Investment and Operating in
Restricted Industries in China
by fred greguras and carol li

Overview
There are a number of business sectors in China such
as telecommunications services, online commerce
and advertising in which direct foreign investment
is restricted.* Limits are placed on the percentage
amount of foreign ownership of companies in these
sectors. Foreign ownership in these sectors may
also increase the difﬁculty of obtaining government
operating permits.† Nevertheless, some of these
heavily regulated sectors present substantial market
opportunities. Several companies in these sectors
have gone public recently in the U.S. despite the
restrictions on foreign investment. This memorandum
describes a corporate structure that a non-Chinese
corporation may use for investment and participation
in restricted industries in China. This structure has
worked for companies seeking access to capital
markets in the U.S., and should work for access to
capital markets in Hong Kong or Singapore.
The foreign entity is referred to below as a
“Cayman Company,” reﬂecting that many of these
organizational structures have a Cayman Islands
company at the top. The structure described is
based on a review of U.S. Securities and Exchange
Commission (“SEC”) ﬁlings of Cayman Islands
companies that have gone public in the U.S. Under
this corporate structure, the Cayman Company may
invest and conduct business in China through a
series of contractual arrangements with a Chinese
domestic entity with domestic ownership composition.
These contractual arrangements enable the Cayman
Company to do business in the restricted sectors and

operate in an ever-changing regulatory environment
with minimal disruptions.
Basic Structure
The simplest structure is when the Cayman Company
provides the necessary funds to its key directors or
ofﬁcers who are residents in China to capitalize or
acquire a Chinese entity, which will hold the required
Chinese government-issued licenses and approvals.
The directors or ofﬁcers are the equity holders of the
Chinese entity. The afﬁliation between the Cayman
Company and the Chinese entity occurs through
contractual relationships. The Cayman Company does
not have any direct ownership interest in the Chinese
entity. Through various agreements, the Cayman
Company exerts de facto control over the Chinese
entity, without having an ownership interest. These
agreements can include loan agreements, power of
attorney agreements, exclusive service agreements,
share pledge agreements and other operating
agreements. Taken together, these agreements
provide the Cayman Company with effective ﬁnancial
and operational control over the Chinese entity.
More Complex Structures
In many cases, conducting business in key
municipalities in China requires compliance with
local regulatory and licensing authorities in addition
to national authorities. A Cayman Company that
desires to operate in restricted industries in cities
such as Beijing and Shanghai may have to establish
contractual relationships with a different afﬁliated
entity in each city. Moreover, the operations of

*See the Catalog for the Guidance of Foreign Investment Industries (effective Apr. 1, 2002),
http://www.fdi.gov.cn/ltlaw/lawinfodisp.jsp?id=ABC00000000000004228&appId=1. Under this list and its updates, business sectors are
divided into four types: permitted, encouraged, restricted and prohibited.
†See, e.g., the Provisions on the Administration of Telecommunications Enterprises with Foreign Investment (effective Jan. 1, 2002),
http://www.fdi.gov.cn/ltlaw/lawinfodisp.jsp?id=ABC00000000000005051&appId=1.
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a Cayman Company may involve more than one
business sector. Depending on the level of foreign
ownership allowed and the existence of deﬁnitive
licensing rules that govern these foreign-invested
entities in each sector, the Cayman Company may
establish separate companies in order to maximize its
ownership control. If there are no foreign ownership
limitations on a speciﬁc sector, the Cayman Company
may form a wholly-owned subsidiary to handle that
part of the business. If foreign investment is limited
in another business sector, for which the government
provides detailed guidance on how a foreign-invested
company may obtain approvals and licenses, the
Cayman Company may enter into a joint venture with a
Chinese entity for that part of the business, along with
contractual arrangements with the Chinese entity. As
for other parts of the business in restricted business
sectors, clear-cut governmental rules with respect to
the procedures for approval and licensing of a foreigninvested enterprise may be lacking. To minimize
delays and other impacts of regulatory uncertainties,
the Cayman Company may form a series of contractual
arrangements with one or more afﬁliated Chinese
entities.

Company) irrevocably appoint a Cayman Company officer
as attorney-in-fact to vote on their behalf on all matters
they are entitled to vote on, such as those relating to
the transfer of their respective equity interests and the
appointment of the chief executive officer of the Chinese
entity.
Exclusive Service Agreements, Trademark or Software
License Agreements, and Share Pledge Agreements
The Cayman Company may serve as the exclusive service
provider for its affiliated Chinese entity. For example,
the Cayman Company may deploy and maintain the
Chinese entity’s technology and network platforms. The
Cayman Company may also grant the Chinese entity
licenses to use its registered trademarks and software,
in addition to providing administrative and marketing
support. In return, the Chinese entity will pay service,
licensing, and royalty fees. As a guarantee against the
event that the affiliated Chinese entity defaults on its
payments, the principal owners of the Chinese entity
(the directors or officers of the Cayman Company) may
pledge their equity interests in the entity. Under a share
pledge agreement, a breach of the service or licensing
agreements will entitle the Cayman Company to sell the
owners’ shares and retain the proceeds from such sale,

Contractual Controls

or to require the owners to transfer his or her interest

Loan Agreements and Exclusive Option Agreements

without consideration to an individual designated by the

The Cayman Company may make loans to certain of its

Cayman Company. The combination of exclusive service

directors or officers for the exclusive purpose of funding

agreements and the share pledge agreement gives the

or acquiring a Chinese entity as a vehicle for engaging

Cayman Company a high degree of control over the

in a business sector in which foreign investment is

operations of the affiliated Chinese entity.

restricted. As consideration for the loan agreements,
these directors or officers of the Cayman Company, who

Other Operating Agreements

become the principal owners of the Chinese entity, enter

In addition to acting as an exclusive service provider

into exclusive option to purchase agreements with the

for the Chinese entity, the Cayman Company may enter

Cayman Company. In the event the Chinese government

into an agreement to guarantee their performance

removes its limitations on foreign ownership, the

of contracts with third parties. As consideration for

Cayman Company may exercise the exclusive and

these performance guarantees, the affiliated Chinese

irrevocable option to purchase all of these equity

entity may pledge all its assets for the Cayman

interests in the Chinese entity. The outstanding loans

Company’s benefit, agree to accept the Cayman

will be cancelled in connection with the purchase.

Company’s guidance on day-to-day operations, financial
management, approval for the appointment and

Powers of Attorney

dismissal of key employees, and agree not to enter into

The creation of irrevocable powers of attorney provides

any transaction without the Cayman Company’s prior

the Cayman Company with effective voting control over

written consent.

the Chinese entity. The scope of voting powers is similar
to those granted to a trustee to be exercised on behalf of
a beneficial owner. The principal owners of the affiliated
Chinese entity (the directors or officers of the Cayman
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U.S. Accounting Treatment
For U.S. accounting purposes, the afﬁliated Chinese
entity may be classiﬁed as a variable interest entity
(“VIE”). See Financial Accounting Standards Board
(“FASB”) Interpretation No. 46, Consolidation of
Variable Interest Entities. Under the FASB rule, since
the equity owners of such an afﬁliated Chinese
entity do not have the characteristics of a controlling
ﬁnancial interest or do not have sufﬁcient equity
at risk for the entity to ﬁnance its activities without
additional subordinated ﬁnancial support from other
parties, a VIE’s ﬁnancial statements are consolidated
in the ﬁnancial statements of its “primary
beneﬁciary,” the Cayman Company.
Conclusion
The web of agreements and ownership interests
enables a Cayman Company to operate in restricted
business sectors in China through one or more
afﬁliated Chinese entities. This structure provides
global investors with more opportunities for investing
in these sectors, including through U.S. IPOs.
The Cayman Company’s directors or ofﬁcers, who
become owners of the Chinese entity with the use
of loans from the company, effectively relinquish
their operational control through the agreements.
This structure has characteristics of a trust in that
the directors or ofﬁcers are holding the shares in the
afﬁliated Chinese entity for the beneﬁt of the Cayman
Company. While the contractual structures described
have been “tested” in U.S. IPOs, uncertainties about
the Chinese political and legal systems are usually
cited in SEC ﬁlings as a risk of conducting business
in China. Much of the risk stems from the everchanging regulatory regime, as well as the broad
discretion that government authorities exercise in
determining whether such contractual arrangements
are enforceable. Even if foreign investment rules have
been liberalized, monitoring these rules is essential
to avoiding disruptions to the Cayman Company’s
operations.
If you have any questions about this memorandum,
please contact Fred M. Greguras (fgreguras@fenwick.
com) or Carol Li (cli@fenwick.com) of Fenwick & West
LLP (telephone: 650.988.8500).
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