b0 B e A
FEEMESE—T oo
N

=1

ISSN 1008-4428

NIRRTt

HINESE 2012.03

ENTURE




AGENCY s

BEE (FOF) #B

HhEE D EER D I E TR —ER AN T 2011511 AR “2864 57 ——
SEHEEREE FTFEImM R “AEEAFTIREN” f1 “IhEam i ie4e” g, SSNthEH

IR R RATR ERERY

PURRIMESETEKA EB/ X

FREA ISR SR ARES A
MARELEBRE T EREM: 5
—ANHEBE20064F10 A R EER
T (kR Y, HEH TAEREK
X—EPRFARE S FIRIIAEE R,
ffirp E FA S EL 4 AT BRG], B
I, Ak HIFASE R S 00 552 R
EEE&HE RER, BN EER
200912 H &k E R ER A
VFFFAZIERIK S, IREE Atk allar
DITEFT R ATl ETHIE 4 1E 5 IR e
NEEHFE LHENRE, kT4
KB SR EN EHES ., HRER
ARG I B IR F — Rk AR
WA, HREENEE AR
ENLIETRAL,

HI2EMHENIZEEESNTE
Ha

TE 9 B Bl v E FA 55 5 4 1% N2 A
BENEZREENE, BERENEST
201111 AR ( LT IE s RAE
FHAEA RIEAY ( “28645
X7, BAEEKR/NER R E
HEBMASRRENTEE, REE
HEE A E R AR R R S
WHIHE, XATDEAEFAE RS IAE
KRN — R,

28645 X HIRZOTE T T EH LR
HEGNARAE S RAAHTIARASE
HiEsh, MG ERETG. ik,
28645 N HIMERIE S I LB R R S
FY B R N B (R R TR 30 Z T
R E LS A A Rm
MR REHR ( A0RERN9200 75 FO_H¥H
50057t AR ) $#£5%] T 1000558A

72. mtgEchE | 201203

e 7

K. UAEESNEIIRESER

O Ak AE Y FI CATRE )
W FEKAFIBRATREREEL
S50 ARIPRHI, BRE 2SR A AR Sk M
G, EEEZ A EE B RPN
— ALK (FEFREIIATIESPV ) A
BERARS, Xk, 28645455
FIESE “dEE AN ZEBEN” - H
WR—NEESHEKATBEREE 1
Eik BB IEEIRE AN, BE
TEZARE AN, ZEHEBEWIE
ANSHRA, Rit&R%EE AL, H
ZEGT SR KRR ATRE R
FEAEE AN1000 5 e R EHEE
Ko ABE AN EEEE N H 5 —1
BIINETER TN E RN “ PR R 5E
&” . HTENARZBINFASEEST
iR G MNMEAE 1000 5 TTHIEIR L%
MESR, K “RRGER RS B
BENRETEE, WA AF,
2864 5 S ES TR G EN R T

FEFRERISR GEARIIER.

ExsEhiAfbFOF &7y
IERHbIEfR28645 SCHHY “IAYL
BERES” (Private Equity Fund
of Funds, fEHFOF) MEXNFOFA
BRI, FBEXNFOFX—JRTFRIE
HIME S A2 28645 XX HHY “IRAUR TR
H&” 5RREFOFIRRA —MNMEA
HY T .
RRENFOFRI R TFHEESN
Ha, BRI ERE, KEEE
TSR (BERTERES)
YENBINEIR . 2E—H#HEFOF 43 BITE
A EB0FE R ARFOHFE RYITER

EMEMEE, &3 - +ENERE,
FOFEARMAMNEREEGTIHHEEY
W& 2 —, HIFRML 5425k
FEFETIHN15% .

MEFOFMAFETEMEREREA
B FIR=REATIRE:

(—) EERSLIRBERENR
FHEGHEITIE, BE WS THFHE
EEEENSMATR., BHIAY
(oversubscribed ) , A E&E A
AEREHER (GOERKRER. &%
RENRE . WEEEFOFIIEN
SIS X ESRENNIES
MREE ) , SEEREENIEEES (HITF
REI3C))FEEE ) RS ANBURNER
Hl. FOF BB M I IR B 53
hFEESHIRREERNEGRGE
K, WN—AFOFHES, HEXLER
REBENIBEFOF R EAN ST
ME S, MFOFREESE AN ME
T A 1 R 1 B304y Ak (carried
interest), L@@ KT ERE
4.

XEERANE, FARFOFHIEE
IR EENIRA SRR E HHISPV
BAABRMXE, HAN: Hi, FOF
MERES—F, HIENEENTE
— AN E RN, fxtF—4
SPV, RSPV R & RR
ERAFENES; HZ, FOFI®A
FEANEERRS, DUASISEUX T
EA, WA T —MrE R
SPV,

(Z) BUSENR ., HTRASE
BRI R aus . RIg, Mg, HB
Mg MSRIMENX G, SAFEE



XSRS (risk exposure ) #5AR—
., RIBDREEASEE, —MN %
%A (4IFOF ) ERHTZED6-81
PEE:E /I RERIG — DA S BUIPE
HeWHE, BEFOF, #BEEALE
INZE SRR T2 NS, KK
BLER.

(=) ZlER, £
AN EEETE, REEEN
Mik# L, B NWPEESE (A
AT FHWE4 (leveraged buyout
fund=LBO fund ) Rl #5755
4 (venture capital fundasVvC
fund) ) . N T RAEIGRELE R
BEH 4 (mezzanine fund) . XfyhE:
4 (hedge fund ) M| 1EEREET
S (anih;23<s (real estate
fund ) . E#EEE (infrastructure
fund ) . BEJRFES: (energy fund) .
BIEEARFES (cleantech fund ) )
&, BRESHREEEBAERE
G . XS SRS ST AR
BRAHIARRE, BN B E
HOE: < FBAHAT IR AN T fRATE 2,
FHEAEFE SR E AL, BIESF

—MHB VZEZ e R NE AR
%, ERIIREEASERT LUK HE
H110% ( H11000/5%E7t ) Bl ERIPESE
&, BINEN—NREBIFOF BB M
A AR HEREER.,

“BIIREBER” vs.Hi5

CBEE
H T E A S T 5 E AL

WERETSEZ, FEEEETRE
SRR E S, EREEHEEERE]
HE, #ORZEINFASE S B TS
KSR E NS, Hit, HRKSER
FOFTEHREBRANTIZTR, 6
R S P EAEE ST HIIFELL
FERE . s A RIITER .
H2864 5 X HH “BNIE T
H&” SMENFOFABERRHIX
Hl. HR¥E2864532, FrAETFHEE
PRI SZ MR FE A 132 53 1l B A
ZEl 55 IR A 28 £l (A DAREAR
TR EIT R AR
HE” ), BRESLRE (ahREda
W B HEETIMNE ) FEAIER L
FER — SR JR 25 388 37 1O B AN 4% %

{ Chinese Venture |

=il) , B REHBEESIEEb
Ze ANRM (& ENNT ) EERE
WEER BN EE | THTEE,
28645 NHIMEIIES I “EWL”  (7E
SEERARSLPR FE “EESRT ) FrA#hK
YRR A5 5 £ Y B 8 A HH AT
AMETF 10005 7c AET. 7£HEH&E
ESLERH, BIIEEN “RAERER
He” FEERIIRVATERERE—
e B R R B R (X 5RREE
FOFRIMESMEEE I, REGRIRH
THFOF=RIIEE ) , HEiZ “K
WIS RS RE TR E HIgE S
FRENER, FEEE: (a) BMR
HAHEFHAET 10005 AR,
(b) B%EABCREILS0 (2045
FENAEEANENFU BRI E—
FEATIRE ) AN (c) RIEFEHEAD
EERERER ., Bk, HRTHESR
ESLPR b EA SR SRR,
TE28645 X B R T A A 1l
BHTERENERT, BT,
A, RSl 2 BRI — RS
o, mMAZELHUTINESTIHEY
ST EEH IR,
2 SR TIN B B A Ak 2
MR NHTSLRENEE, FMA
JTEIRFI Bl K S 25 A5 TN A5 R e 2
EEHE R AR ORI BRAR , HATREA
HrxERERERIEN=E. 5B
oh, BEREEETE IR R E
St I BARAA CREAR R R
&7 BN EWIER, BT F#E7E
BEATE, BTESARGIRER
UESN, JeiEMANZES BT EHIAE
H2864 SR BRI RIES

BHAE, “BRUSHREBES” BE
RS R HSE S BRI T (A1K
kY A CAERE Y S FEIKAR
EBRAEIRIR A ARG IT50 AR
i, EREHE TARTEST LB
HIEBE LN ETHSREEN R
REES” IPBEESENTTR, F
RS E R AR A TR IR,
XA — A EE RIS TR N 4 E
ARBIER SR EE ) F A
%) HITHSRH RS EL, LIrES
.

201203 | BEEHE .73



AGENCY s

IhWSEEaRIREAER: XE
vs. HE

R#EZEEMW CIEFE)
(Securities Act ) Al ( BEEESTE)
(Investment Company Act) FASE
BEa&amiirl: —MusNasK
NG AR ( “3C)(DESR” ),
Bk HARAR T AU A K5 5
K. PEEE AN EE AR —ER
K (MR IZEEREFFRY “accredited
investor” ), ¥ AR ABCREEL 100
N BRSNS AR S
( “B(e)nEE” ), BEREMEAR
ANEEAFERERTFH0007 L4
RIEEFZ . MU APA K T2500
T3 R TTHI SRR 72 (R % SR E Y
“qualified purchaser” ), ISRED
R AR IR, NI R
HESDNBEA R, EEVEERETE
AL NTE IR R R < R Y R R
FEAEmRBIME TR, REEGREK
NIBE A BRI RFRESK

WIHTFTIR, 28645 X HIHLEA EH
HIHYRS ZESLEE, LR REEE R E R
A B 100077 Te iR By 2 &
AIABE R L2 L BINERE I’
PR EES” W, HEREE
HEANBRZEM EIR, X532EW
3(C)7) B AR E NBBR I LT,
{HEAZEG 1000 7 I E R B EEZ IR
ERFEANREREL S, RIEH
RAEEGLEHIGFISLE, F— K&
BB s H e, RERE
EWFRRIEHARANE= 522, B
R ( FEQEPE., WG
M) RAGE=2—, HPPEEEHR
FHHBENRERHAGHIL10% . T F
—PNPEEESVILEHAAT, TERE
F6-8NEE& REIREIR KB 5
B, FXFETE, — P REBIEERAES
FREE1000 5T AR, =D
NFE6-8IZ7t ARM (ZMH%+1-1.3
73550 ) AR =, REERE.
S R HIPERL S (S G BEfE B 2 AE R
RNEHE S ABRTaREE, BE¥
PEESHI A E R T2t/ NI A
B, WISCAEd T2, [FAY, BEFxre
ERFARDTF 100057 A RARER,

74. BiEmhE [ 201203

Xf THR L BT R B0 = N R RYIZ B
#, HEERO IR ersE, X
2 N NHIE IR R E PR RGBT
AEPENEHIXEE,

28642 XiGEHHLFOFR
EDRER?

28645 X NEHIESIHER, £~
TieE NN, HTFRAERDHNS AR
HEBEIHE 10005 e B R E
R, XBAMEPRHEERZ SRR
# - FOFER. EEINXNHMT
FIRENATT R,

2¢

3645 RHIESI A

RNOTFFEEINAN, H
/DA AR TR
JE1000 /7 TCIN L2
R, X AAR B
MLFIE T —
FOFIA &, EHZINAX
AW aTBE AT R

A

|
N
A

B A m

=

>

W
R

o
pil
N

RIBEH IR RS ENSLE, N
THETBITER R RS
75 2 2 BN A 1000 5 55y
BRHER, XHEE “RAGEREE
&7 RE&HIETRNFOFEER/N
F R LIRS R T B & B TR
DIRE. AR — MR ARRBEHEHNRE
10005756, WIEARRNTFE@ELEIE
MWFOFELE, HAHKASE M
( BRERESE BT NS ES M5

Bk, FEFOFEERTHING
P E SRR ) « W TFTHEIE
WFOF, WRHEFEMGHENZRT
10005 TTHIRE A, BRIEEH —BER
FIRSHIERIN, & NI T T R
BN, MIATRESREOr AR G
R IEEN KA BII S0 A FETERR
&%, MR FOFBAILUBE I ANA
FIHRE G TIBIT B, (HEHSRAIR
SRR BRI OF T b %211

Z iR, HAEl28648 XX T
“RERR T R RS I R SRS
B, A7 TIREVOATT IS e
G (A REME Y A AENE Y X
F A K ATEBRA B R ANBCR @t
S50 ABRBIF— MRS, BT RELE
S FIFR /NI B G g SO I Y 22 BRI
PN, TR RE B ST
AT ERIFOF,,

FBRVWAZEEXEK: PE
vs. EHE
TERERET, R %

REFETEIIES: 3c)(1)EEH
37 BT ERHRG — N G
233 N accredited investorsk,
qualified purchaserfJEEsR; 3(c)(1)Ek
E RN FEMBEREREZE T ANBCR
AT 100N, {HEERERIEARITEETE
EANSIEEANZ LKy, TR
SERREE TR I, IR 245 2 Sy
BEEITAREAEGmMES, Bk
IRTEELRE : 2R SRR T EAAEY
KHI—EB5 R R T AR (40%
BN ), DAMZIE SR
JEHIR T N BT A LE H R AR
&, BNFENEXBESH TAILES
AR ERM SRS R ERMER ML, &l
TEAHE ., AFHIHERHIN,




Legal Commentary

HAN KUN LAW OFFICES

CHINA PRACTICE « GLOBAL VISION

March 19, 2012

Private Equity Law

The “FoF” Conundrum
James Wang, Amanda Hu, Han Kun Law Offices

November 2011 marked the birth of China’s first national regulation governing the formation
and operation of equity investment funds (“EIFs”), i.e., Circular 2864 promulgated by China’s
National Development and Reform Commission (“NDRC”). Created for the primary
purpose of cracking down on illegal fundraising activities prevalent in China, the regulation
adopts non-legal-person look-through rules and creates an exemption for “equity investment
funds of funds” (“EIFoF”). What implications will it have for the growth of the funds of funds

(“FoF”") market in China?

The regulatory framework for private equity funds in the form of partnership in China has
reached several milestones in the past six years. The first milestone is the amendment of
China’s Partnership Enterprises Law in October 2006, which allows, for the first time, the
establishment of private equity funds in the form of limited partnership (“LP-funds”) in China,
thus moving China’s private equity industry closer towards international common practice.
Since then, thousands of LP-funds have sprung up all over the country. The second
milestone occurred in December 2009, when partnerships began to be allowed to open
securities accounts for the first time. This provides LP-funds with a new exit option, since a
partnership is now entitled to hold stock of its investee company as its shareholder after the
company goes public. Despite such favorable developments, however, private equity funds
in China remain loosely regulated, most importantly due to the absence of national private

equity laws.
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Issuance of First National Regulation Governing EIFs

As the lead government agency supervising the formation and operation of EIFs in China at
this time, NDRC promulgated the NDRC Notice on Promoting the Healthy Development of
Equity Investment Enterprises (“Circular 2864"), which requires all EIFs to conduct a
mandatory record-filing regardless of their size. Circular 2864 marked the birth of China’s
first national regulation governing EIFs and may be considered the third milestone for the

evolving regulatory landscape of private equity funds in China.

The primary purpose of Circular 2864 is to regulate the private equity fundraising market by
cracking down on illegal fundraising activities in the name of private equity funds.
Therefore, the accompanying guidelines for Circular 2864 increased the minimum
investment amount by a single investor in a private equity fund from several million yuan as
required under some provincial rules (e.g., RMB2 million in Tianjin and RMB5 million in
Shanghai) to RMB10 million. In order to circumvent the 50-partner/shareholder limit set by
the Partnership Enterprises Law and the Company Law, respectively, illegal fundraisers
often resort to nominee shareholding arrangements or cause multiple investors to indirectly
invest in the fund through an entity specifically created for that purpose (an “SPV”). To
combat such circumvention mechanisms, Circular 2864 adopts non-legal-person
look-through rules where, if the partner or shareholder of a fund is a partnership, a trust or
any other non-legal person entity, such partner or shareholder will be looked through for
purposes of calculating the number of investors in the fund and for satisfying the minimum
investment amount requirement of RMB10 million. The only exemption from the
non-legal-person look-through rules under Circular 2864 is the so-called EIFoFs that have
duly filed with the NDRC or provincial filing authorities. Since most domestic private equity
funds are unable to satisfy such high minimum investment amount requirement, EIFoF
appears to be their last resort, leading to a popular prediction by many industry
commentators that Circular 2864 will boost the growth of FoFs as institutional investors in

China. How much truth is there in such prediction?

Market FoF in the U.S. and Europe

To fully understand the EIFoF under Circular 2864 and its implications on the development of
market FoFs, one needs to start with the concept of market FoF, which dates back to the U.S.

and Europe and its differences from the seemingly similar brethren under Circular 2864.

In the U.S. and Europe, an FoF is a fund managed by a professional team that invests in
multiple other funds An FoF manager collects a management fee and carried interest
(usually significantly lower than that charged by the manager of a direct investment fund) as

compensation for the manager. The first generation of FoFs emerged in the U.S. and
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Europe in the late 1980s and early 1990s, respectively. Today, FoF has evolved to become
one of the major types of institutional investor in the private equity market, accounting for

about 15% of capital provided to private equity funds on a global basis.

The emergence and growth of FoF in the U.S and Europe are due to the following three

fundamental functions that they perform:

l. Pooling Capital to Gain Access to Top-performing Funds

Top-performing funds are often oversubscribed and tend to impose high quantifiable and
non-quantifiable criteria on their investors (such as minimum investment amount, investors’
creditworthiness, experience and reputation in the industry and value-add to the GPs, etc.).
Also, U.S. law limits the number of investors for one major type of funds (i.e., section 3(c)(1)
funds discussed below) to no more than 100. By pooling together capital of investors who
are not able to individually meet the investor criteria of top-performing funds and investing
their capital through an FoF, those investors are able to gain access to such top funds, and
FoF managers receive management fees and carried interest (usually significantly lower

than that charged by the manager of a direct investment fund) in return.

It is worth noting that FoFs’ fundraising function described above is fundamentally different
from the SPV mechanism adopted by illegal fundraisers. Firstly, an FoF, just like a direct
investment fund, is invested and managed by a professional investment team, while an SPV
is controlled by the investors behind it, who have discretion as to which fund to invest in and
how much to invest. Secondly, an FoF invests into multiple direct investment funds to
achieve risk diversification as discussed below, while an SPV only invests into a specific
fund.

Il.  Diversification of Investment Risk

Since different private equity funds have different strategies, industry/geographic focus,
investment style, performance, etc, each fund has a different risk exposure. According to
the modern portfolio investment theory and practice, each investor (such as an FoF) needs
to invest into six to eight private equity funds in order to achieve most of the risk
diversification. Through an FoF, investors are able to diversify their investment risk by

indirectly investing into multiple funds, each with a relatively small amount of capital.
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IIl.  Professional Management

In a mature private equity market, there are many different types of private funds, such as
private equity funds (broadly defined to include leveraged buyout funds and venture capital
funds, mezzanine funds that invest between equity and debt on the capital structure, hedge
funds, real estate funds and industry-focused funds (such as infrastructure funds, energy
funds, clean-tech funds, media funds, etc.). Each type of funds may also differ significantly
in terms of investment strategy, style, performance, etc. Skilled investment professional are
needed in order to conduct a thorough due diligence on and gain a deep understanding of
such a large fund manager universe. According to the modern portfolio investment theory,
even for a wealthy family with investable assets of USD100 million, only about 10% (i.e.,
USD10 million) should be allocated to private equity funds, which is not a large enough

amount to justify establishing an in-house FoF team.

EIFoF under Circular 2864 vs. Market Funds of Funds

So far there are only a very small number of institutional investors in China’s private equity
market. The national social security fund and insurance companies are the two major
institutional investors, but their investment thresholds are too high for most private equity
funds. Therefore, there is a large demand for market FoFs like those in the U.S. and
Europe, the growth of which would help promote the institutionalization and healthy

development of China’s private equity industry.

However, EIFoFs under Circular 2864 are fundamentally different from their market
brethrens in the U.S. and Europe. According to Circular 2864, all equity investment
enterprises (“EIES”) established in China and engaged in equity investment in non-public
enterprises (including EIFoFs that invest in EIES), with the exception of venture capital
enterprises already filed under the Interim Administrative Measures for Venture Capital
Enterprises and funds established and funded by a sole person/institution, are all subject to
record-filing with the NDRC or a provincial record-filing authority depending on whether the
size of the fund reaches RMB500 million or its equivalent in foreign currency. The
accompanying guidelines of Circular 2864 “suggests” (which in current practice actually
means “requires”) that each investor invest at least RMB10 million in an EIE. To date, of
the EIFoFs that have successfully completed record-filing with the NDRC, almost all are
SPVs specifically established for the purpose of investing in one fund, which is very different
from FoFs in the U.S. and Europe. Such EIFoFs are not able to perform any of the three
major functions of market FoFs discussed above. EIFoFs themselves are also required to
satisfy the filing requirements just like direct investment funds, including: (a) a minimum
investment amount of at least RMB10 million for any investor, (b) a maximum number of

investors of 50 (investor that is a non-legal-person institution will be looked through just like a
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direct investment fund), and (c) there are no other illegal fundraising circumstances.
Therefore, the current record-filing practice has a substantive review element. Considering
that all EIEs in China, regardless of size or geographic location, are now required to file
under Circular 2864, except a small number of well-known first-tier funds such as CDH,
Hony Capital and CITIC Mianyang Industrial Fund, there are thousands of other funds and
tens of thousands (if not more) of investors behind them. Conducting a substantive review
of such a large number of funds and investors would pose an almost insurmountable
challenge to the record-filing authorities at all levels in terms of human resources, expertise,
etc., and it may also lead to rent-seeking opportunities for officials involved in the
record-filing process. In addition, the record-filing authorities currently do not issue any
written verification of the EIFoF-status to the fund or anyone else, which makes it impossible
for potential investors in such funds to verify (other than through an undertaking from the
fund) whether a particular FoF investor of a direct investment fund has been granted EIFoF

status under Circular 2864.

Furthermore, the current EIFoF record-filing practice allows larger and more established
funds to circumvent the 50-partner/shareholder limit imposed by the Partnership Enterprise
Law and the Company Law. Under the current record-filing practice, funds that are
well-known to the record-filing authority would appear to be able to accept an unlimited
number of investors by forming multiple SPVs or multiple layers of SPVs and filing such
SPVs as EIFoFs. The legitimacy of the circumvention, through a ministerial regulation, of
the 50-partner/shareholder limit set by laws promulgated by the National People’s Congress

is questionable.

Investor Qualification: U.S. vs. China

There are two forms of private funds under U.S. law. The first type is section 3(c)(1) fund,
used by funds with some smaller investors. The number of investors of such funds is
limited to 100, and each investor needs to meet a relatively low annual income test
(US$200,000 for an individual and US$300,000 jointly with spouse) or net worth test (US$1
million for natural persons and US$5 million for entities) (a qualified investor in a section
3(c)(1) fund is termed an “accredited investor”). The second type is section 3(c)(7) fund,
used by funds with large investors, which requires each natural person investor to have
minimum financial asset of USD5 million and each entity investor to have minimum financial
asset of USD25 million (a qualified investor is termed an “qualified purchaser”). There is no
upper limit for the total number of investors in a section 3(c)(7) fund. U.S. law does not
impose any mandatory requirement for the minimum investment amount of a single investor
in either of the above two types of funds, even though as a common market practice, the

fund sponsor usually imposes a minimum investment amount.
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As discussed above, Circular 2864 and the current record-filing practice in effect enable
larger and more established funds to accept as many investors as they want by forming
multiple SPVs or multiple layers of SPVs and filing them as EIFoFs. Such funds may at first
glance appear similar to section 3(c)(7) funds in the U.S., which also set no upper limit on the
number of investors. However, section 3(c)(7) applies consistently to all funds with all
investors qualifying as “qualified investors” without prejudice to smaller funds or granting

preferred treatment to more established and well-known funds.

Furthermore, the RMB10 million minimum investment amount is extremely high even by U.S.
standards. According to the modern portfolio investment theory and practice, in a
well-diversified portfolio, roughly two-thirds of the portfolio should be allocated to stock and
fixed income investments. Roughly one-third should be allocated to alternative investments
(mainly including private equity, hedge funds and real estate), of which private equity should
account for roughly one third. That translates into a roughly 10% allocation of the entire
portfolio to private equity. A well-diversified private equity portfolio should have at least six
to eight fund investments in order to sufficiently diversify the risk. Accordingly, an investor
that is able to invest RMB10 million in one single fund should have investable assets of
RMB600-800 million (or USD100-130 million). While private equity is a high risk, high
return investment suited only for investors with a high risk tolerance, limiting qualified
investors for private equity to such a small group is totally unnecessary. On the other hand,
as each investor is required to put in at least RMB10 million in any single fund, investors with
insufficient investable assets would have to invest in fewer funds, leading to imprudently high

concentration level for their private equity portfolio.

Will Circular 2864 Boost Growth of Market FOFs?

After the issuance of Circular 2864 and its relevant guidelines, some commentators predict
that since very few individual investors are able to satisfy the RMB10 million minimum
investment requirement, the regulation will boost the growth of market FoFs as a major type

of institutional investor. Such optimistic prediction is premature.

According to the current record-filing practice of the NDRC, EIFoFs that do not have to be
looked through are required to satisfy the RMB10 million requirement with respect to each of
their investors. Thus, EIFoFs are not able to perform the above-mentioned function | of
FoFs (i.e., pooling capital together to gain access to top-performing funds). If a single
investor is able to invest RMB10 million, there is almost no need for it to invest through a
market FOF and pay an extra layer of management fee and carried interest at the FoF level.
On the other hand, for a market FoF with investors whose investment amount is lower than
RMB10 million, the look-through rules will be applied in calculating the number of the

investors of the fund in which the FoF invests (unless the NDRC decides to come up with a
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different set of rules for market FoFs). If the current look-through rules are applied, the
number of partners/shareholders of the FoF itself or of its investee fund may exceed 50, and
the FoF would fail the record-filing. In this sense, Circular 2864 actually impedes rather
than encourages the growth of the FoF market. Of course, a FoF can be formed as a
company to avoid look-through, but only at a significant tax cost most FoFs would find

difficult to accept.

In conclusion, Circular 2864’s provisions regarding EIFoFs and the current record-filing
practice provide some larger and more established funds with a way to circumvent the
50-partner/shareholder limit under the Partnership Enterprise Law and the Company Law,
which leads to the unfairly differentiated treatment of small-to-medium-sized funds versus
their larger and more established brethrens. Circular 2864 has the effect of impeding rather

than encouraging the growth of market FoFs.

Legal Practice of Look-through Rules: China vs. U.S.

Look-through issues are also implicated in forming a private fund under US law. Both
managers of section 3(c)(1) funds and section 3(c)(7) funds need to ensure that each
ultimate investor in such fund qualifies as an accredited investor or qualified purchaser, as
applicable, and that the number of the ultimate investors in a section 3(c)(1) fund do not
exceed 100. However, U.S. law does not make a distinction between legal-person and
non-legal-person, but rather adopts a substance-over-form principle to determine whether
the investing entity is formed specifically to invest in a particular fund. The specific tests
include whether the investing entity invests a substantial part of its assets into one fund (40%
is a dangerous line to cross) and whether the ultimate investors behind the SPVs retain the
investment discretion with respect to which fund to invest in and how much to invest, etc.
The Chinese legislators and regulators are well advised to take U.S. private fund rules and
practice as a reference and create a set of fair and reasonable rules for China’s private
equity industry, leveling the playground for all types of private funds, big or small, established

ones or newcomers.

Conclusion

Private equity funds in limited partnership form, with a history of less than six years, are an
emerging industry in China with a great growth potential. An increasingly improving legal
environment for private equity funds will help promote the healthy growth of domestic private
equity funds, while too harsh or too loose regulations will impede such growth or lead to

rampant growth of private equity funds.
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