “arbitrator’s fees” and “administration fees”,
to replace the previous “case acceptance fees” and “case handling fees”, which improves the
transparency of BAC arbitrator fees.

Setting minimums and maximums for arbitrator’s fees and administration fees
Appropriately raising minimum fees

According to the Current Arbitration Rules, the minimum fee is RMB 14,550 for arbitration cases
involving amounts in dispute of up to RMB 250,000. Since the current charging standards are
insufficient to cover the arbitrator’s fees and administration costs, the New Rules provide that for cases
involving amounts of RMB 250,000 or less, the minimum arbitrator's fee is RMB 12,000 and the
minimum administration fee is RMB 5,000, a total of RMB 17,000.

Setting a maximum fee amount

In addition to raising minimum fees, the New Rules also set capped fees to reduce arbitration costs
of parties when administering cases involving large amounts in dispute. Specifically, the arbitrator’s
fee may not exceed RMB 18 million (for three arbitrators), which corresponds to an amount in dispute
of RMB 8.682 billion. The administration fee may not exceed RMB 8.761 million, which corresponds
to an amount in dispute of RMB 5 billion. This means that the total fee cannot exceed these capped
amounts for arbitrator’s fees and administration fees, even if the amount in dispute in an arbitration
case exceeds RMB 8.682 billion or RMB 5 billion, respectively.

Compared with the fee schedule in the Current Arbitration Rules, the use of these capped amounts
will effectively control the arbitration costs of the parties.

Allowing parties the option to pay arbitrator fees on an hourly basis

It is common in international arbitration for arbitrators to bill at hourly rates. Hourly billing has its
advantages, for example, it may encourage arbitrators to invest adequate time and effort in the case
and ensure quality case handling. In addition, the arbitrator’s fees will be proportionate to his or her
efforts and therefore better reflect the value of the arbitrator's professional skills and service.

According to the New Rules, arbitrators may charge fees on an hourly basis, provided it is so provided
in an agreement between the parties. However, the hourly rate cannot in principle exceed RMB
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5,000, in order to control the parties’ arbitration costs.

IV. Implementing a new fee schedule for emergency arbitrator procedures

According to the Current Arbitration Rules, the fee schedule for emergency arbitrator procedures are
as follows: RMB 10,000 for a single interim measure and an additional RMB 2,000 for each interim
measure thereafter.

The New Rules revise the original charging method and divide the fees into administration and
emergency arbitrator’s fees. Generally, the administration fee is fixed at RMB 10,000 and the
emergency arbitrator’s fees are a minimum of RMB 20,000. The fees may be increased
appropriately depending on the specific circumstances of the case. The parties may also agree that
the emergency arbitrator’s fees be calculated at an hourly rate, which should be determined by the
parties and the emergency arbitrator through negotiations.

V. Expedited procedures are now available for cases involving amounts not exceeding RMB 5
million, rather than the previous RMB 1 million

According to the Current Arbitration Rules, expedited procedures generally apply to cases in which
the amount in dispute does not exceed RMB 1 million. The New Rules increase this amount to RMB
5 million. The parties may, however, continue to apply the ordinary procedures in cases not
exceeding RMB 5 million if they so agree.

The primary differences between the expedited procedure and the ordinary procedure are that the
expedited procedure is tried by a sole arbitrator and the timing of the arbitration is more compact.
Handling cases with amounts in dispute of not more than RMB 5 million through the expedited
procedure, can effectively improve the efficiency of resolving such cases. Atthe same time, however,
greater requirements are placed on the professional competence of the arbitrator.

Overall review of the breakthrough revisions to the arbitrator’s fee schedule in the New
Rules

In general, the BAC'’s latest revisions to the arbitrator’s fee schedule are of great significance for promoting
the integration of domestic institutional arbitration with international arbitration practices and promoting the
professionalism of domestic arbitrators, which are reflective of BAC’'s efforts to promote the
internationalization of Chinese arbitration.

How arbitrators charge their fees is, of course, only one of the main aspects of arbitration. It is necessary
to ensure that these revisions can actively promote the overall development of the arbitration system and
ensure that arbitration, as the primary method for dispute resolution, achieves the dual value objectives of
fairness and efficiency, which still relies on the advancement of other elements.

www.hankunlaw.com
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2. Analyzing S Fund Participation in PE Fund Interest Secondaries

Authors: Evan Zhang | Daisy Qi | Moxi Zhang | Jin Qian | Xiao Ding

Private equity funds in China have undergone more than a decade of exploration since first appearing at
the end of the 20th century, and the regulatory system has gradually improved since 2014. Over these
years, the first batch of private equity funds has entered their exit periods or reached fund term expiration,
which has led to potential conflicts between some investors over the need to liquidate investments through
withdrawal and fund management teams who need to extend their fund terms so as to maximize returns.
In addition, the implementation of the Guiding Opinions on Regulating the Asset Management Business of
Financial Institutions and their supporting rules have emphasized deleveraging, which has placed
requirements on traditional private equity fund investors such as banks and wealth management firms to
conform within a prescribed period. All of these factors have led to a thriving secondary market for private
equity fund interests.

The private equity fund interest secondary market is a market for the purchase, sale, transfer and
circulation of interests in private equity investment funds, such as partnership interests, and forms part of
the private equity secondary market (“PE secondary market”). Broadly speaking, the secondary market
includes markets for trading equity and other interests in non-listed companies. Accordingly, secondary
private equity transactions (“PE secondaries”) can also be divided into two types, transactions involving
direct transactions of private equity fund portfolio investments (secondary directs) and those involving
private equity fund interests (secondary fund interests).

Secondary funds (“S Funds”) are professional secondary market investors that are particularly active in
PE secondaries. In this article, we will analyze some practical issues involved in the S Fund participation
in trading secondary fund interests.

Transaction Sequence

Generally speaking, the sequence of transferring private equity fund interests includes negotiations
between transaction parties, due diligence investigations, notification of existing investors in the target fund,
exercise of rights of first refusal, negotiations and confirmation of the transaction documents, and payment
at closing. PE secondaries focus more on the legal relationship between the buyer and the seller and
lead to different areas of concern during the main stages of transactions compared to direct investments
by limited partners to Fund, which focus on the legal relationship between the buyer and the fund or
between the buyer and the general partner.

Negotiations between transaction parties. PE secondaries can generally be divided into two types of
transactions, general partner (GP)-led transactions and seller-led transactions. In GP-led transactions,
the fund management team needs to pay attention to their duties to existing limited partners in the fund.
Specifically, the management team needs to notify existing limited partners of the progress of the
transaction in a timely manner. In the case of multiple buyers (syndicated transactions), the management
team should coordinate the bidding process. In seller-led transactions, the initial consent of the
management team of the target fund needs to be obtained to facilitate the transaction since the private
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equity fund's partnership agreement® usually restricts the limited partner's right to freely transfer its
partnership interest or the right to withdraw from the partnership.

As a buyer, an S Fund initially needs to understand the reasons for the transfer and whether there are time
constraints on the transaction. If necessary, the S Fund may protect its interests by signing a letter of
intent, which would usually stipulate an exclusivity period of a few months. The S Fund can control the
pace of the transaction, make reasonable payment arrangements, and obtain better outcomes during
negotiations by understanding the background information, such as whether the purpose of the transfer is
to meet the seller's liquidity needs or to meet the requirements of the investment enterprise to adjust its
LP structure, and whether the seller or the management team stipulates time limits for receiving the
payment or completing the transaction.

Due diligence. The buyer’s due diligence includes both the basic information of the target fund and the
basic information of the target fund interest and the seller. When a PE secondary occurs, the target fund
will generally have already completed its major investments, of which some have entered the exit period.
In such cases, the due diligence should focus on the stage and actual situation of the fund. For example,
if the target fund has already entered the exit period, only moderate effort is required with respect to the
due diligence of matters within the investment period. Rather, the focus should be placed on the status
of the target fund interest and the seller. With respect to the target fund interest, the buyer needs to know
the basic condition of the interest, whether there is any breach of contract, the status of rights, whether
there is any pledge and other circumstances that may affect the effectiveness of the disposal of the interest.
With respect to the seller, the buyer needs to understand the seller’s debt status to determine whether the
target fund interest is subject to any risk of being frozen, pledged, or otherwise claimed by a third party
before closing. Due diligence of target funds, target fund interests and sellers will help to eliminate risks
and provide guidance for subsequent negotiations and the drafting of key transaction terms.

In a seller-led transaction, the management team may show little willingness to cooperate in the due
diligence. Due diligence of the operating status of the target fund is indispensable to facilitate the
completion of the transaction. Comprehensive due diligence helps S Funds to reduce legal risk and
design relevant terms of the transaction documents. In practice, some S Funds mainly take their own or
related parties' direct investment sub-funds or their affiliated funds as investment targets in order to build
mutual trust for the proposed transactions and provide convenience for the S Fund to indirectly obtain
information on target funds.

The seller and the fund management team also need to conduct some preliminary due diligence
investigations on the qualifications of potential buyers (including whether they are qualified investors and
their financial qualifications) and whether they are suitable as investors in the fund (such as upper tier
structures, source of funds, etc.).

Notify existing investors in the target fund. In many transactions, the parties to the transaction,
including the target fund management team, wish to notify the existing investors (non-sellers) after the
completion of the transaction, subject to restrictions of the transaction schedule. It should be noted that

1 Below, target funds refer to limited partnership private funds since the most common organization form of private equity
investment fund is a limited partnership.
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the Partnership Enterprise Law at Article 73 stipulates that a limited partner may transfer its interest in the
limited partnership to a person other than a partner in accordance with the partnership agreement, provided
that prior notice is provided to the other partners 30 days in advance. This 30-day-notice requirement
should be regarded as a mandatory requirement, since there are no exceptions. Nevertheless, according
to our case research, even though the validity of the transaction may not be affected due to the failure to
observe the 30-day-notice requirement, the failure will result in a breach of contract on part of the seller.
In practice, if the seller is unable to comply with the 30-day-notice requirement due to the transaction
schedule but wishes to ensure the certainty or effectiveness of the transaction, the S Fund may consider
prompting the target’'s fund management team to request other investors to sign a written letter to waive
the 30-day-notice period requirement. Alternatively, if the transaction documents are required to be
signed first, the parties may consider stipulating in the transaction documents the 30-day-notice period as
a condition precedent to payment or to closing, etc.

Exercising rights of first refusal. Compared with the notice requirement, rights of first refusal of other
partners is a substantial issue that requires more attention and cannot be easily circumvented. Under
the Partnership Law, partners are entitled to a right of first refusal by default, which means that if a partner
transfers an interest in the target fund, other partners have the right of first refusal to purchase the interest
under the same conditions. However, the Partnership Law and its related regulations fail to further
interpret the meaning of the “same conditions.” With reference to judicial interpretation of the Company
Law, same conditions “shall include the same number, price, payment method and term of the transferred
interests.” Therefore, a primary concern of S Funds should be to ensure the effective exercise or waiver
of rights of first refusal. In addition, even in the case that other partners are not entitled to rights of first
refusal, relevant documents are still required to be signed by all partners to complete the SAMR registration
change. To ensure the completion of the private equity fund interest transfer transaction, the target fund
management team and other partners should conduct negotiations in advance with respect to rights of first
refusal.

Negotiate to confirm transaction documents. Partnership agreements are not usually the focus of
negotiation in PE secondaries compared with traditional LP direct investment transactions, due to the
particularities of the transaction stages and parties involved. Rather, the transfer agreement (or purchase
agreement) will serve as the basis to determine the rights and obligations of the buyer and the seller. In
some cases, an S Fund may also seek to negotiate and sign a side letter with the partnership agreement
with the general partner and/or the fund manager. Where the seller has signed a side letter and is entitled
to certain preferential rights thereunder, a focus of the negotiation will also be whether the S Fund, as the
buyer, can directly assume the rights and obligations under the side letter or to what extent it will assume
the rights and obligations.

In addition, if the target fund organizational documents stipulate that other existing investors are not entitled
to a right of first refusal, the seller, buyer and the target fund management team can directly begin
negotiating and drafting the transaction documents. If the existing investors of the target fund are entitled
to rights of first refusal, the investors who intend to exercise their rights will also join the transaction
negotiations. In the case of multiple proposed transferees, a bidding will be conducted depending on the
circumstances in order to determine the terms of the transaction, and the parties will determine the terms
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of the transaction and finalize the transaction documents upon confirmation with the buyer.

Payment at closing and transfer of fund interests. Please refer to the analysis in the following sections
2 and 3 for issues related to closing.

Closing Date

As mentioned above, the transfer of private equity fund interests is generally not a simple “payment at
delivery” transaction, and completion of the transfer process usually takes time. Determining the closing
and payment dates is critical to reducing transaction risk in S Fund secondaries. The closing date usually
refers to the date when the rights and obligations are transferred under the transaction, while the payment
date only refers to the date when the consideration is paid for the transfer. The closing date and the
payment date do not necessarily coincide, but there is a close relationship between them.

The closing date typically coincides with the signing date of the target fund interest transfer agreement,
the signing date of the target fund partnership agreement, or the payment date of the transfer price. For
S Funds, the earlier the closing date, the earlier the transfer of rights and obligations will be completed.
However, in practice, parties rarely take the signing date of the target fund interest transfer agreement as
the closing date. In most cases, parties will regard the signing date of the target fund partnership
agreement as the closing date for the convenience of administration. Since the transfer consideration is
generally agreed in the target fund interest transfer agreement, if the closing date is later than the signing
date, one issue to be mindful of is that the target fund could make income distributions or certain other
payments during the interim period which would affect the pricing of the target fund interest. In such
cases, the S Fund will need to set in the target fund interest transfer agreement a mechanism for adjusting
the transfer consideration or a mechanism for adjusting and reserving the capital contribution and income
distribution.

Postponing the closing date will result in a longer transition period. Thus, another concern during
negotiations of the transaction documents is how to stipulate the seller's good-faith management
obligations and further maintain the stability of the interest during the transition period.

Closing Arrangements

The payment date may also be set later than the signing date of the target fund interest transfer agreement
and the signing date of the target fund partnership agreement, such as the date of completion of the SAMR
registration change. S Funds are subject to lower transaction risk the later the payment date is delayed.
However, the determination of the payment date is also subject to negotiations between the parties,
especially the seller's funding needs. If the seller is in urgent need of liquidity, it usually prefers a buyer
who can pay the consideration within a shorter period (but may make concessions for the amount of
transfer consideration). However, if the seller transfers the target fund interest only for the purpose of
adjusting asset allocations, it will be more concerned about the amount of the transfer price and be less
demanding for the timing of payments. S Funds therefore need to pay attention to the reasons for the
seller’s transfer of the target fund interest in the due diligence process.

In addition to the payment date, S Funds are closely concerned with the method of payment. Parties to
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the transaction can negotiate the method of payment, either a one-time payment or in installments, as well
as the payment schedule. One-time payments are the best choice for sellers, while buyers usually prefer
installment payments in order to reduce transaction risk and facilitate liquidity. In the case of installment
payments, the payment of each installment will ordinarily be due at the completion of milestone events in
the transfer process, which include the signing date of the target fund interest transfer agreement, the
signing date of the target fund partnership agreement, or the date of completion of the business change.

During the transaction, in order to align the buyer and seller’'s demands, the parties may consider opening
an escrow account or the third-party fund custody account if they intend to advance the payment schedule
while ensuring security of the funds. Specifically, the buyer will pay the purchase price to an escrow
account or a custody account upon satisfaction of preliminary conditions, which will be paid to the seller
upon satisfaction of all conditions. The opening of a third-party custody account is relatively complicated
since itinvolves a party other than the parties to the transaction and may require execution of an additional
agreement between the parties. Therefore, use of an escrow account is more common in practice. In
such cases, the parties will jointly select an escrow bank and open an escrow account under the name of
either the buyer or the seller. The payment in the escrow account will be confirmed by both the buyer
and the seller and transfer instructions need to be provided.

Termination Mechanisms

As mentioned above, for complex transactions, a series of conditions precedent to closing will be stipulated
in the target fund interest transfer agreement, and the closing may take place only if all preconditions have
been met. This means the transaction may fail due to a failure in the satisfaction of closing conditions
even if a target fund interest transfer agreement has been signed. Therefore, the target fund interest
transfer agreement usually stipulates a specific termination mechanism that entitles the parties to terminate
the agreement if the closing fails due to a major default.

The most common cause for termination of an agreement is a major breach by either party. With respect
to the buyer, its willingness to purchase the target fund interest depends to a large extent on the
truthfulness and accuracy of the representations and warranties of the seller and target fund management
team. The biggest concern of the seller is to ensure payment of the transfer consideration by the buyer.
Transaction security is a common concern for both the buyer and seller. Therefore, both the buyer and
seller may terminate the agreement in the case of a major breach. However, the right of termination is
also subject to certain restrictions to prevent abuse, such as limiting the exercise of rights to the occurrence
of certain consequences of a breach, or granting the party in default a reasonable grace period and
remedial period. Another common provision relates to the buyer’s right of termination in the event that
the target fund’s interest is subject to any significant adverse changes before the closing.

In addition, the parties to the transaction may also stipulate a long stop date in the target fund interest
transfer agreement. The purpose of the provision is to prevent unlimited delay of the transaction if the
conditions precedent to closing cannot be reached and therefore protect the seller's right to subsequent
disposal of the target fund interests and the buyer’s right to obtain a refund. The long stop date is
determined by considering various factors such as the actual progress of the transaction. The long stop
date, if too late, may cause the parties to miss the best opportunity to complete the transaction; conversely,
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if it is too early, the long stop date may disrupt the normal order of the transaction. Certain exceptions
should be considered in order to determine the long stop date. For example, if the parties stipulate the
SAMR registration change as one condition precedent to closing, changes in SAMR policy as well as other
objective factors should be excluded.

Brief Tax Analysis?

In practice, S Funds may require a certain percentage discount on the price of the target fund interest even
though the market may inherently assign a discount to the interest. In such cases, the tax authorities may
request a tax adjustment, especially when the fair market value of the interest exceeds book value, since
discounted transfers may not generate any tax revenue. This means that the seller not only has to bear
the loss of the income due to the discount, but may also have to bear an additional tax burden. In practice,
the seller and the buyer may stipulate in the agreement how to distribute the tax burden between them.

Therefore, S Funds may consider conducting the transfer in the form of causing the seller to withdraw or
reduce its capital contribution and have the buyer enter the fund. As far as we know, the tax authorities
are less likely to request tax adjustments in practice in the case of withdrawals.

If a tax adjustment is proposed when transferring a target fund interest, the S Fund can assert that the tax
adjustment does not conform to the basic principles of the Law on Enterprise Income Tax by claiming that
the seller and buyer are not related in any way and by considering the particularity of the S Fund, the
business environment and factors resulting in the discount. Even if the fund interest is transferred at a
discount, it is still very difficult to determine the fair market value of the private equity fund interest in
practice. On March 30, 2018, the Asset Management Association of China promulgated the Guidelines
for the Valuation of Non-listed Equity Investment of Private Equity Funds (for Trial Implementation), which
proposes five methods to evaluate non-listed equities and emphasizes that valuations should take
substance over form. In fact, the basis for tax adjustments still awaits to be clarified considering that the
valuation of private equity fund interests in PE secondaries may be the sum of the fair value of the market
of the invested enterprises, and different invested enterprises are subject to different valuation methods.

Conclusion

The private equity secondary market has gradually improved with the development of the domestic primary
market. In addition to the issues mentioned above, there are still many details to be explored in the
practice of private equity fund interest secondaries, such as the difference in the transaction procedures
when dominated by different parties, the focus of transaction negotiations when the seller is in default, the
bidding mechanism in case of multiple buyers, and special provisions in the fund documents of S Funds.
It is foreseeable that as the private equity fund interest secondary market gradually matures, secondaries
will become more complicated and S Funds will play a more important role in the market.

2 At present, secondaries also include private equity fund unit transactions in foreign secondary markets, as well as overseas
S Fund withdrawals from domestic fund and interest transfers. The tax issues related thereto should be analyzed by
comprehensively considering various factors which are not detailed in this article.
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Important Announcement

This Newsletter has been prepared for clients and professional associates of Han Kun Law Offices.

Whilst every effort has been made to ensure accuracy, no responsibility can be accepted for errors and

omissions, however caused. The information contained in this publication should not be relied on as

legal advice and should not be regarded as a substitute for detailed advice in individual cases.

If you have any questions regarding this publication, please contact:

Beijing Wenyu JIN Attorney-at-law

Tel: +86-10-8525 5557

Email: wenyu.jin@hankunlaw.com
Shanghai Yinshi CAO  Attorney-at-law

Tel: +86-21-6080 0980

Email: yinshi.cao@hankunlaw.com
Shenzhen Jason WANG Attorney-at-law

Tel: +86-755-3680 6518

Email: jason.wang@hankunlaw.com
Hong Kong Dafei CHEN  Attorney-at-law

Tel: +852-2820 5616

Email: dafei.chen@hankunlaw.com
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