Enhancing Legal Certainties on Investor Protection of China’s QFII Regime

UNIVERSIDADE DE MACAU
UNIVERSITY OF MACAU

Enhancing Legal Certainties on Investor Protection

of China’s Qualified Foreign Institutional Investor

(QFII) Regime

Master Thesis of International Business Law

Faculty of Law

GUO YONGYU
2013.04



Enhancing Legal Certainties on Investor Protection of China’s QFII Regime

DECLARATION OF AUTHORITY

Name of the Student: GUO YONGYU

Student Number: MB150298

Program Enrolled: Master of International Business Law

Title of the Thesis: Enhancing Legal Certainties on Investor Protection of China’s
Qualified Foreign Institutional Investor (QFIl) Regime

Supervisor: Prof. WEI DAN

R GUO YONGYU----=----- , hereby declare that, I am the author of the above
thesis and it is my original research work. This work has not been submitted
anywhere else, either in part or whole, for a degree or other credits.

| undertake the sole responsibility for any inaccuracy in this declaration.

Yours sincerely,

Signature:

Name: GUO YONGYU
Date: 02/04/2013



Enhancing Legal Certainties on Investor Protection of China’s QFII Regime

ACKNOWLEDGEMENT

“Enhancing Legal Certainties on Investor Protection of China’s Qualified Foreign
Institutional Investor (QFII) Regime” is the graduation thesis especially for my master
degree in University of Macau. | am deeply grateful to the guidance and patience of
my supervisor, Professor Wei Dan. It is she who gives me lots of encouragement and
helps me overcome difficulties during writing. In spite of my study, Professor Wei
also gives me concern for my daily life in Macau. It is the best thing for me to meet
her and to be her student during my time in University of Macau. In the meanwhile,
my thanks go to my teachers and friends whom have inspired me, especially to
Professor Jorge Alexandre Fernandes Godinho and Professor Rostam J.Neuwirth. |
am grateful for their guidance during courses study in the first year of master and their
comments on my research papers which are of great help for me to improve my

research and writing skills.

My deepest appreciation also goes to my beloved parents, especially for their
immense support and unrivalled understanding for the past two years, to whom | am
much indebted. | was most fortunate to have studied at the very best law schools, first

at Sun Yet-Sen University, in Guangzhou, then at University of Macau.

GUO YONGYU

Macau, China


http://www.umac.mo/fll/introduction/Jorge%20Godinho.html
http://www.umac.mo/fll/introduction/Rostam%20Neuwirth.html

Enhancing Legal Certainties on Investor Protection of China’s QFII Regime

Table of Contents

LIST OF ABBREVIATIONS ...ttt 10
LIST OF DIAGRADMS ...ttt ettt 12
INTRODUCTION ...ttt ettt sttt st 13
1.1 The PUIPOSE 8N0 SCOPE .....eeuiruiriiriiriestesieietet ettt sttt sb e s ne e ene e 13
1.2 Status Of CUITENT STUIES .......coveriiriiriertereeieee et 17
1.2.1 Literature ReVIEW 0N ChiNa.........coiriirieieieireiesesieseeee et 17
1.2.2 Literature Review on Foreign AChIEVEMENT .........ccovevieiieirinireneseeeeeeens 19

1.3 MENOTOIOY ....veveeiieieieeeee ettt 22
L4 STPUCTUTE < h et ettt et e b e s bt sttt et ebeesbeesaeesmeeeaee 23

................................................................................................................................................. 26
1.1 History Introduction of China’s Capital Market and Investor Protection Issues........... 26
1.1.1 The Beginning Stage from 1979 t0 1986.........cccccceverierieiieinirsitne e 28
1.1.2 The Initial Development Stage from 1987 t0 1991 .........ccccevvviiieninenenereeeenns 30
1.1.3 The Stage of Rapid Growth from 1992 t0 2001 ...........ccevveerievieiieieieceeceecee e, 31
1.1.4 The Stage of Globalization from 2001 t0 NOW .........cc.erveieieiriirenisienieeeeeeeeneens 33
1.1.5 Most Recent Global Financial Crisis, China and Investor Protection Issues —
(OF:TUSTI TaTo [STo) 111110 oS SR F U< O T S b~ Y SO SN SRRSO 35
1.1.6 Summary of Findings of Investor Protection Issues in the China’s History .......... 38
1.2 The QFII Regime, Financial Regulatory and Investor Protection...........ccccceeeeveeveennens 39
1.2.1 The QFII Regime: Emergence, Purpose and Operation ............ccceveverenvereeeeennens 39
1.2.2 Investor Protection Issues in the QFII Regime: Market Innovation and Financial
o 0] =LA o] o TP PR 45

CHAPTER TWO: LEGAL STATUS OF THE FOREIGN INVESTORS UNDER THE QFII

REGIME AND INVESTOR PROTECTION ISSUES .......cccoiiiirieieieinenene e 48
2.1 Securities Indirect Holding under the QFI regime .........cccvecvevereeveneceereeeeeceeee, 48
2.1.1 An Overview of Indirect Holding System: Key Links and Legal Implication....... 49
2.1.1.1 Securities Depository and CUSLOAY .........ccvererieirierienieieesieseeeese e 50
2.1.1.2 A Settlement Cycle: Securities Payment and Settlement Systems............c.ccecveneee. 51

4



Enhancing Legal Certainties on Investor Protection of China’s QFII Regime

2.1.1.3 The Book-Entry Form: The Way of Recording Rights and Obligations.................. 53
2.1.1.4 Nominee Registration/Street Name Registration ............cccoeveveienenenennenenieenn 54
2.1.1.5 The Structure of Indirect HOIAING SYSEM ......ccociiiiireieireeereeee e 55
2.1.1.6 Characteristics of Indirect HOIAING SYStEM ......cccoveeieririieieiereceeeeee e 57
2.1.2 An Analysis of Legal Relations under the QFII Regime.......ccooevvevveveeeevenieenenne. 58

CHAPTER THREE: FOREIGN PRACTICES ON INVESTOR PROTECTION UNDER

INDIRECT HOLDING SYSTEM — CREATION AND FRAGMETATION ......ccccecveveenen. 60
3.1 The Unique Security Entitlement in the United States.........ccccovveeveveeveereseeceseeee, 62
3.1.1 Security Entitlement: A Bundle of RightS..........ccoceviiieiiiieececece e 64
3.1.2 Corporate Governance under Security Entitlement..........cc.ococeveveneneneneneecnnenn 67
3.1.3 Intermediary Risk under Security Entitlement ............cccoceeveiiiecicce e 68
3.1.4 Go0d Faith ACQUISITION .ecviiiiiiieieiitiitecee ittt sttt asste s be e ane e 70
S.LE5Priority e ................. o O atiae sttt o oeeeeeenen e e S 70
316 SUMIMAIY ..eeiiiieeiieeeeiee et tesiteeeettasaaeeesbasessaeesbaa e nseeensaeesnseesnsaeessbeesnseeenssessnsenesssennns 71
3.2 Equitable Property Right in the United Kingdom ..............cccooveiiriiinininenicieieeeenens 74
3.2.1 Equitable Property Right and Its Basic Attributes............cccocveviririneniciceecnnn 74
3.2.2 Corporate GOVEINANCE ISSUBS ...uueeiviiirerriiireeeieeeeiieeeseeesteeeiteeesreessteeesseesesreeesnseenns 76
3.2.3 Intermediary Risk under Equitable Property RIight...........ccccoevivininenieneeeennnne 78
3.2.4 GoOd Faith ACQUISITION ....ecveiiiceieiecieeeecte ettt s 79
325 SUMIMAIY ..ttt et ettt st e bbbt bt et sb et e st sbe et e s beemeenbesaeeneenne 80
3.3 Japanese Model under the BoOK-Entry Transfer ACt .........ccceceveeerenenenenieneeeeenennens 81
3.3.1 Legal Nature of the Security Rights under the Book-Entry Transfer Act............... 83
3.3.2 Corporate GOVEINANCE ISSUES ...cvveverreerrrerrieesieeseesresseesseesseesseesseessessssesssesnsesssesns 85

3.3.3 Intermediary Risk under Book-Entry Transfer Act and Good Faith Acquisition... 86
3314 SUMIMBIY ..ttt ettt et e bt e s be e sat e s bt st e et e e bt e bt e sbeesaeeenteebeenbeens 87

3.4 Aspiration and Reflection on the Fragmentation of Foreign Practices: From a
COMPAratiVe PEIrSPECLIVE .....veceeeiiceceesie ettt sttt et e st e e e saebesre e s e sreeneeseas 88

CHAPTER FOUR: INTERNATIONAL SOLUTION FOR INVESTOR PROTECTION

ISSUES UNDER INDIRECT HOLDING SYSTEM ...cccooiiiiiiiiiiiiiinincneeeeeeeeee 91

5



Enhancing Legal Certainties on Investor Protection of China’s QFII Regime

4.1 Hague Convention on the Law Applicable to Certain Rights in Respect of Securities

Held With an INTErMEIANY ........ccveieieieee et 92
4.1.1 Background of the Hague CONVENLION ......c.covririririeieieiceeeneeesee e 93
4.1.2 Basic Contribution of Hague Convention ...........eccevveeeceseeeenieeee e 94

4.1.2.1 Ascertain Of PRIMA RUIE .....c.ooiiiiiieeeeee e 94
4.1.2.2 Scope of the Hague CONVENTION.........ccciiirierieirierierieiecsese e 96
4.1.2.3 Apply the Applicable Law Rule in the Hague Convention ..........c.ccccoeceveernneennes 98
4.1.3 Reflection of Hague Convention and PRIMA RUIe .........ccooivininininiccee 100

4.2 UNIDROIT Convention on Substantive Rules Regarding Intermediated Securities.. 103

4.2.1 A Conceptual Transition on the Proprietary Rights in the Investors and the
Methodology of UNIDROIT CONVENTION ........ccvveriiieirurienecereeeesie et 105

4.2.1.1 Intermediated Securities: A Conceptual Transition under the Indirect Holding

N1 1 DO SOvwoe SRR, = B R T TR O A RN 105
4.2.1.2 The Functional Approach as Methodology ...........ccceveirerierieiinenireeeseseeenas 108
4.2.2 Certain Issues on Investor Protection in the UNIDROIT Convention ................. 110
4.2.2.1 Rights of the Account Holder and Duties of Intermediary............cccceceveereevennnne. 111
4.2.2.2 Acquisition and Disposition of Intermediated SeCUrities............ceeevvrivrvecvernnnne. 113
4.2.2.3 Good Faith Acquisition and Priority RUIES .......c.cc.coevieiveieese e 115
4.2.2.4 Rules for Protecting Investors in Intermediary RiSKS .........cccccevvveieveiececiesnenne. 117
4.2.3 Reflection of the UNIDROIT Convention: From a Practical Perspective............ 118
4.3 SUMIMETY <.ttt ettt ettt ettt et e e bt e sae e s ae e st e e bt e bt e bt e ebeeeaeeeabeeabeebeesbeesaeesaeesane 119

CHAPTER FIVE LEGAL UNVERTAITIES IN FRONT OF FOREIGN INVESTORS

UNDER QFI REGIME IN CHINA ... .ottt ettt st stesveesteesveesseesveesneesaesnseens 121
5.1 Legal Framework of the QFIl Regime and Regulatory Focal Point ............c.cccceueeeie. 122
5.2 Legal Uncertainties in front of Foreign Investors under the QFIl Regime: As Common
Problems in Indirect HOIAING SYStEM........cvuiiieieceeeseeeee e 126

5.2.1 Uncertainty of the Legal Nature of Securities Title under the QFII Regime ....... 126

5.2.2 Legal Uncertainties between Foreign Investors and the Intermediaries: Corporation
Governance Issues and Intermediary RisK .........c.ooviveeeieieeni e 130

6



Enhancing Legal Certainties on Investor Protection of China’s QFII Regime

5.2.3 Legal Uncertainties between Foreign Investors and Good Faith Purchaser ......... 132
5.2.4 Legal Uncertainty of Applicable Law ..........cccoeveviiiieieniceeeceeeee e 135
5.3 SUMMAIY ettt ettt ettt st b e et b e s et sb et e s b e e see b e sbe e s e anesanenresreeanens 137

CHAPTER SIX: ENHANCING INVESTOR PROTECTION UNDER THE QFIl REGIME —

IMPLICATIONS AND SUGGESTIONS FOR CHINA . ....cciiieeeeeeeee e 139
6.1 An Analysis of feasible Solution: Inspiration of Foreign Experiences .............cc.c...... 140
6.1.1 Model in the United States: A Professional Approach.........c.ccceeveveveeceneenenns 140
6.1.2 Model in the United Kingdom: Bases on a Solid Trust Law Background ........... 141
6.1.3 Model in Japan: A Property Law SOIULION .......ccccoererieieininereneseeeeeeeens 142

6.2 Lessons from International Conventions: A Harmonized Standard for Legislative
CoNnStruction ........coceveeeevensitir . B R B DB 00 B LD M 143

6.3 Other Efforts for the Benefits of the Investors — As a General Agenda for China’s
Future Market..... 4. Sa.......... INEIRET LRI ETHRL ... 0% e 146

6.4 SUMMATY OF SUGOESTIONS ......oititiitirterieit ettt sttt se bbbt ene e 147

CONCLUSION: THE FUTURE OF CHINA’S CAPITAL MARKET, POST-QFII AGE

AND INVESTOR PROTECTION ...ciiiiiiiiiiiiisiniisi i srsns e 149
REFERENCE L.......L............ WL SN O W e 153
AL LEGISLATION ...ttt sttt r e et sb e s e e n e s nnes 153
B. BOOK ..o M T 2 i Ty B el 154
C. ARTICLE ... oo 8 e rrrmmmssnnomenmsssan T« sgife e e ecnessgfhosestnssosarsnnsosernrsenes 154
D. Oher....cvevierirrrerere B S oo Povmamanansssa# 0T e s BB e+« 2 e e sessnenasssesnessessnssnsseranse 160



Enhancing Legal Certainties on Investor Protection of China’s QFII Regime

ABSTRACT

In 2002, China adopted a financial innovation called Qualified Foreign Institutional
Investor (QFII) regime in order to accommodate itself to the globalization of capital
market. The QFII regime is mostly adopted by emerging markets and considered as a
transitional arrangement when the currency and capital of a country are still restricted
in an extent. Under the QFII regime, foreign investors are not allowed to invest to
China’s A-shares market directly but must through the qualified institutions as
intermediaries. Qualified institutions open up securities account in CSD and become
the nominal holders of the securities while the actual foreign investors are not
recorded in the book. In essence, there is an indirect holding relation within QFII
operation. However, the pace of legislation is much slower than the market innovation
in China. Up to now, there are no formal legal instruments regulating the relations
exist in QFII comprehensively and let alone the investors protection issues. Under this
circumstance, the actual investors are facing several legal risks and in great need of
regulations to safeguard their legal rights. This problem may become much more
severe under the background of the most recent global financial crisis. This crisis
brings a challenge to the legislators of every country to perfect the legislations
because a better regulatory framework may help to secure the asset of investors as

well as the whole market while regulatory failure may deteriorate the situation.

This thesis will firstly discuss the current situation of China’s capital market and
provide its legal framework as the background. Then, the QFII regime will be
particularly analyzed and the investor protection issues will be mainly focused. Base
on the aforementioned, this paper will argue that current legal arrangement is not
beneficial enough for the investors and certain improvements should be made.
Suggestion about the improvements will be made on the foundation of evaluating
different practices in various countries which have a sound and comprehensive ideas
on the similar problem. In spite of the practices in the states level, international

organizations’ effort will be taken into consideration and discussion as they also
8
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provide irreplaceable experiences on the matter. There will be prospect made in the
final of the thesis concerning about the future of the QFII regime and relating investor

protection issues.

Keywords

QFIl Regime, Investor Protection, Global Financial Crisis, Indirect Holding, CSD,
Legal Uncertainty, Intermediated Risks, Security Entitlement, Equitable Proprietary

Right, Corporate Governance, Insolvency, Functional Approach, PRIMA Rule
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