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SOFTBANK ASIA INTERNET INFRASTRUCTURE FUND – PROBLEMS & INVESTMENT
OPPORTUNITIES IN CHINA

INTRODUCTION
When one examines the expansion of the Internet across the Asia-Pacific region, it is possible to
identify some common patterns and trends that are shared by all countries in the region. In general, it
can be said that the Internet take-off has been delayed by a number of regulatory, commercial,
technological and market constraints. These are progressively being addressed by the governments
and by the private sector. Though this change in mentality is a welcome sign ,some basic constraints
still need to be addressed if these countries are to see a real progress of the Internet industry. The
very existence of these constraints creates windows of opportunity for innovating companies able to
offer value-creating solutions both to end-customers and providers. The objective of this report is to
identify some of these opportunities for investment.

In the first section of this report we provide a general overview of the telecom and Internet
infrastructure in Australia, China, Taiwan, India, Indonesia, Japan, Malaysia, The Philippines,
Singapore and South Korea. In the second section we examine more closely the Chinese scenario
and point out Internet market and technology problems, risks and exit opportunities. On the basis of
this analysis, we have identified in section three, some potential investment opportunities.
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SECTION 1: MAPPING THE EXPANSION OF INTERNET IN THE ASIA-PACIFIC REGION

1.1.- AUSTRALIA
With a population of 18,75 million, 3.5 million Internet subscribers (1999)1, 1.27 million households
with Internet access at year-end 19992, and an Internet penetration rate of 30% (1999)3 Australia is
the most developed Internet market in the region. Since the deregulation on July 1997 of the telecom
duopoly of Telstra Corp and Optus, and the further unbounding of Telstra local loop in July 1999, the
telecom market has expanded to accommodate 28+ facilities-based carriers and 1000+ ISPs 4.

Mainly two mayor players offer broadband connection in Australia. The national carrier Telstra offers
broadband Internet access through a three-pronged strategy: cable modem in metropolitan Sydney
and Melbourne, satellite access for customers in rural areas, and ADSL in urban and suburban areas.
According to Telstra forecasts, 100.000 users might be connected to its ADSL service by the end of
2001. The joint venture CWO - Excite Home offers cable modem service since the end of 1999 using
CWO cable TV network, which passes 2.2 million homes in Sydney, Brisbane and Melbourne.

1.2.- CHINA
The number of Internet subscribers in China has rocketed from 140.000 in 1996 to 5+ million at yearend 1999, and forecasts indicated 50 million by 20055. Taking a quick look to Chinese statistics it is
easy to understand the significance of these numbers in a country with a population of 1.250 million,

1

The Yankee Group. Asia Pacific Millennium Regulatory Review. 1999

2

Commonwealth Government of Australia; Strategic framework for the information economy. Second progress
report, May 2000.

3

The Yankee Group. Asia Coming Online, 1999.

4

ISP association of Australia, 2000.
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The Yankee Group: Asia Coming On-line. 1999
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2.1% and 2% Internet and wireless penetration respectively, and 6.99% teteledensity6. At first sight,
China seems to be the most promising country for Internet and telecom business in the world.

In 1999 the State Council announced the introduction of controlled competition into the telecom
market, nevertheless the impact of this decision so far has been very limited. The conservative
Ministry of Information Industry remaining

responsible for the day-to-day regulation of the telecom

sector has contributed to a significant delay in the onset of a real competition.At year-end 1999, the
only two carriers competing in wireline connection were China Telecom and Unicom, which also
monopolized the international gateways. China has today over three hundred ISPs and more than six
hundred ICPs7.

China is rapidly building a nationwide broadband network, both terrestrial, wireless and satellite, to
meet the country's rapidly growing demand for information services. China Telecom, China Unicom,
the State Administration of Radio, Film and Television, (SARFT) and other domestic competitors are
scrambling to build broadband networks capable of supporting broadband services. Since 1985,
China has installed one million Km of toll and local fiber optic cables, 140.000 Km of microwave trunk
lines, and 40 large-scale satellite earth stations8. According to the US Department of Commerce, the
country has basically completed the construction of its backbone network and is now turning its
attention to solving its access bottleneck to homes and businesses.

Access is the most lucrative market in China today, and copper connections lead in this market with
93% share of the access lines in the country. The powerful China Telecom is using its influence to
keep the rest of the competition under control with the idea of leveraging its existing copper network

6

The Yankee Group: Asia-Pacific Millennium Regulatory Review. 1999.
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US Department of Commerce, National Trade Bank: China Internet Regulation. 2000
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US Department of Commerce, National Trade Bank: China Broadband Market. 1999
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and thus consolidating its advantage before other technologies become available. As a result, DSL
broadband is the most common alternative even if connection and modem costs are significantly high.

Cable modem services are becoming available in the wealthier coastal provinces of Shangai and
Guangdong, and things could start moving in the rest of the country once the State Administration for
Radio, Film and TV receives approval to roll out high speed interactive services to its 90 million cable
TV subscribers. Until now, China Telecom has managed to prevent this from happening, but things
could change in the near future, and SARFT has started to get ready by weaving all of the local cable
infrastructure into a single network9.

Another means of reaching end-users in China are microwave and satellite connections. SARFT has
an extensive microwave network but it only works within shorter distances. Satellite broadband is
what SARFT is focusing on10. Satellite transponders can offer the fastest download speeds at up to 38
Mbps. In areas where little fiber has been laid or where cable TV networks are not interactive, a
satellite-based network seems to have a competitive niche.

Many areas of the country are a green field where there is an opportunity to build a communication
infrastructure for the first time. Most of the country’s one billion population is scattered across remote,
agricultural areas that are years or even decades away from being wired. This raises speculation
about a possible technological leapfrog, and the success of satellite and 3G connections over wireline technologies.

1.3.- HONG KONG

9

China Online: SARFT calls for cable companies to become one nationwide network; 10/2000
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Kagan.com: Asia Media: SARFT outline battle for a new era; 2000
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Following the deregulation of the telecom industry, Hong Kong has today 5 fixed-line and 5 wireless
operators. Teledensity is 55% and mobile penetration is 42%11. In early 2000, Hong Kong opened up
its broadband Internet service market, issuing six licenses for carriers to offer high-speed data
services in competition with incumbent Cable & Wireless HKT12. In addition to a license granted to iCable Communications for Internet service over its existing cable network, the government licensed
five companies to provide services over fixed wireless networks. According to official data, broadband
coverage is 100 percent for commercial buildings and over 80 percent for domestic households13.

Due to an aggressive roll out of competitive broadband access services, and the unbundling of both
telecom and HFC local loops, tariffs for high-speed Internet access in Hong Kong are the most
competitive in Asia. Incumbent telcos such as Cable & Wireless HKT, and i-CABLE group face an
increasing pressure from new carriers, ISPs and broadcasters. The award by the government of five
LMDS licenses on January 2000 further increases the competitive environment in a city where the
prevailing conditions (telecom and PC penetration) and the population density are to favor fast
adoption of new technologies.

There are more than 100 licensed ISPs in Hong Kong. Approximately 50 to 60 of these are actively
involved in the provision of dial-up Internet services, while the remaining focus mainly on provision of
private leased lines to business corporations14. The number of Internet subscribers was estimated at
1.34 million at year-end199915, a penetration rate of approx. 30%.

The government of Hong Kong has focused on the development of information technologies since it
took office in July 1997. It has established an Innovation and Technology Fund of about US$640
11

The Yankee Group: Asia-Pacific Millennium Regulatory Review: 08/2000
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China Online: Hong Kong, taking the world by storm; 06/2000
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IDG.net: HK grants broadband licenses; 01/2000
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Strategis.gc.can: Hong Kong telecom market assessment; 1999
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million, has created an Applied Science and Technology Research Institute, and is developing a
Science Park to provide accommodation for the research and development activities of technology
based firms. In addition, it has entered into a joint project with the Pacific Century Group to develop
the US$2 billion Cyberport16.

1.4.- TAIWAN
According to the latest statistics on Internet usage in Taiwan provided by FIND (Focus on Internet
News and Data) Center of Institute for Information Industry, the Internet users in Taiwan has reached
5.94 millions and the online penetration rate is 25.8% as of September 200017. Taiwan also has 3.09
million Internet subscribers and a PC penetration rate estimated at 20 percent. Among these net
surfers, there are 1.91 million academic subscribers, 5.12 million dial-up subscribers, 17 thousand
leased-line subscribers, 16 thousand ISDN subscribers, 90 thousand Cable modem subscribers, 54
thousand ADSL subscribers and 3.3 thousand Direct PC subscribers.

Generally speaking, the number of net users through different accesses has increased to a larger or
smaller extent except ISDN. Broadband accesse in Taiwan shows a great demand, with a specific
increase on subscribers of ADSL and Cable Modem during the last year. Cable Modem still leads in
the broadband access market in terms of the number of subscribers, but ADSL shows great potential
in terms of the growth rate18. Overall, the online population in Taiwan is growing steadily and the
number of broadband subscriber is increasing gradually.

Incumbent fixed-line telecom carrier Chunghwa Telecom Company started to deploy ADSL
technology by mid 1999, and estimated that all of its 11.5-million fixed-line customers will be
connected to broadband networks by the end of 2000. In addition, three new private licensees have
16

China Online: Hong Kong, taking the world by storm; 06/2000
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Internet Society: Broadband Accesses Shines in Taiwan Internet Service Market; 01/2001
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Computex Online: ADSL Vs Cable modem in Taiwan; 2000
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been appointed by the Taiwan Ministry of Transportation and Communications to offer fixed-line
communication services, including broadband services, and it is expected that they will commence
service in 2001. On the other hand, the giant cable TV company Gigamedia is leveraging its current
customer base to establish itself as a leading ICP and ISP in the Island19. More than 3.4 million
households and 465,000 small and medium sized businesses are cable TV subscribers.

Taiwan's local web service industry features a wide range of growing sub sectors including Internet
service providers, electronic databanks, web content and applications providers, web network and
electronics document exchanges. The growth and prevalence of web-based activities in Taiwan
nurture business in these areas.

1.5.- INDIA
On November 1998, the Indian Government ended VSNL’s monopoly over the ISP market, and since
then 120+ ISP licenses have been granted20. By 1999, 40 local ISPs and six type A (nationally
licensed) ISPs had launched their services. Prices had started to fall dramatically in places served by
more than one ISP. This change in competitive environment has increased Internet penetration
considerably, and as of July 2000 the number of Internet subscribers crossed the 1.4 million mark (5
million users) and is expected to reach 23 million by the end of 200521.

According to the new telecom law, all ISPs may build last-mile infrastructure and type A license
holders may construct and operate international gateways22. Nevertheless, even if the Government
has affirmed this right it has delayed releasing final security and investment guidelines for its
implementation.

Currently, VSLN still holds a virtual monopoly over the nation's international

19

Taiwan.com.au: Gigamedia pioneering Taiwan's broadband Internet access services; 2000

20

The Yankee Group: Asia-Pacific millennium regulatory review; 1999.
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ZDNet India: Internet in India: Boom time; 08/2000
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South Asia Network Organisation: Internet Content in India: Local Challenges, Global Aspirations; 1999
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gateways, with a network of over 20 GW throughout the country. Following the recent announcement
of this new law, several type A ISPs are getting ready to step into the market. Additional gateways
will greatly increase competition in international bandwidth and will lower costs for India’s new ISPs,
thereby bringing down consumer prices.

In a country with PC penetration is 0,3%, and teledensity of 1.9%, it is reasonable to forecast a slow
pace of expansion of the internet, at least if one considers patterns of expansion followed by countries
with higher GDPs.

About 50 to 100 million people in India were financially within the reach of the Internet in 2000 at
current prices23. Nevertheless, even if this represents just a small percentage of the population (510%), it is not clear how all this potential demand will be satisfied with the existing telecom
infrastructure. In effect, even if the quality of local telephone loops is suitable for the deployment of
broadband communications, the same is true for the majority of the Cable systems. Although India
has a substantial cable TV subscriber base (some estimates indicate more cable connections, 30
million, than telephone lines, 20 million)24, the poor quality of most of the network, generally built for
one-way service, precludes its use for interactive applications.

The cost of terrestrial deployments seems to favor the use of satellite services for providing Internet
access. In a move that could have an immense impact on the future media scene, the government
has cleared direct-to-home television early this year25, freeing the viewers from the grip of cable
operators; the ban on the reception and distribution of television signals on Ku Band now stood
withdrawn. As an immediate consequence subscribers will be able to access satellite TV channels
and ISP services without the intervention of the cable operators, and some private initiatives are

23

India Business Solutions: Internet Potential in India; 01/2001

24

Diplo News: Innovative Internet connectivity in India. 06/200

25

The Times of India Online: DTH cleared, viewers rid of cable operators; 03/2001
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under way to leverage this new market opportunity. As a matter of fact, one of these initiatives is
targeting 25 million users that will be charged on a per-hour basis and would be served through
50,000 Internet kiosks distributed in 1100 cities26.

Also with this idea,India is planning a program to establish “Net kiosks” at the local Civil Body in the
rural areas, as a way to boost Internet access and e-commerce expansion in the country.

1.6.- INDONESIA
Last year, International Data Corporation (IDC) recorded that there were 1,1 million Internet users in
Indonesia, and this number is forecasted to rise to 1.9 million in 2001. According to AC Nielsen, 52%
percent of Indonesia's Internet users gain access through a warnet, 42 percent through their
workplace, 13 percent from home, and 12 percent from schools, universities or colleges27. The
mushrooming of warnet businesses has helped propel the growth of Internet users in a country which
had in 1999 a teledensity28 of 2.73% and where a PC continues to be considered as a luxury.

In the telecom industry, on August 1999 the Government passed a new law designed to open basic
services to majority foreign ownership and to end the monopoly of state-owned telecom companies in
2004. PT Telkom is allowed to maintain the control of the local fixed lines nationwide up until 2010,
and domestic long distance services until 2005. PT Indosat, the primary provider of international
telecommunication services, is permitted to maintain its monopoly until 200429. Nevertheless, both
companies have been given reciprocal access to their services, launching a fierce battle for the
telecom market.

26

Asia It: Hughes to provide satellite Internet service in India; 03/2000

27

Indahnesia.com, quoting the Indonesian Association of Internet Service Providers : Internet
users expected to double to 4 million by 2004; 2001

28

The Yankee Group: Asia Pacific Millennium Review; 1999.
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Another major constraint to the further penetration of Internet in Indonesia is the availability of
broadband access. Indonesia’s dismal economic outlook and regulatory environment have evoked so
far little interest amongst investors for large deployment of broadband services. Some ADSL trials
have been initiated by the domestic PT Telkom, with a few hundred of subscribers in Bandung and
Bali, and by Indosat in Jakarta and in areas not covered by PT Telkom. PT Telkom has announced in
mid 2000 a $1 billion project to bring broadband connectivity to 2.8 million middle-upper-income
households in seven Indonesian cities30. CableVision in Jakarta has launched a project to offer
interactive services using integrated cable modems.

1. 7.- JAPAN
Japan is increasingly embracing the Internet as a part of everyday life, but as with most things, it is
doing so in its own unique style.

More than a third of surfers access the Net using wireless

technology. The explosive growth of Internet-enabled mobile phones was credited for the doubling of
Internet usage in Japan in 199931.

One in five Japanese – just over 27 million people – had an Internet connection at the end of 1999. Of
these, about 10 million were logged on through mobile connections, a penetration rate of about 8% of
the population. This figure exceeded the number of wireless surfers in any other country of the world
and, according to some analysts, could be a model for the future expansion of the Internet in the
region. This pace of growth is expected to continue and triple Japan's Internet population to 76.7
million by 2005, representing three-fifths of Japan's population. At year-end 1999, Japan was said to
already have more than 100 million Internet users, a penetration rate of about 40 percent. Two out of

29

The Digital Asset: Telecom battle in Indonesia; 2001

30

Findarticles.com; Jakarta group PT goes broadband; 06/2000

31

Ministry of Telecommunications of Japan: 2000 White Paper on Communications in Japan. 06/2000; all
figures and estimates in the rest of the chapter about Japan, unless otherwise specified, refer to this source
and correspond to end of 1999.
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every five Japanese now owns a mobile phone and by 2005, nearly 80 million Japanese are expected
to subscribe to some form of mobile service.

NTT DoCoMo, Japan's dominant cell phone carrier, made the Internet enabling "i-mode" system a
standard feature in mid 1999. Japan's mobile Internet-access market, however, is trapped within its
archipelago, since it is not compatible with systems overseas like GSM (Global System for Mobile
Communications). However, Japan plans to adopt the new WCDMA (Wide-band Code Division
Multiple Access) mobile phone standard on 2001, which will make its cellular phones compatible with
those in other countries using the standard.

Despite its impressive growth, the Internet age in Japan could have come much sooner but for its
conservative telecommunications infrastructure. Former state monopoly Nippon Telegraph and
Telephone Corp (NTT) still controls more than 90 percent of local lines connecting homes and
businesses. This lack of competition has made it more expensive for Internet users to surf the Web.
But growing pressure on NTT to cut its charges could stimulate a second Internet wave in Japan
before long. In effect, the Ministry of Telecommunications announced on July 1999 its decision to
unbundle NTT’s local loop and to open it to competition. MPT is concerned that Japan has an
extremely low penetration of broadband, as the NTT East and West do not plan aggressive
deployment before completion of their fiber-to-the-home (FTTH) projects in 2005.

Paradoxically, for a country with such a strong economy, a large and sophisticated telecom market,
and a high rate of Internet penetration, Japan is lagging in the deployment of broadband access
services. Cable modem was first launched in 1997, and 50 out of the 350 operators of cable TV
offered this service in late 1999, accounting for approximately 110.000 customers. The cable Industry
is immersed in a process of consolidation, and some major operators, as the ALLNET partnership, are
pushing forward to take advantage of the window of opportunity left open by NTT’s delayed

14

deployment of ADSL services32. In effect, NTT does not seem very enthusiastic in deploying ADSL
over its network due to the potential cannibalizing effects on its ISDN service. NTT regards ADSL as
an interim technology bridging the gap between the launch of 3G wireless and fiber-to-the-home and business.

Since the 1999 government announcement, NTT has made major progress in the unbundling of its
local loop to rival carriers. Nevertheless, the ADSL standard imposed by NTT (in principle to avoid
interference with its ISDN) limits the competitive ability of other carriers to take advantage of the
expected fall in ADSL equipment prices as volumes of production increase in global markets.

1.8.- MALAYSIA
According to IDC Malaysia, 1.6 million of Malaysians were using the Internet in 2000, and Internet
penetration rate was approximately 6%.

The impact of the last financial crisis, together with the long-delayed rationalization of the telecom
sector, has delayed investment in the Internet sector in Malaysia. After some trials in 1999, the
incumbent Telekom Malaysia Bhd has launched a full-scale commercial rollout of ADSL that could
reach 150,000 subscribers by the end of 200233. In the cable-modem, the major incumbent Maxis
could leverage its HFC network that passes some 66,270 homes in Kuala Lumpur to launch a full
scale HFC roll out, nevertheless this decision has yet to be taken.

The Government, which sees a Multimedia Super Corridor as a high-tech paradise that will transform
Malaysia into Southeast Asia's technology heavyweight, is pushing this project. Malaysia has spent
more than $3.6 billion on this Multimedia Super Corridor, which is to combine business incentives with
advanced computer technology and skills to provide a hub for hundreds of multimedia and
32

Internet News.com; Titus expands Japan cable net access coverage.

33

The Yankee Group: Broadband subscribers in Asia: 1999
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information-technology firms. The Government is also promoting the expansion of the Internet into the
country through the One Family-One Computer program, which seeks to broaden the country's
technical skill base by enabling Malaysians to buy computers with their pension savings. In addition, it
has unveiled recently a $2.63 million program to build over 200 Internet centers in rural post offices
on jungle-covered Borneo Island, and it envisages an ambitious plan of wiring the whole country
including Sabah and Sarawak in the next five years.

Current progress in electronic connectivity and technology usage in the country also suggests the
strengthening demand for e-commerce in Malaysia. A young population, high literacy rate, and
improving affordability of PCs are factors that will spur progress in this direction. Furthermore, the
increase of e-commerce in Malaysia is partly to come from the expected growth of cellular phone
subscribers. Analysts expect the number of cellular phone subscribers in the country, which totaled
2.7 million in 1999, to grow by 10-20% per annum during the next 1-2 years. Nevertheless, the
penetration rate of cellular phone subscribers in Malaysia, estimated at 11%, is still very low.

In Malaysia, the government has been the driver and an active participant in the e-commerce
development in the country. It has taken a leading role in promoting the use of Internet connectivity for
business transactions especially through the setting up of the Multimedia Super Corridor (MSC) and
its related infrastructure and policy framework.

1.9.- THE PHILIPPINES
According to the Philippine Internet Service Organization34, there are currently 600,000 Internet users
nationwide, and by 2004, the number of users is expected to reach 1.3 million. Although Internet
usage is indeed increasing rapidly, several obstacles still remain that may slow down this growth.
First, the monthly cost of accessing the Internet and the cost of a PC still are relatively high.35. In
34

Internet Service Organization: Net-statistics; 2000

35

Infotech: Lower access costs will help boost Internet Penetration in the Philippines; 01/2001
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addition, only twenty out of 180 ISPs have international connections, and the high cost of bandwidth
results in the majority of ISPs choosing to lease cheaper bandwidth alternatives, resulting in slower
and less reliable dial-up access for the users.

In 1993 the telecom market in the Philippines was opened to competition. Since the deregulation, ten
new companies have entered the market and fixed-line costs have become more affordable36.
Nevertheless, even if there has been an encouraging increase on teledensity in the last decade (from
1.4 % in 1993 to 10 % by the end of 1999) the majority of the population continues to be out of the
reach of wired telecom networks.

On the other hand, wireless communication is growing fast in the archipelago, and some analysts
forecast a high Internet wireless access potential in the Philippines. Wireless has had a much
stronger penetration and much higher growth rate in the last years, cellular subscribers
more than tripled from 500,000 in 1995 to 1.8 million by the end of 1999, and some estimates
indicate a number of wireless handsets of about 8 million by the end of 200137.

Cable TV is also one of the fastest growing industries in the Philippines. By the end of 1999, there
were approximately 1 million cable TV subscribers with an annual growth rate of 20 percent38.
Philippines well-established cable TV operators have just begun to roll out competitive modem
services in metropolitan Manila. As several of the major telecom carriers are already aligned with the
cable TV companies, ADSL does not appear to be a high priority at the moment. The Philippines has
around 3 million households connected by cable, and 1 million cable TV subscribers. The Yankee
Group estimates approx. 50% of these customers addressable for interactive services; nevertheless
the cost of a PC seems to be a major obstacle to the acceptance of the Internet within this sector.
36

The impact of liberalizations, telecom industry in the Philippines: 1999.

37

Business 2.0: Five Questions With Manuel Roxas, Philippine Secretary of Trade and Industry; 11/2000
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The Philippines is becoming a major IT hub for multinationals. An increasing number of U.S. firms are
locating engineering design, manufacturing design, call centers, back office operations, outsourcing
centers and software development there39. These companies include America on-line (AOL), Barnes
and Noble, Fluor Daniel, Bechtel, Sealand, and Citibank among others.

1.10.- SINGAPORE
The Government of Singapore is clearly committed to transform its economy into a net-economy. With
this goal in mind, it is investing in large-scale information infrastructure, removing barriers to private
sector participation in the telecom market and Internet services markets On 04/2000 Singapore
opened its telecommunication sector to local and foreign competition. The liberalization of the industry
makes Singapore one of the last major Asian economies to end its fixed-line and international-call
monopoly. Under the liberalization drive, more than 130 telecom licenses have been issued, S$3
billion in investment has been generated in the telecom sector, and IDD and mobile phone costs could
fall by 80% by the end of 200140.

Another significant impact of Singapore’s liberalization drive is the awarding of new facilities and
service-based licenses to local and foreign firms. Local company such as Pacific Internet Ltd., one of
now six major Internet Services Providers (ISP) was awarded a license to roll out voice and data
services. This move enables Pacific Internet to offer a full suite of services and e-business support,
which were previously restricted under the old telecom regime.

The network has also been expanded with the liberalization of ISPs and introduction of Singapore
One's broadband network access providers. In 09/99 the Telecom Authority of Singapore completely
liberalized its Internet market. Limits on foreign ownership for ISP were lifted. The number of ISPs has
39

US Dept of Commerce: The Philippines telecom market overview; 2000
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IDG.net: Singapore to speed up telecom deregulation; 01/2000
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increased from three in 1999 to six. An integral part of the government’s network service initiative is
the delivery of high speed Singapore ONE broadband network access. Currently four companies have
been given licenses to provide broadband access: Unit Singapore Pte Ltd, SingTel Magix, Singapore
Cable Vision, and StarHub Internet41.

The Government of Singapore is promoting the Internet through its Singapore one network for
everyone project. In its bid to become an intelligent island42, Singapore has constructed a broadband
multimedia network that passes 98% of all homes in the nation, although only approximately 8% of
households currently subscribe to the service.

1.11.- SOUTH KOREA
With 20 million Internet users, more than 40 % of South Korea's population is now online, and the
country has become the first in the world where mobile phone subscribers outnumber fixed-line
customers43. Furthermore, South Korea is the fastest growing broadband access market in the world,
with over 4 million ADSL users.

There are close to 15,000 'PC Plazas' or cyber cafés in Korea, with 20 to 40 PCs each, offering
Internet access at speeds of 256 Kbps to 2 Mbps (E1 lines). Flat rate ADSL access in South Korea is
well in the affordable range for most Koreans. Free 256 Kbps access is available for schools.

According to Merrill Lynch, South Korea's Internet user base could increase to 36 million users in
2004 (or 73% of the population). In the same period, penetration of mobile phones is expected to
increase to 64% of the population in 2004. The number of wireless Internet subscribers in Korea has

41
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42
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now reached 15.78 million, according to a release from the Ministry of Information and
Communication.

South Korea's greatest assets in the Internet Age are widespread low-cost broadband access,
increasing penetration of Net culture, a high level of education, high teledensity and cell phone
penetration, and excellent production bases for delivering Internet devices to a global market.

The Yankee Group in their report ‘’Broadband Subscribers In Asia:1999-2003 Review and Forecast”44
predicts a pattern of demand that would create islands of broadband connectivity in many Asian
markets’’. For China they predict that ‘’ the biggest market of all will still be a long way off ‘’ in terms of
achieving widespread broadband connectivity. Appendix 1 is a text of Yankee group analysis of the
Chinese, Hong Kong and Taiwanese markets in terms of type of broadband technology. The report
concludes that broadband access is not yet a mass-market proposition and that ‘’most users will be
left chugging along the narrowband slow lane for years to come’’. Also attached in exhibits 1 & 2 are
the Asia pacific Internet penetration figures for 1999 and 2005 respectively . Exhibits 3 to 6 provide
details on broadband service roll outs, cable modem rollouts, ADSL deployment and satellite
initiatives in the Asia - Pacific region.
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SECTION 2: CHINA - A CLOSER VIEW
2.1.- INFRASTRUCTURE PROBLEMS
Having mapped out the base line of the Internet infrastructure in China in the pre-ceding section, we
will now identify the problems at the technology level with a view to putting into perspective the
specific issues that need to be addressed before identifying specific venture opportunities in China.
Indeed, the new US$1.05 billion SOFTBANK Asia Infrastructure Fund is expressly stated45 to be
dedicated to building the core infrastructure throughout the Asia Pacific region to energize widespread
use of broadband, optical, wireless and Internet-based services and technologies. The objective of
this section then is to identify key problems within the core infrastructure in China with a view to
identifying venture capital opportunities.

The basic infrastructure problem is not just in the absence of the necessary technological base
required for transforming China into the information age but more importantly that the social, political,
economic, financial and knowledge infrastructure itself is not Net ready. Those problems are beyond
the scope of this report and will not be addressed here.

This view as to the larger infrastructure problem is consistent with the conclusions drawn at the Hong
Kong Information Infrastructure International Expo and Conference46 held on February 22, 2001
namely that China's Internet industry still has huge growth potential but has entered a more mature
phase and now needs to focus on developing its capital markets and human resources. Private-sector
and government officials told the conference that capital markets as well as the IT and management
work force all need further development before China's electronic commerce and Internet industries
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can reach their potential. They added that Hong Kong and Taiwan might play crucial roles in that
process.

2.1.1.- CHINA’S LEAP FROGGING CONUNDRUM
China is all too often said to have adopted a ‘’ leapfrogging ‘’ strategy to modernize it’s fixed wire and
wireless telecommunications infrastructure. Wireless, cellular and satellite systems, along with digital
network switches, can form the underpinnings of a new telecommunications infrastructure.

a.- Leapfrogging defined
To leapfrog is to bypass the necessity of adopting or paying for previous generations of technologies
and to embrace instead the latest improvements in technologies. It is to learn from the mistakes of
others, to avoid being saddled with outdated legacy technologies, to pay less for more, to adopt
convergent technologies without the need for constituent technologies, avoiding costly infrastructure
hurdles.

New information technologies will allow China to leapfrog in a very inexpensive way into the digital
age. It is easier for a country with a deteriorated infrastructure to start from scratch than to be saddled
with both old technologies and new technologies that need to be harmonized. New telecom
technologies require smaller up-front investment, they are easily and quickly scaleable, are affordable
to customers, generally do not require subsidization and have added functionality. Essentially they are
cheaper and better.

b.- Leapfrogging and development: the connection
The rapid worldwide expansion of information technology and in particular the Internet has made
investment in telecommunications a critical component of economic development. Information
technology is widely seen as a primary driver of the Chinese economy and information is in itself
increasingly regarded as a fundamental factor of production. Countries and firms lacking access to
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modern telecom systems cannot effectively participate in the global economy. In an increasingly
global economy, there's one word for the future: digital.

The fact is that countries today with 100 percent digital networks tend to be developing countries.
Botswana, for example, has a greater percentage of digital lines than most developed countries.
Botswana, Senegal, South Africa and some countries in Latin America, are examples of countries that
have adopted this leapfrogging strategy.

The importance of going digital stems from a new way of doing global business through e-commerce.
The Internet can offer new and unique opportunities for developing countries like China to sell goods
and services to the global marketplace. E-commerce means new opportunities for developing nations
because, with relatively low capital expenditures, one can have an industry for software development,
data processing, call centers and servicing opportunities47.

A top Chinese official was quoted48 as saying last year that China hoped to leapfrog developed
countries by using e-commerce as the guiding force in reorganizing its industries. This is a different
dimension of the leapfrogging strategy outlined above in that not only is China hopeful of leapfrogging
into information age technologies but also that it will use information technology and the Internet in
particular to leap frog a stage of development of its economy. Rather than be a developing or newly
industrialized economy China wants to be ahead of the developed world. At the very least, in so far as
the future of the communications market is concerned, we can take away from all this rhetoric a
committed policy for the digitalization of the telecommunications infrastructure in China.
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c.- Confusion as to the emerging infrastructure
However, quite apart from the rhetoric of officials stating public support for the digitalization of China,
the reality of the policy is better characterized and marked by confusion. This then is the first problem
with the technology infrastructure.

The key question and problem is this. What will China’s digital network look like? Which digital
technologies will define the network? The devil is really in the details.

Will it be more wire line or wireless? How much of it will be broadband? Will China leap frog past the
expense of burying fiber optic cable in the ground into a LMDS (Local Multipoint Distribution Services)
broadband wireless technology? Will China leap frog past narrowband completely? Which will be the
preferred access device? - the PC, the mobile phone, the handheld device (ala a PDA) or the digital
T.V.? Which content format will dominate? – WML, HTML or Voice XML? Which communication
protocol will prevail? – WAP, iMode or Palm.net?

The aim of the powers that be is to modernize China's technological base and propel it into the
information age but there is too much confusion today about which technologies China will adopt.
Reasonable assumptions are confounded by greedy, corrupt, nepotistic and opaque political practices
making it impossible to predict with any measure of certainty the specific characteristics of the future
network.

However, we can reasonably assume that in general, in developing countries that lack a
communications infrastructure, wireless Internet access is far more likely to take hold than PC based
access. This is also borne out by the mobile pone adoption figures, which are expected to surpass
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wire line phone figures. Japan and China are now the worlds second and third largest cellular
subscriber markets after the United States.49

Broadly speaking, we conclude that China will aspire to leap frog to a wireless broadband
infrastructure and we will therefore focus the rest of the discussion as to technology problems in this
section to broadband and wireless technologies.

2.1.2.- THE BROADBAND PROBLEM
The age of broadband has not yet arrived in Asia. It is envisaged that the broadband Internet will be
carried into homes on cable modems, cable television networks, high – speed asymmetric DSL
(ASDL) telephone lines and satellite links.

Much has been written about the promise of broadband. We will not repeat, for instance, the contents
of two important reports as to the broadband technology infrastructure in Asia Pacific but rather simply
refer you to them. First, the Pyramid Research Report, ‘’Broadband in Asia, the Next Big Thing.’’50
This report, inter-alia, contains forecasts of broadband subscribers by technology on a country-bycountry basis. It also predicts that China will be slower than Korea to adopt broadband technologies.
Second, the Yankee Group report referred to earlier talks about islands of broadband connectivity in
Asia. These reports however do not tell us why most people will be stuck in the slow lane be it in the
China case or otherwise and our report will pick up the debate where the Yankee Group and Pyramid
Research left off.

There are two basic reasons why broadband Internet will not see the light of day in China for some
time to come. We call this the problem of the two ‘’A’s’’; affordability and applications, both of which
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are largely lacking in China for the time being. We will discuss the problem in the three sub-sections
that follow.

a.- The bandwidth problem
In China, the basic bandwidth problem is not in the last mile but right within the very heart of the
network itself. It is therefore less relevant to talk of bottleneck problems than it is to talk about the
spotty nature of the infrastructure at this point (islands of broadband connectivity). Please refer to
Section 1 and 2.1 above for the details.

Another aspect of the bandwidth problem today is that the total bandwidth that links China to the rest
of the world is only a mere 400mb.51 Then there is the prohibitive cost of broadband connections. A
mere 64Kbps Net connection costs $500 per month.52

Affordability is therefore a key problem.

Forrester believes that it will take at least 2 years before China will have a sufficient broadband
infrastructure.

b.- The optical infrastructure problem
Although there are more cable TV’s53 than wire line telephones in China, it is likely, for now, that
China will vault over the necessity of laying very expensive optical fiber on a scale to ensure
widespread adoption of broadband services by relying instead on narrowband wireless. There are 4
reasons for this.
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Firstly, fiber optic investments are very expensive and it is uncertain as to how phone and data
carriers in China will get the money to build high –capacity fiber-optic networks to crisis cross China
and eventually pay for the same.

Jiang Mian Heng is the son of Jiang Zemin, China's president and head of the communist party. Jiang
Mian Heng's flagship company is China Netcom, an 18-month-old firm based in Beijing. It has raised a
first round of private funding that values the company at $2.7 billion. Backed by powerful government
departments such as the Ministry of Railways and the State Administration for Radio, Film and
Television, it is building a 5,300-mile fiber-optic network linking 50 million people in 17 of China's most
prosperous cities54.

China Netcom is already shaking up the country's $37 billion telecom market. Its broadband network
is a direct challenge to one being built by China Telecom, the country's former telephone monopoly,
and is being touted as the largest and most advanced in China. And China Netcom's Net-based
phone service, which is already operating in a few cities, has cut the price of a phone call from Beijing
to New York from 60 cents to about 28 cents per minute, forcing traditional phone companies to slash
their prices to stay competitive.

However, the question remains whether the proposed networks are enough and whether funding can
be found for the rest. Then skepticism abounds the all-important question; will the Chinese consumer
be able to pay the prices required to enable these carriers to recoup their investments. Again back to
the affordability problem. At best we will see ‘’islands of broadband connectivity’’ to the most affluent
and educated. This would mean a skimming strategy based on premium customers. Therefore whilst
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it is true that investments in fiber capacity have been initiated in earnest, it is left to be seen if the level
of investments are sufficient or will be sustained.

Secondly, it is uncertain whether fiber investments on the scale being made today are fundamentally
viable propositions. Many of the global companies building large world wide fiber-optic networks are
sustaining substantial losses55 even as revenues soar. The original payouts were envisaged to come
from interactive TV services which never took off but instead by happy coincidence we had the
Internet boom to sustain those investments.

However, even then, concerns about predicted Internet growth and therefore the underlying economic
justifications loom large today. Assumptions about multi-media services like video streaming, web
casting and data casting demand are yet to be borne out. Comparisons to disastrous railroad
investments made 150 years ago are inevitable.

Thirdly, optical technology is rapidly improving and current research suggests that a single fiber strand
will handle ever-increasing amounts of data, reducing demand for capacity and therefore need for
many fiber lines. We think that China will therefore wait for the technology to mature before
committing to the scale required.

Finally, the price of bandwidth, the main product of high capacity fiber-optic networks, is plummeting.
The two reasons for this are the ever increasing supply of capacity and the lower cost structure of
newer players who take advantage of newer optical technology. This again means that the Chinese
and their financiers will take a cautious approach to fiber investments.

Therefore we conclude that it is likely for China’s optical infrastructure to remain spotty for some
years.
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c.- And the ‘’Killer Application’’ is?
Content is to the Internet that location is to real estate. What will consumers flock to?, that is the killer
question. This is a chicken and egg problem. Which comes first; the content or the infrastructure?
Although both are inter-dependant, we take the view that in order for broadband to take off, it is the
infrastructure that must be laid first and the rest will follow.

A killer application for broadband has yet to be defined. Currently, the lure of broadband is speed,
"always on," and, in those countries where call metering occurs, the prospect of not paying the cost of
the local phone call is a big draw.56The ‘’killer’’ problem then, is to identify the high bandwidth
application that will spur demand for broadband access and services in China. Otherwise why would
consumers of bandwidth bother with broadband? Narrowband will do and unless and until broadband
becomes a mass-market medium, the economics of its deployment cannot be justified. It’s a catch 22.
You need the pipe to view rich media content but you need that content to justify the economics of the
pipe.

d.- Application categories
A distinction can be drawn between commercial and domestic users of the Internet for purposes of
analyzing the content or application aspect of the problem. Also, a list of possible broadband
application categories can be drawn and the usual suspects are video conferencing (commercial),
music (domestic) and video on demand (domestic). Narrowband applications to contrast this list
against would be e-mail, two way or short messaging systems, games and diversions (like
horoscopes, cartoons), concierage or personalized and location based services and comparison
shopping.
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It seems to us that the Chinese market will use the Internet mainly for e-mail and access to news for
now. There is some suggestion that gambling and financial services will take off57. The Chinese love
to gamble and stock markets are really casino like in Chinese dominated countries like China,Taiwan,
Hong Kong, Singapore and Malaysia. These applications, however, still lend themselves more to
narrowband than broadband access.

However it is only when the Internet becomes a more useful tool around the home58 moving beyond
the PC and into household appliances like the television and fridges etc. will there be any real
stimulus for growth. Home networking may well be that broadband killer application and we do not see
that taking place any time soon in China at all. Leapfrogging into the digital infrastructure is one thing
but turning poverty stricken to low-income households into upper middle class American type suburbia
is another.

We do not think the media or entertainment sector will be the killer application any time soon either.
The preferred access device for movies or videos in China is the VCD player59 plugged to a television
set. Although there are more than 360 million TV sets in the market, China’s cable TV infrastructure is
unsuitable for interactive services and will therefore be an unlikely candidate for broadband access in
the near term60. Therefore notions of the multi-media network bringing TV onto the net with video
streaming capabilities are somewhat of a pipe dream for now.
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Therefore the prognosis for now seems obvious, narrowband is king and the opportunities right now
exist within the narrowband networks, one of which must be the narrowband wireless network. In
China, for the most part, Internet access will still be achieved through narrowband (dial-up)
access.61However we would add one other caveat and that is if the payment systems problem
discussed below is addressed and M – commerce takes off in China any time soon (which seems
remote), then broadband wireless technologies will see mass market adoption.

2.1.3.- THE WIRELESS PROBLEM
As opposed to broadband technologies, the age of wireless communications is in full bloom in China.
The promise of wireless in the China market is not a mirage. However, the limitations of narrowband
wireless net access mean somewhat more narrow Internet opportunities. Nevertheless the idea of a
‘’personal Internet’’ is the current driving force behind VC investments in new ventures.

a.- Market Dimensions
However, first a numbers62 review to put the market dimensions into perspective with a view to
reinforcing the point that any pessimism expressed in the discussion in this section of the report thus
far must be seen within the context of an incredibly huge market size. In other words, even if we have
low penetration rates and general affordability issues, these are relative to a huge scale of potential
business.
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There were 85 million mobile subscribers in China by the end of 2000. That is the same amount as
the UK, Germany and France combined. In January 2001, there were more than 4 million new
subscribers added. That is more than the total number of mobile users in India or Finland. By early
next year, there will be more mobile phone users in China than there are in the US making China the
world's largest mobile market.

China Mobile is probably already the largest mobile operator in the world. But the growth doesn't stop
there. Ericsson estimates that the 300 million mark will be broken in 2004 and that the market will
continue to grow even after that.300 million is more than the entire population of the US and Canada.
By 2005, China could have as many mobile phone users as Japan has citizens.

Hundreds of millions of people in China will get their first taste of the Internet not with the click of a
mouse but via the small screen of a Web-enabled mobile phone63. Following in the footsteps of
Japan, where customers of mobile giant NTT DoCoMo now download data through their handsets,
China is expected to offer Internet access to far more people through mobile phones than fixed-wire
connections.

b.- Physical limitations problem
A key to unlocking venture opportunities within the mobile Internet value chain

would be to

understand the usability and functionality problems of wireless mobile devices. Wireless computing is
still plagued by major drawbacks, which remain largely unresolved. We do not think that the multimedia world of tomorrow will be streamed through the wireless devices of today.
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The mobile Internet will be characterized by minimalist content as opposed to rich media formats in
the Internet as we know it. It is a limited medium constrained first and foremost by the tiny screen size
that will make viewing of web pages or long e-mails virtually impossible. Secondly, slow download
times will have to be managed. Then slow and clumsy input methods not to mention short battery
lives relative to uninterruptible power supply.

All these problems circumscribe venture opportunities sought to those applications where timeliness
and immediacy are critical. Therefore only those that involve quick transactions, simple entertainment
and games(gambling), short messages or alerts and small bites of critical information should be
considered.

c.- Wireless access device problem
Another important dimension of the variability that has to be contended with is as to the type of
wireless device that the Chinese market will adopt. At present the two primary devices that allow
access to the Internet would be the mobile phone and palm sized devices like PDA’s. Both have very
different capabilities in terms of, inter-alia, processing power and memory and input methods (key
pads, pen/stylus or voice). However, in the future most predictions point to convergence of both into
one device combining the best features of each.

d.- Wireless Internet value chain
It is important to assess the wireless Internet value chain with a view to assessing where the most
value is captured. This information will be useful in thinking about which venture opportunities
Softbank should concentrate on.

33

Further, telecom or Internet services can't be too expensive, or access is effectively prohibited and
China’s modernization effort will be frustrated. The key is to keep access at reasonable costs. The
problem is that all players must share a certain threshold cost that the market will bear. Otherwise, the
wireless Internet will remain a glorified plain old telephone service and nothing more. Needless to say,
China, Hong Kong and Taiwan will all have different thresholds.

The wireless value chain is best represented diagrammatically as follows: -

Hardware
Manufacturer

Mobile
Operator

Mobile Internet
Service Provider

Portals

Content
Provider

Wireless content providers
At the top of the chain are the wireless content providers who will develop applications to supply data
such as news, share quotes, weather information and short message services not to mention emails.
A convenient catch all phrase for the value referred to here is M-commerce which includes a variety of
services that can be accessed over wireless handheld devices. Some distinct categories of these
services would include information-based services like email and browsing the net for nearby
restaurants and movie halls.

An appropriate browser will be the application that will enable information and all other content to be
accessed. Then there may be content that offers personalized services based on one’s location or
profile. Keiichi Enoki of DoCoMo’s iMode calls this ‘’individualized media’’.64
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There is a trend also towards content and delivery in a single organization. The Time-Warner AOL
merger is the case in point and we expect critical content providers to continue to be wooed by
network operators, Internet service providers and portals.

Portals
Portals are simply web sites that will serve as a point of entry to the mobile Internet. The Yankee
Group defines a portal as a network that aggregates, presents, navigates, and delivers a wide range
of Internet communication, commerce, and content services to a mass of visitors.65

They will capture value by attempting to be a one stop shop for users’ mobile Internet needs by
providing a scroll down catalogue of web sites, email services and simple search functions using both
proprietary and non –proprietary information. They will play an especially significant role in the mobile
Internet because of the difficulty of full scale browsing or surfing and hence the need for an effective
point of entry. Hence, the idea of a ‘’default portal’’66, the portal that is pre-installed by the network
operator , is envisaged such that it will be awkward for users to switch between portals. Others have
argued that 3G phones will not suffer portal switching limitations but this is left to be seen as the
wireless portal wars have barely begun.

The key portals in China are public companies trading on the NASDAQ. Like most of China's publicly
listed Internet entities, these companies are withering in the aftermath of the government's restrictive
regulations (see Table 1).

Table 1: Key portals in China
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Source: The Yankee Group, 2000.

There are a number of developments on-going with startups and big vendors working towards delivering a true Personal Portal that works easily between wire
67
line (broadband or otherwise) and wireless Internet services.
The idea is to have an intelligent personal service that could determine the device used,
delivering information to wherever the device is located and whenever wanted .

The opportunity for mobile portals is huge but there

will only be room for a few players.
mobile Internet service providers

The mobile Internet service provider’s will capture value by providing basic connection services to the
mobile Internet. There are very few ISP’s that have not amorphed into either a portal or a network
operator

Mobile network operators
The mobile network operators own the backbone infrastructure. They will earn value by managing the
physical delivery of digital data to the mobile device. They have far closer links with their customers
than independent portals or ISP’s. They will also be custodians of valuable information including
standard billing information, where each of their customers are at any given moment and probably
even capture information as the habits and preferences of their customer. Bearing in mind the
probability of a ‘’default portal’’ being installed onto the network, this will make network operators an
extremely important link in the wireless value chain.
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Hardware suppliers
At the bottom of the stack are hardware and technology vendors, the companies, which supply the
physical infrastructure for mobile networks who have also developed enabling technologies such as
WAP. The leading hardware suppliers include digital mobile phone manufacturers such as Nokia,
Motorola and Ericsson.

Value chain analysis
In terms of VC opportunities, we should note the trend towards vertical integration of portals, ISP’s
and the network operators. In Asia the ISP and network operator tend to be the same. The
convergence of ISP’s and network operators is common in the wire line Internet with examples such
as AOL and MSN, Excite, and Netcenter. In the wireless world Japan’s iMode and NTT ‘s DoCoMo
are the best example of this integration. The stand alone portal such as Yahoo, however, offers an
attractive agnostic option and it is left to be seen if the markets in China will follow the integrated
model or whether value can still be had in component players. The best of breed philosophy behind
Yahoo’s success is based on a desire to be the best aggregator of popular content.

On the other hand, some, like Bain & Company argue to the contrary that the very high cost of
building 3G networks will drive the separation of traditional mobile operators into asset intensive
network companies and more nimble customer relationship companies.68

However, if the market trends towards integrated models then, we can safely assume that VC
investments in stand alone portals would be difficult propositions because of the difficulty in switching
views on a mobile device.

The Yankee Group in their report ‘’ Broadband Subscribers In Asia: 1999-2003 Review and Forecast
‘’69 note a ‘’ shift from traditional narrowband Telco business models to the long hyped but little seen
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multi - media services operation’’. The underlying proposition in the suggested model is a compromise
between those who feel that it is the better technology that will drive value and the others who believe
that it is the better content, brands and marketing that is destined to triumph.

e.- The battle for standard problems
Another aspect of the major variability that plagues the wireless world has to do with content formats,
communication protocols and network standards. The battles for establishing these standards have
begun with no winners declared as yet. However China is an important battleground for these
standards.

Content formats
Between WML (Wireless Mark up Language), HTML, and Voice XML, it is WML that has gained
widespread acceptance because it allows websites to tailor the information format to fit the screen
and limited capacity of mobile devices.

Communication protocols
Here the battle between WAP, iMode and Palm.net has yet to be fought out. WAP (Wireless
Application Protocol) is an access language that enables mobile devices to view web pages. As an
open communications protocol and application environment it works over most wireless networks
such as GSM, CDMA and TDMA. WAP version 2.0 has recently been announced by the WAP Forum
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for release in mid-200170. This version is designed for high bandwidth UMTS networks, and will
support streaming, recognition of terminals, client-server security (SSL Layers 1 and 2) and XHTML.
WAP 2.0 will thus be able to offer exact page description of documents, SMIL for multimedia, SVG for
vector graphics and so on. Through its 'user agent' file, WAP 2.0 will be able to recognize the size and
characteristics of the mobile terminal screen, and the type of web navigator being used. WAP user
numbers are expected to climb steadily.

IMode has two significant advantages over WAP today namely that it uses a modified form of HTML
making most existing websites easily available to wireless service and secondly affords an always on
service for data since it de-couples voice transmission from data transmission networks. iMode
effectively displays most web pages written in HTML, while WAP phones are limited to accessing the
mere 25,000 sites71 written in WML, or Wireless Markup Language. And iMode users are charged for
the amount of transmitted data, not airtime. However iMode's problems stem from its proprietary
nature and the opposition of the WAP Forum.

CDMA OR GSM, 2G or 3G ?
Simplistically put, you have the Europeans, personified by Ericsson, with the next or third generation
of the GSM standard called WCDMA on the one hand and the Americans, largely personified by
Qualcomm, with another standard called CDMA.

The European Commission backed the creation of a single next-generation standard for wireless
phones, allowing customers from any part of the EC to travel between service areas and still use their
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mobile phones. The problem is, that standard, called WCDMA, is developed by Sweden's Ericsson.
Many U.S. companies are moving towards another standard, called CDMA, and Qualcomm has taken
a lead in lobbying U.S. officials to make sure this standard is accepted overseas.

GSM has to date established itself in China and most other Asia Pacific countries. Therefore what
happens in China and the Asia pacific may well determine whether CDMA makes it as a global
standard. China is therefore an important battleground.

The case for GSM/WCDMA
China already has nearly 70 million GSM (Global System for Mobile Communications) users. They
didn't exchange their phones to try WAP; it's unlikely they'll do it for CDMA, either. The predominant
standard in Europe and China remains GSM.

Neither Qualcomm nor Unicom has begun to fight the battle of getting consumers to actually use
CDMA. Trials in Beijing turned off a lot of users because the service areas were so limited, and
getting connected outside of Beijing, Shanghai, Guangzhou, and Xi'an just wasn't possible.

GSM is cheap to deploy, and one can use the same phone and same SIM card from Beijing to Hong
Kong to Paris to London. Now, with the introduction of GSM 1900 services in the United States, users
with tri-band phones (like Nokia's 8890) can use roaming services almost worldwide.

Some estimates place China's current GSM capacity at 400 million users, approximately 30 percent of
the nation's population. There is, by contrast, no wide spread distribution of CDMA phones. By 2005,
China could have as many mobile phone users as Japan has citizens.
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Another plus in favor of the case for the adoption of the GSM/WCDMA standard in China is the fact
DoCoMO of Japan has settled on WCDMA as the 3G standard that all it’s current investment
decisions are based on. Therefore iMode phones will eventually be compatible with this standard.

The case for CDMA
CDMA is considered the superior of the two systems in terms of call clarity and reliability. However, it
is more expensive to implement, phones tend to be larger and heavier, and is currently limited in
terms of countries that use it. History however demonstrates that consumers do not choose the best
available system; they choose whatever is the most convenient and widely available, and often, what
is least expensive.

Some argue that a recent agreement with China's information ministry moves Qualcomm a step
closer to locking in CDMA as the preferred system in China for mobile Internet access. They also
argue that it also confirms a January agreement signed between Qualcomm and the Government-run
mobile phone provider China Unicom to use CDMA. The agreement, advocates of CDMA argue, goes
a long way to proving that the support for CDMA does exist.

The Qualcom CDMA story with China Unicom the country’s second largest phone carrier has taken
many twists and turns. To start with we had Unicom going yes and then no and then yes but on the
adopting the standard. Earlier in 1999 China Unicom said it planned to build a mobile network using
narrow-band CDMA technology, although the size and timing of the deployment were not then
specified. Then in June 2000, it cancelled plans to use existing wireless communications technology
developed by Qualcom to expand its network and instead is expected to adopt third generation
technology72. But which third generation technology is the billion-dollar question. This story typifies the
confusion on the infrastructure side.
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We think that the Chinese will play the Americans against the Europeans and both of them against the
Japanese with a view to seeing who delivers the biggest gratuity to the prime movers behind the
scenes. As this drama unfolds, the market will have to live with the uncertainty of conflicting signals
and the consequential confusion. Then there would be the Japanese solution as another option.
Although the market is large enough to sustain all the three standards it is unlikely that consumers in
China will allow three standards to thrive. We predict that the most popular one GSM and its
successors will dominate the market.

We have attached in Exhibit 7 a graphical prediction by the Yankee group of China’s IT infrastructure
till 2010.
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2.2.- MARKET PROBLEMS
Internet in China faces many market problems that make its anticipated growth much more difficult
and complicated than it seems, and if these obstacles are not resolved, a huge market potential may
be unrealized.The latest optimistic reports suggest that around 20 million Chinese are using the
internet, a huge number at a first glance, but a questionable one, taking into consideration, that this
number presents less than 2% of the Chinese population: With a population of 1.2 billion in China, a
small percentage change in the number of users can mean a big market. What are the obstacles, if
removed, that can help a larger Internet penetration?

2.2.1.- WEB CONTENT OBSTACLES
We are here referring to issues about how information is presented , who has the authority to monitor
content and how can users be assured of the security of information exchanged on the Internet.
a.- Language issue
There were nearly 1.5 billion native Chinese in the world in 1999, of which 80% lived in China. This
appears to be an attractive market for Internet expansion. But the overwhelming predominance of
English on the Internet sharply limits its usefulness for most Chinese. Although the high speed
personal computers of today make it possible to have translation software that automatically translate
a web page from English to Chinese the translations may face problems of accuracy. Forrester in a
report73discussed the possibility of running a site in multiple languages, and concluded that it is
“easier said than done”. They found the software as being the most common obstacle, the most
common complaint being compatibility with Asian languages. Languages such as Chinese with
alphabets of 6000 characters require support for a character-encoding standard like Unicode.
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The result is that cases of badly translated English text in Asia remains quite common74 Frank Yu,
Principal Research Consultant at Web Connection Research, described their experience-" Our
experience at Web connection in developing and testing Asian sites highlights the need for the
industry to create more common standards so that Asia’s written language can be shown on computer
screen accurately and easily”, and he concluded that “ these issues of alphabet usability are a
stumbling block in efforts to get more Asians on the Internet”75.

2.2.2- DOMAIN NAME
Domain names are “ valuable assets which serve as the gateway that links up an entity with its target
web surfers through the Internet”76. The registration of domain name poses a threat to the uniformity
of Internet addresses, and raises some serious questions: who has the authority to administer it?
Does the US have a monopolizing power? And if countries revolt on the already established system,
how can we keep the uniformity of the Internet?

A report by China Internet Network Information Center released in January 2001, estimates that there
are now more than 122099 domain names registered under “CN”. According to two Gartner reports77,
on 10 November 2000, Asian-Language Internet addresses went on sale as VeriSign Global Registry
services began accepting Web-sites names in Chinese, Japanese and Korean characters, using the
suffixes .com, .net and. org. On a response to VeriSign move, China Internet Network Information
Center (CNNIC) began accepting Chinese language domains, and indicated its wishes to control the
Chinese character domain names and has deployed and internationalized domain names registry of
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its own. As a result, China through CINNIC, will provide this year Chinese domain name registration
services with Chinese character, plus ”.cn”, ‘lø” (company), “.-ỳ” ( China), and according to a report in
China Youth Daily , when the CINNIC Chinese name registration was opened to public applications
on November 9, an estimated flow of applicants at an average rate of 10 000 applications every 10
minutes was recorded.78

The potentially serious consequences include a “split” Internet, one Chinese language based and one
English language- based, each one with its management systems, its own dispute resolution system,
and a threat of a bigger schism with more disputes between different language groups and non –
Western nations vying with Western companies over domain name registration and Internet
addresses.

Gartner reports concluded” unless a compromise is reached, China could cut itself off from the rest of
cyberspace, with dire consequences for enterprises doing business with China”79

2.2.3.- ENCRYPTION PROBLEMS
An important concern for many Internet users is questions regarding security of transactions. Trust
issue becomes a primordial requirement for the Internet expansion. In this sense, encryption is
important, as it gives the feeling of security that is needed to expand the Internet population.

China for its part, was riding against the wave and issued rules on encryption technology, entitled
“Administration of Commercial Encryption Regulations.It is important here to note that from the
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Internet Chinese consumer's perspective , these encryption regulations raised widespread concern in
regard to the ability of computer users to ensure the confidentiality of their transactions.80

2.2.4.- ELECTRONIC AUTHENTICATION
In addition to ensuring that the online transactions are confidential, the participants must also be able
to guarantee the seller and buyer’s truthful identities. A variety of methods are available, the most
economically practical method is the use of digital signature. With China lacking a national model for
managing digital signature81, evolvement of online transaction will surely be handicapped.

2.2.5.- E-COMMERCE OBSTACLES
“China has the resources, the means and the motivation to be a central player in the global ecommerce industry but is lagging far behind other countries in term of market size and scope”82
Looking at the E-commerce in China, we find a lot of problems that have led to a slow development of
e-commerce initiative. Yet Forester expects that by 2004, both B2B and B2C will reach an arguable
number of $9.6 billion up from a $42 million in B2C and an insignificant B2B in 2000 in terms of sales,
while Internet advertising is expected to jump according to Forrester from a $2.5 million to $440
million.83

a.- B2C sites
Although B2C are the most common type of Ecommerce start-up in China, online shopping has found
it extremely difficult to make progress in China
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distribution system, online sales theoretically give anyone with a website a national reach, and by the
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same token, the direct sales cut out the multiple intermediaries who help inflate the price of China’s
consumer good85. But many market related problems are locking the growth of the B2C in China. In a
Interview, Tony Perkins, director and general manager of international consultants Mckinsey’s Beijing
office, went as far to say” if a start up firm came to me and said they were doing anything that was
business-to-consumer (In China), I would say, Good luck, see you later…In general the barriers to
business-to-consumers are quite high”86 What are those barriers?

Low Internet penetration, and online shopping
First and most important requirement for a successful B2C is the existence of an online community, a
client base- the bigger the better it is for B2C to take place. Of 20 million computer users in China,
only a fifth has shopped online87. The nation’s Ministry of Information Industries predicted that with
1100 consumer oriented Web sites in China, online transaction reached $42 million in 2000, more
than six time’s 1999 revenue, which is “ a meager figure given the potentially huge market China
offers”
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The current PC penetration and Internet penetration are low in China, though they are

expected to grow exponentially during the next years, with the coming of the wireless internet

Online transactions problems
Supposedly, the physical connection to the Internet will follow this exponential growth by means of PC
or Wireless connection; the next step is to provide incentive for people to use e-commerce rather than
traditional form of commerce. Here B2C faces some serious drawbacks
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A Yankee report points out the differences between US shoppers and Chinese shoppers. For
example, the concept of remote shopping in the US, using credit cards and catalogues is a well
established practice and has easily migrated to the Internet. In China however, shopping habits are
different, “ people like to see and touch the items they are planning to buy.Even if they were
interested, the poor infrastructure necessary to support this service impedes its implementation”89

Payment system
A recent report released by the Commerce Department's International Trade Administration has found
that “despite the expected growth (in Internet users in China), China lacks a nationwide electronic
payment system, for online purchases. This has slowed the development of e-commerce for
consumers and businesses90.” Embryonic e-payment platforms are at last emerging in China, the
most notable of which is the “Golden Card” project started in 1993, which connects ATM’s, point of
sale terminals and banks in a number of Chinese cities.91But much is needed yet to implement a
national electronic payment system.

Distribution and fulfillment system
The supply and delivery systems in China , poses another impediment to e-commerce. In the US,
efficient private delivery companies such as Fed Ex, or UPS, secure door-to-door delivery. China
currently relies on hybrids of online shopping and traditional labor-intensive delivery systems,
employing bicycles some times92. If the e-commerce continue to expand as predicted, these solutions
won’t be adequate anymore.
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Online security and opportunistic business practices
In a survey by the Ministry of Information Industry, a third of the respondents reported that security
was their biggest concerns in conducting business online93( Please relate to the Encryption problems
discussed in the Web content Obstacles). On the other hand the e-commerce in China presents a
problem of commercial credibility, exacerbated by the abundance of counterfeit and low quality
products94

b.- B2B sites
“The efficiency gains and cost savings promised by B2B models for supply chain management have a
potentially broad application in China”95 Indeed, the economic reforms, and the country’s anticipated
WTO entry are forcing inefficient state-subsidized enterprises to search for new ways to boost their
competitiveness. A success story for B2B in China, is the B2B trade which in a sense is the most
promising of China’s online efforts because the country has never developed a national distribution
system, despite the centralized administration of China’s state industrial conglomerates: “E-commerce
presents a way to cut through the Bureaucratic thicket”96.

Non-the less, B2B is still underdeveloped in China and faces big challenges, here are some examples
State controlled enterprises

While Tony Perkins thinks” The big frustration with B2B in China, has been the big state enterprises
who could actually take B2B transactions and put them online but have not”97. In the East-West center
report, “The Future of E-commerce in China”, the authors blame the weakness of B2B development
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on China’s Industry organization. They argue that China’s state controlled economy has led to a
“system of hierarchical organizations and centralized management structure that are incompatible
with the requirement of web design and management.

To make such hierarchies work, state owned enterprises have had to develop informal social network
through which problems can be sorted out by means of personal face-to-face contact. The
pervasiveness of these informal networks is a hindrance to the development of formalized Internetbased B2B networks”98. Both at least agree that China must give a priority to developing a strong B2B
market. But related problems, such as China’s poorly developed information technology systems and
managements are making this transition more difficult.

The same article, reports that in state owned companies, there a few computers to work with, among
state owned enterprises, 65% have fewer than 30 computers per 100 employees, and a full 40 %
have only 10 computers per 100 employees, and concludes that few companies are using information
technology for enterprise resource management, client based data analysis, or supply chain”.

Payment system
Like B2C, the payment system is paralyzing the expansion of B2B sites. Indeed the lack of automated
online payment systems in China is preventing supply chains from being streamlined more effectively.
B2B payment systems in China are highly inefficient, and enormous cost savings could be realized
from their automation. The current practices, involve processing many documents. As a result it “ can
take months for sellers to receive payments, with associated opportunity costs and from the buyer's
side, one can imagine the amount of paperwork involved, and the delays in receiving shipment.
Limited to trade
The problems faced by B2B in China are many. As Jack Ma, CEO of Alibaba puts it” As the Chinese
leader Deng Xiaoping once said: no matter black or white, the cat that catches the mouse is good.
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B2B in China should have its own characteristics that help Chinese users to catch the mouseexporting opportunities”.

Companies such as MeetChina.com and Alibaba.com have made great strides in bringing China to
the B2B world. A user described Alibaba as “ a sort of industrial clearinghouse that draws together
buyers and sellers from 186 countries and regions worldwide”99, many other B2B opportunities are not
yet developed because of the drawbacks discussed in this report.Most important B2B transactions
that are yet to be developed are online banking, online catalogs, and online securities.
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2.3.- RISKS AND EXIT
2.3.1.- RISKS
a.- Legal Framework
Venture capital financing has been increasingly recognized in China as necessary for the effective
and speedy development of a high technology industry. Governmental, industrial, corporate analysts
and academics all agree that China should develop its venture capital institutions and industry. This
though will require a well-developed legal framework, which can support such activity, reducing thus
the risks that are borne upon a naturally risky activity. At present venture capital financing is limited to
a small but increasing number of foreign venture capital firms and a number of government sponsored
domestic venture capital companies.
Through this initial and small-scale activity many problems have been revealed. The problems are
rooted in regulatory restrictions and the lack of a supportive legal framework.

Legal Obstacles Foreign Venture Capital Investors Face
Many of the following obstacles exist mainly due to the fact that the present Chinese legal framework
governing foreign investments was created for foreign investment in manufacturing and is not geared
towards financial investment as is the case with venture capital investors. In addition to this, foreign
exchange controls further complexes funding and exit processes.

The practice of venture capital financing in China has been attracting much attention lately from PRC
policy-makers and the domestic technology sector, as well as from a foreign venture capital
community eager to tap into a country with a huge technology and market potential. The urgency to
advance venture capital in China has been fueled in the last few years by the rapid developments in
the Internet and e-commerce sector (e-sector) and the attendant funding needs.
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The institutional framework necessary for the venture capital industry to thrive, however, is lacking in
China, and will need considerable revamping and invigoration. Domestic practitioners and policy
makers alike have recognized this, which is evidenced in the continual public discussions and policy
pronouncements on the subject. The growing number of foreign venture capitalists active in the field
are also learning first hand that the difficulties of making investments in Chinese start-ups are often
linked to an inadequate institutional framework.

The issues and problems of venture capital process in China can be meaningfully viewed from the
perspectives of three sets of parties: (1) domestic entrepreneurs; (2) domestic venture capitalists; and
(3) foreign venture capitalists. The government policy makers are another concerned party, but they
are usually detached from the process. We first examine the issues from a domestic angle.

Minimum capital requirements
Most jurisdictions around the world have abandoned minimum capital requirements in the formation of
new companies. In China, the Company Law imposes certain minimum capital requirement. For the
limited liability company, the vehicle most often utilized by start-up founders, there is a minimum
capital requirement of between Rmb 100,000 to Rmb 500,000. Although the threshold for
technological start-ups are set at a floor of Rmb 100,000, this requirement still imposes a hurdle
against many would be founders without funds.100

Contribution of intangible assets
In most jurisdictions, there is no rigid limitation on the valuation of intellectual property contribution as
a percentage of the total equity of a company. Article 24 of the Company Law provides that "the value
at which industrial property and non-patented technology are contributed may not exceed 20% of the
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registered capital of a limited liability company, except where special State regulations in respect of
the use of high-and new-technological achievements provide otherwise."

In many high-tech start-up situations, intellectual property, including patents, copyright and trade
secrets, constitutes the most valuable assets of the company. The imposition of a limit on the value of
the intellectual property has made the initial capital contribution process difficult for PRC start-ups
where the key assets consist of intellectual property.101

Use of investment instruments such as preferred shares or convertible note
The ability to use a diversity of investment instruments , whether equity (e.g. preferred shares) or debt
(e.g. convertible notes) to accommodate the requirements of successive rounds of investors is
necessary for a mature venture capital practice. The Company Law contains no provision for the
creation of any variety of equity interest for the limited liability company. While use of certain nonstandard equity vehicles is occasionally reported in the press, their use remains generally unavailable
and is without statutory basis.102

Ability to lend to investee company
While venture capital financing is largely equity-oriented, at times parties find it necessary to use
certain debt instruments, notably convertible notes. As a legacy of its planned economy, China
imposes significant restrictions on lending by individuals or non-bank or non-financial institutions. In
general, unless the authorized scope of business stated in the business license of a company
includes lending, which is rare for most non-financial services companies, such companies would be
in violation of the law in lending to other entities. This limits the parties' freedom in selecting
appropriate instruments in the financing process.103
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The openness of companies’ registry
The Administrations of Industry and Commerce (AICs), the government unit vested with the authority
to register companies and maintain company records in China, operates in a less than open manner.
No clear rules seem to exist as to what information about a company is open to the public, and what is
not, and much discretion seems to reside with the official. This lack of open access impedes venture
capital financing process. 104

The intellectual property protection regime
As intellectual property forms the core of many technology start-ups, the very existence and continued
viability of such companies depend on an effective intellectual property protection regime. China has
managed to build the foundation of a basic intellectual property protection regime in the last two
decades, but enforcement is weak and legislative and judicial developments are lagging behind the
whirlwind speed of changes in the e-sector. This state of affairs affects many start-ups, especially
those with intellectual property vulnerable to infringement.105

The ability to establish stock option plans
The concept of equity-based compensation program is largely new to China. With the upsurge in
technology start-ups in the past few years, the idea of stock option plan is starting to gain recognition
in China. Discussion within the business and policy circles and private experimentation seem to have
begun, but legislative effort still lags behind. The lack of a legal framework to undergird this very
important component has deprived the domestic players a critical enabling element in the start-ups
and venture capital process.
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While sharing some of the concerns of domestic investors, foreign venture capital investors face
certain additional legal difficulties. Many such difficulties trace their origin to the fact that the legal
framework governing foreign venture capital investments was the same one that emerged from the
earlier days of the reform era, created to regulate foreign direct investments primarily in the
manufacturing and industrial sectors.106

Structuring investments under laws governing foreign invested entities
The typical structure used by foreign venture capital investors in making an investment in a PRC
investee limited liability company involves the use of a newly-formed Chinese-foreign equity joint
venture (EJV) or sometimes a co-operative joint venture (CJV), to which the PRC company will
contribute part or substantially all of its assets, and to which the foreign investor will contribute funding
in cash, usually through an offshore holding entity. Sometimes a wholly foreign-owned enterprise
(WFOE) is utilized to channel the foreign investment, where the WFOE will in turn enter into
contractual arrangements with a PRC entity to pursue business objectives together.

The process of channeling foreign investment under the laws governing foreign invested enterprises
(FIEs, which include EJV, CJV and WFOE) involves: (a) submission of feasibility study reports, JV
contract and other required documents to examination and approval authorities under the Ministry of
Foreign Trade and Economic Cooperation (MOFTEC) and sometimes also other departments for
approval; (b) upon approval, in the case of EJV and CJV, transfer of the relevant assets by the PRC
company to the JV; (c) the foreign investor taking up no less than 25% of the equity in the JV; and (d)
the entitlement of the FIE to certain preferential tax and other treatments.

The above process seems unnecessarily cumbersome for venture capital financing purposes. First,
since the investor is primarily injecting funds to an investee company to further advance an on-going
project, the feasibility study and approval process may be superfluous. Second, requiring the investee
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company to transfer its assets to a new entity could be very onerous where a large number of assets,
permits, licenses and contracts are involved. Third, the approval process is usually slow, which runs
counter to the rapid pace normally required for technology financing. 107

Uncertainty in investing directly in a limited liability company
An alternative to making an investment under the FIE laws would be to consider a direct investment in
a limited liability company under the Company Law. However, considerable uncertainty exists, as the
Company Law is vague as to whether this is permissible. (See Article 18 of the Company Law).
As a result, local AICs in China are known to have taken different positions on this point. Some have
taken the position that foreign entities are prohibited from taking equity interest in a limited liability
company. Others have taken the position that it is permissible for foreign entities to take up to 25% of
the equity interest in a limited liability company. This lack of uniformity has left many foreign investors
feeling perplexed. 108

Constraints in lending to non-qualified PRC entities
Lending to domestic entities is subject to regulation under Administration of Taking Out of
International Commercial Loans by Organizations in China Procedures (the Procedures, effective
from January 1 1998). Under Article 7 of the Procedures, non-financial enterprises (in which category
most investee companies fall) must meet a number of requirements to be eligible to borrow from a
foreign lender, including "having gained profits successively for the past three years, having been
granted permission for import and export business and being in a line of business that is encouraged
by the State."
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A domestic technology start-up without foreign exchange is apparently not within the purview of the
regulation to benefit from foreign borrowing. Debt-based financing from a foreign investor to such a
company seems highly restrictive if not outright impossible. 109

Uncertainty in making investment in restricted industries
China has for some time published guidelines on sectors in which foreign investors may make
investment and those they may not, the most recent one being the Foreign Investment Industrial
Guidance Catalogue (Revised) (the Catalogue) promulgated in 1997 and effective as of January 1
1998. In it, a large number of investment areas are broken down into four categories: (a) encouraged;
(b) permitted; (c) restricted; and (d) prohibited.

A major problem is that the guidelines tend to be general and unhelpful for a determination whether a
specific proposed investment might run afoul of the guidelines. Inquiries with relevant regulatory
authorities often do not yield clear-cut answers. This lack of clarity over industry restrictions adds
uncertainty and cost to the prospective foreign venture capital providers.

As a magnet for a substantial portion of the venture capital investment from both domestic and foreign
sources, the e-sector in China deserves a special look as to any special issues affecting that sector.
The following three factors seem to stand out: (1) pace of change; (2) telecom deregulation; and (3)
information dissemination. 110

Pace of change
The pace at which new technology and business practices and arrangements are developing in the esector, inside and outside China, has been nothing short of phenomenal. With the advanced nations
leading the way, most jurisdictions of the world have been grappling hard with the problems of
109

ibid

110

ibid

58

building a legal framework that will address the emerging legal issues (from rights to domain names,
web-related intellectual property concerns, to the enactment of laws to govern e-commerce). For
China, this has been a particularly arduous task given its relatively weak legal infrastructure.

Thus there has been a dearth of applicable laws governing the various aspects of the emerging eeconomy. For those start-ups whose core businesses may depend on legal certainty on the resolution
of relevant issues, this state of affairs adds a layer of risk to the venture. For investors who finance
such start-ups, such risk must be taken into account in the calculation of the risk-reward formula.111

Information dissemination
China remains to date one of only a few countries still adhering to a central ideology. Traditionally, the
PRC government has been most sensitive to dissemination in China of information at variance with
officially endorsed information. As an essence of the e-economy involves the instant flow of
information on a global basis, inevitably many of the companies in the e-sector are treading on this
sensitive area. Several of the business areas often taken up by portals, such as news releases,
advertisements, and on-line learning and education, all touch on regulated and sensitive industries in
China, especially when foreign investors are involved. The sensitive nature of anything involving
information dissemination calls for special caution by the venture capital investors.

Practitioners and policy makers in China alike have known many of the problems discussed above.
Apparently, efforts are afoot on many fronts to address and remedy some of these problems. 112

Amendment of the Company Law
Recent reports indicate that efforts are being made at the State Council to revamp and amend the
Company Law with a goal of completion by year-end. It is hoped that the several issues identified will
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be among the subject of amendment. They include: (a) removal or lowering of the minimum capital
requirement under Article 23; and (b) removal or lowering of the limitation on valuation of intangible
property as a percentage of capital contribution under Article 24; (c) explicitly allowing companies to
create different types or classes of shares; (d) clarifying the extent to which foreign entities may hold
equity interest in a limited liability company; (e) removing the restriction against holders of legal
person shares to dispose such shares in open market; and (e) making the AICs more accessible and
transparent. 113

Proposal to establish a second board in China
The proposal to establish a second board, aimed primarily at technology start-ups, has been
gathering momentum in the first half of 2000. The latest indication is that it will most likely be launched
in October 2001, after the amendment of the Company Law is completed. In terms of the location,
there have been suggestions for a merger of the Shenzhen exchange into the Shanghai exchange,
and the establishment of the second board in Shenzhen, but key issues have remained undecided.
Reportedly over 1,000 start-ups have expressed an interest in being listed on the proposed second
board, and the limitation on the valuation of intellectual property assets as a percentage of the total
equity might be raised from 20% to 70%. 114

Passage of telecommunications regulations
After several previous announcements of imminent passage, the latest indication is that the longawaited telecommunications regulations that will govern foreign investment in the sector may be
passed. The relevant regulation is expected to clarify the percentage of ownership foreign interest
may hold in telecoms companies following China's entry to the WTO. Statements made by Minister
Wu of MII indicated that the MII viewed the Internet-related businesses as consisting of two types:
Internet service providers (ISPs) and Internet content providers (ICPs). MII took the view that ISPs
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were within the scope of regulatory authority of MII, and the foreign investment percentage would
follow the US-China WTO accord (49% for most services upon WTO accession, 50% within two
years). When the long anticipated regulation is finally unveiled, foreign venture capitalists will
hopefully have a much clearer set of guidelines to guide their investments in the e-sector. 115

Recent Developments in Law
The Provisional Regulations of Shenzhen Municipality on the Investment of Venture Capital in New
and Advanced Technology Industries were adopted by the Shenzhen Municipal People’s Government
on October 8, 2000. They were promulgated and came into force on October 11, 2000. The
Regulations have been touted as China’s first local regulations on venture capital investment.

The Regulations set forth rules governing the establishment of venture capital investment companies
in Shenzhen. They specifically provide for the establishment of wholly foreign-owned companies and
Chinese-foreign equity joint ventures. “Venture capital investment” is defined to mean the investment
activity of making equity investments in primarily high-growth start-up technology enterprises, or
providing management or consulting services to such enterprises, with the expectation of obtaining
income by transferring the equity after the enterprise invested in develops and matures.

If the form of the venture capital investment company is a limited company, the registered capital must
be RMB 30 million or more. If the form of the venture capital investment company is a joint stock
limited company, the registered capital must be RMB 50 million or more. The minimum registered
capital for venture capital investment management companies is RMB 1 million.
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The Regulations also set forth schedules for paying in contributions and list the types of business
venture capital investment companies will be permitted to engage in. 116

The Decision of the Standing Committee of the National People's Congress Concerning Amendment
of the “Law of the People's Republic of China on Chinese-Foreign Cooperative Joint Ventures” was
adopted on October 31, 2000. It was issued, and came into effect, on the same date. The Decision
makes two amendments to the law. Unlike the Law of the People's Republic of China on Wholly
Foreign-Owned Enterprises, the Law of the People's Republic of China on Chinese-Foreign
Cooperative Joint Ventures has no provision specifically requiring that priority be given to the Chinese
market when making purchases. Nevertheless, the Decision has made some small amendments to
the provision on purchasing supplies.

The new provision reads:
Raw materials, fuel and other such goods and materials required by a cooperative joint venture within
its approved scope of business may be purchased in the domestic market or the international market
in accordance with the principles of fairness and reasonableness. .The Decision also removes the
provision that (i) requires cooperative joint ventures to balance their foreign exchange receipts and
payments on their own and (ii) permits them to apply for assistance to the relevant authorities if they
are unable to do so.

The Decision of the Standing Committee of the National People's Congress Concerning Amendment
of the “Law of the People's Republic of China on Wholly Foreign-Owned Enterprises” was adopted on
October 31, 2000. It was issued, and came into effect, on the same date.
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The amendments are very short. They make the following four basic changes:
They remove the requirement that a wholly foreign-owned enterprise (“WFOE”) must use advanced
technology and equipment or must export all or most of its products (instead, such things are
“encouraged”).

They remove the requirement that WFOE production and operation plans must be submitted to the
departments-in-charge.

They remove the requirement that WFOEs must give priority to doing their purchasing of supplies in
China.

They remove the provision that (i) requires WFOEs to balance their foreign exchange receipts and
payments on their own and (ii) provides that the authority-in-charge bears responsibility for resolving
imbalances where it approves domestic sale of the WFOE’s products. 117

The Decision of the National People’s Congress Concerning Amendment of the “Law of the People’s
Republic of China on Equity Joint Ventures was adopted by the National People’s Congress on March
15, 2001.

The Decision amends China’s main law governing equity joint ventures (the “Equity Joint Venture
Law"). The amendments to the Equity Joint Venture Law made by the Decision are similar to the
amendments already made to the other two laws governing foreign-invested enterprises.
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The Decision removes the requirement that equity joint ventures submit production and operation
plans to departments-in-charge. This change was made because China has moved away from the
planned economy system and is now implementing a “socialist market economy” under which
enterprises are to enjoy operational autonomy.

The Decision also removes the requirement that equity joint ventures give priority to the Chinese
market when purchasing supplies. This was done to comply with the WTO rule that member countries
cannot require enterprises to purchase or use local products and also to fulfill pledges China has
made during WTO negotiations to remove “local content” requirements.118 A principal reason for
amending the three major foreign investment laws was to eliminate perceived inconsistencies with
WTO rules in the run-up to joining the WTO.

b.- Other Risks
Apart from the great risk of an inappropriate and constantly changing legal framework within a venture
capitalist must operate if to invest in China, there exist other risks of smaller magnitude but by no
means harmless.

Government Funds as the Main source of Venture Capital and Excessive Interference
Government funds are the main source of venture capital currently, accounting for 80% of the total
investment. Currently governments act as a player as well as a referee and this may harm the fair,
open and standard operation of venture capital investment. The situation calls for government
encouragement of the establishment of venture capital corporations and absorption of private capital
through various channels such as raising capital by floating shares and issuing bonds, etc., so as to
build up standard venture capital investment funds.

118

“Joint Venture Law Amended”, http://www.chinalegalchange.com/Archive01/C0105046.html (accessed
4/2/2001)

64

The government needs to set up credit assurance funds as a back up for insured venture capital
investment corporations and establish insurance funds to spread risks. Government should also set
up policy funds, which mainly consist of government funds and are supplemented with bank loans. All
of this should aim to the formation of a structure that gives priority to for-profit venture capital
investment funds, with the policy funds as supplementary.119

False Conceptions and Misunderstandings
Chinese entrepreneurs assume that technological experts should be in charge. They cannot accept
that venture capitalists will control the company upon investment. Currently, the major reason for
unsuccessful negotiation on venture capital lies in the question of who will control and manage the
company. Chinese entrepreneurs are still unaware of the indispensable role that venture capitalists
play. After some domestic enterprises supported by venture capital have succeeded in bringing VC
companies tremendous profits, technological experts feel that the original contracts signed were
unfair. This often leads to disputes.

The second problem that falls within this category is that Chinese investors think short-term. VC
investment is long-term that obtains high returns usually after 3-7 years of continuous investment.
Chinese venture capital investors insist on getting quick results, interfering with the projects
excessively.120

Opening of China Tied to WTO Membership
China is opening up as a market and undoubtedly it offers great opportunities for investment. The fact
though that the opening up of the PRC market is seen as a necessary concession for gaining entry to
the WTO is worrisome. All regulations that have impeded foreign investment in the PRC are being
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amended or lifted altogether gradually as the accession talks proceed, leaving potential investors with
the question “What will happen if the accession talks go sour”. All is dependent on the membership. If
China’s membership is delayed, so will all the planned regulatory changes. This is the largest risk a
venture capitalist should bear in mind when deciding whether to invest in China.

Table 2. Comparison of selected e-commerce and Internet-related service sectors under the 1998
Foreign Investment Catalog and the US-China Agreement. 121
Service Sector

Foreign

Investment US-China Agreement

Catalog
Telecommunications

Foreign

investment

in Value added services (including e-mail, voiceand mail, on-line information and database retrieval,

operatio

management prohibited. electronic data interchange, enhanced fax
This includes all ISPs services, code and protocol conversion, and
and

ICPs

considered

that

are on-line information and/or data processing): on

to

be WTO accession, Sino-foreign joint ventures

engaged in value-added permitted in Beijing, Shanghai and Guangzhou,
telecom services (but not foreign party stake limited to 30%.
well-defined).

No later than January 1, 2001,* joint ventures
permitted in 14 more cities, foreign party stake
limited to 49%.
No

later

than

January

1,

2002,*

no

geographical restriction, foreign party stake
limited to 50%.
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Advertising agency

Foreign

investment Foreign minority-owned joint ventures permitted

restricted under Category on accession.
B – central government No later than January 1, 2002,* foreign majority
approval

required

but ownership in joint ventures will be permitted

only sometimes granted. No later than January 1, 2004,* WFOEs will be
No WFOEs permitted.
Distribution
services

permitted.

trade Restricted category B – Retailing: on accession, joint ventures allowed
central
approval

government subject
required

to

geographical,

quantitative

and

but product restrictions.

very rarely granted. No No later than January 1, 2002,* foreign majority
WFOEs

permitted

trading or commerce.

for control will be permitted in joint ventures for
certain products.
Gradual opening up of products that can be
sold by joint venture retailers.
No later than January 1, 2003,* no geographic,
quantitative or equity restrictions for certain
products.
No later than January 1, 2005,* no further
restrictions and WFOEs will be permitted for all
products, except in department stores and
certain chain stores.
Commission agent services and wholesaling:
no later than January 1, 2001,* joint ventures
permitted to engage in wholesale business of
many imported and domestic products.
Gradual opening of wholesale distribution of
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products such as books and crude oil.
No later than January 1, 2002,* foreign majority
ownership will be permitted in joint ventures
No restrictions after January 1, 2005.*
After-sales services: upon accession, foreign
companies and FIEs will be permitted to
provide after sales and other subordinate
services for the products they distribute.
*These dates were based on January 1, 2000, the date by which China expected to accede to
WTO when it signed the US-China Agreement. China has the right to adjust these dates to reflect
the date of its later accession.

PRC Market Assessment
China is seen by most as a vast market with great opportunities for investment. The numbers prove
the quantitative opportunities but they say nothing about the qualitative aspect of investing. The muchtouted figure of 1.3 billion potential consumers is misleading. Only 300 million of those, mostly living in
the eastern cities have any real spending power. The west accounts for 57% of China’s land area but
generated only 15% of the country’s GDP. A large percentage of the population living in the west is
well below the poverty line. So when assessing the potential of the PRC market one should take into
account that the largest segment of population should not be considered potential consumers.

Communist Party Succession
Succession struggles within the Communist Party for leadership are worth monitoring. The 16th party
congress will be held in 2002. Infighting is intensifying as the anti-corruption campaign is being used
as a tool to discredit political rivals by all sides in the Beijing hierarchy. At the moment the internal
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altercations are under control but could intensify as the critical time approaches, this adds another
factor to necessary investor calculations of risk.122

2.3.2.- EXIT OPPORTUNITIES
Despite the short history of venture capital in China, encouraged by the successes achieved by some
China-related hi-tech ventures and fueled by the signing of the bilateral agreement between the US
and China on China's accession to WTO, which will lift, at least partly, the bar on foreign investment in
China's fast growing Internet industry, venture capital investment in China has flourished recently.

The rapid development of the venture capital industry in China also raises questions about the
possible restraints on investment and exit strategies under Chinese legal framework. It is vital for
venture capitalists to have a sound exit strategy on which to base an investment structure.

a.- Initial Public Offering (IPO)
An IPO is a common way for venture capitalists to cash out their investments. It is possible for a
Chinese company to go public in either the domestic capital market or foreign capital markets.

IPOs in Domestic Market
The Chinese capital market is still underdeveloped and so far there has not been a market
established, separate from the main boards of stock exchanges, specially tailored to accommodate hitech companies. The government tends to intervene in the market due to the lack of sophistication of
domestic investors. A de facto quota system is still in place, which requires a company wishing to be
listed to apply for a quota in the first instance. Different from the registration system adopted in most
developed markets, the approval by the Chinese regulatory body, China Securities Regulatory
Commission ("CSRC"), is a pre-requisite for a Chinese company to list on domestic stock exchanges.
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For companies to be listed with foreign promoters, the approval from the Ministry of Foreign Economy
and Trade Cooperation ("MOFTEC") is required as well.

Conditions for Listing
The relevant stringent conditions for a start-up company to be qualified as a listed company include:
The size requirement. The registered capital of a listed company shall not be less than Rmb50 million
(approximately US$6 million).

Track record of profitability. The company to be listed shall have generated profit in three consecutive
years before the listing.

Industry policy compliance. The involvement of foreign venture capital in some industries that are not
opened for foreign investment is obviously not compliant with the industry policy laid out by the
Chinese government.

Few of the technology start-up firms would be able to satisfy all these conditions.

Liquidity Issue
Most of all, Chinese securities laws discourage the liquidity of the shares held by the promoters. Such
low liquidity could deeply frustrate venture capitalists. The hurdles that may prevent venture capitalists
from seeking exit opportunities include:

Only the shares issued to the investing public can be freely traded on the stock exchanges under
Chinese laws. The shares held by promoters at the pre-listing stage cannot be openly traded. The
non-convertibility may further prevent shares subscribed by foreign promoters in foreign currency from
being traded on domestic stock exchanges where the sale and purchase of Class A shares can only
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be made in local currency. Those shares held by promoters only can be sold by private agreement
subject to the approval by the CSRC.

The shares held by the promoters are prohibited from being transferred within a three-year lock-up
period after the listing. 123

IPOs in overseas markets
The stringency of the Chinese laws forces companies to list elsewhere where the regulations are
more friendly to start-up hi-tech companies. Chinese technology start-up firms are particularly
interested in the NASDAQ and the newly launched Growth Enterprise Market of the Stock Exchange
of Hong Kong Limited (GEM) to access public capital.

Strategies for Overseas Listing
The strategies for Chinese companies to list overseas include:
Listing the shares of the company directly on a foreign stock exchange (Direct Listing).
Forming a listing vehicle in a foreign jurisdiction, usually a tax haven, through a corporate
restructuring. Thereafter, the listing vehicle is listed on a foreign stock exchange (Foreign Vehicle
Listing).

Domestic Approval Procedures for Overseas Listing
Both of the above-mentioned strategies may still trigger the domestic approval procedures.
The applicable approval procedure for Direct Listing varies when a different foreign stock exchange is
chosen. There are two different regulations addressing the issue of the approval requirement. One is
for companies whose net worth is higher than Rmb400 million (approximately US$48 million) and the
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other is especially for companies to be listed on GEM. The approval procedures provided in those two
regulations are quite similar. The company seeking to list overseas must go to the CSRC to apply for
an approval three months before the formal filing or application made to the foreign stock exchange
concerned. Only upon the obtaining of this approval, the preparation process for the proposed IPO
can be officially started. The company must apply for a second approval from the CSRC ten days
before the formal filing or application of listing is made to the stock exchange concerned. However, it
is unclear what the approval procedure is for Chinese companies whose net worth is less than
RMB400 million (approximately US$ 48 million) and who aim to list on foreign stock exchanges other
than GEM.

A Foreign Vehicle Listing still needs to be approved by the CSRC if the listing vehicle is owned by
Chinese shareholders. Meanwhile, the incorporation of the listing vehicle may trigger the approval
procedure for outward investment (i.e. Chinese enterprises investing overseas). Under that
circumstance, the outward investment needs to be approved by the MOFTEC.
Where a foreign venture capitalist has invested in various Chinese hi-tech firms, it may consolidate its
investment in those firms into an overseas holding company. Provided that the holding company is not
controlled by Chinese shareholders, the listing of such a holding company is not subject to approval
by the Chinese government. 124

b.- Management Buyout (MBO)
Under an MBO the management of a target company purchases the entire or part of the business of
the company or all or majority of the company's shares with borrowed money from the company's
existing shareholders or other funding sources and becomes the new shareholder of the company.
Although this has been and is frequently used in the West to acquire companies, there have not been
many MBOs in China.
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The legal requirements and procedures
The management forms a new company or a consortium for the purpose of acquiring the shares of
the company from the existing shareholders.

The management (through the new company or the consortium) makes an offer to the existing
shareholders of the company or other funding sources to purchase their shares, or makes an offer to
the target company to acquire the whole business.

Both sides reach a share purchase agreement or sale and purchase agreement for the target
company, and the board of directors (or its equivalent) approves such sale.

The agreement is submitted to MOFTEC or its local subdivision for approval in case that the company
is a foreign investment enterprise (FIE).

Upon obtaining the aforesaid approval, the company applies to the State Administration for Industry
and Commerce (SAIC) for the issue of a new business license.

In the case of an FIE MBO, there will be two scenarios: (i) the Chinese management buys out the
company, or (ii) the management team composed of Chinese and expatriates buys out the company.
In the first scenario, after the acquisition, there will be no foreign investment any longer, and the
company will not qualify as a FIE.

In the second scenario, after the acquisition, the joint venture contract (if not a WFOE) and articles of
association of the company will be amended. Therefore, the shareholders will have to go through the
examination and approval and re-registration procedures as previous shareholders of the company
did.
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In the case of a State-owned enterprise MBO, although the steps are similar to (i) above, it should be
noted that if foreign investors are involved in the MBO and become new shareholders of the target
company with an equity interest of more than 25% of the registered capital of the target company,
then it will be necessary to apply to MOFTEC to convert the target company into an FIE.125

c.- Sales of Shares
Under the share transfer approach, a shareholder of a company sells its shares to other shareholders
of the company or a third party. This has been widely used to buy out one party to an FIE, and
potential investors (including venture capitalists which have invested or are investing in Chinese hitech ventures) will find this approach to be a simple and efficient exit under the current Chinese legal
environment.

The legal requirements and procedures
The party intending to sell its shares notifies the other party(ies) of its intention and makes a general
offer. The other party(ies) shall have the pre-emptive right to purchase such shares.

The transferor and transferee reach a share transfer agreement.

The board approves the share transfer agreement/amendment to the original constitutive documents
(joint venture contract and/or articles of association).

The company submits the board resolution and the share transfer agreement to the original
examination and approval authority for approval (in the case of a FIE).
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With the approval document, the company shall apply to SAIC for a new business license. 126

d.- Redemption by the Company
If the business is very successful and the company has a very healthy cash-flow/capital reserve, the
company can redeem the shares from a shareholder or all shareholders and thereby reduce its
registered capital.

The legal requirements and procedures
Internal approval: in the event a company decides to redeem its shares by reducing its registered
capital, a 2/3 majority affirmative vote is required in the case of a limited liability company, or
unanimous approval in the case of an FIE.

The company notifies its creditors of its intention to reduce its registered capital. Its creditors may
require it to discharge its debts or provide appropriate security/guarantee for the discharge of such
debts.

The company shall obtain approvals from the original examination and approval authority (in the case
of a FIE).

Upon receiving the aforesaid approval, the company shall apply to the SAIC for change of registration
and issue of a new business license.

As Chinese government authorities generally do not encourage companies (especially FIEs) to
redeem their shares, investors may see delays in approvals for the reduction of registered capital of
the company. 127
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e.- Winding-up
In the case of a FIE without perpetual duration, the shareholders may want to liquidate the company
upon the expire of its term. The shareholders can then legally distribute the remaining assets of the
FIE according to their share ratio or other agreement after liquidation. Such voluntary winding-up and
liquidation is referred to as "ordinary liquidation".

The legal requirements and procedures:
Formation of the liquidation committee within 15 days of the expiration date of the FIE. The liquidation
committee shall prepare a balance sheet and an inventory list of the assets, and file with the original
examination and approval authority for record.

The company shall notify all relevant government authorities and its banks within seven days of the
commencement of liquidation. It shall also notify its creditors within 10 days of the commencement of
liquidation by way of public announcement for its creditors to file their proof of claims.
Order of payments - the law provides that remaining assets shall be distributed in the following order:

(1) liquidation expenses;
(2) wages and salaries and labor insurance owed to the employees of the company;
(3) overdue and payable taxes;
(4) other debts of the company; and
(5) distribution of remaining assets among the parties.

Report to the original examination and approval authority upon completion of the liquidation.
Cancellation of various registrations and surrender of the business license of the company. Public
announcement of the cancellation of the company's registration.
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Valuation of remaining assets upon expiration of the term During the voluntary liquidation, the
remaining assets shall be evaluated as follows:

(1) if the parties have agreed on the method of valuation of the assets contributed as prescribed in the
joint venture contract or articles of association, the valuation of the remaining assets of the company
shall follow such provision(s);

(2) in the absence of express provisions in the joint venture contract or articles of association, the
shareholders may agree upon a valuation method and submit the same to the original examination
and approval authority for approval;

(3) in the absence of either express provisions in the joint venture contract or articles of association,
or agreement between the shareholders, the liquidation committee shall, based on the law and
recommendations of the asset value, determine the valuation method and submit the same to the
original examination and approval authority for approval; and

(4) in the event that a Chinese court or arbitration body orders the termination of the company and
provides for the valuation method, the company shall follow such a judgment or arbitral award.

Voidable acts of the company within six months before the commencement of winding-up and
liquidation of that company ;Chinese law will invalidate any of the following acts of a company which
occur within six months before the commencement of winding-up and liquidation of the company:

(1) transfer of assets without consideration;

(2) sale of assets at unusually low prices;
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(3) provision of a security/guarantee in respect of unsecured obligations of the company;

(4) early discharge of obligations not yet matured; and

(5) waiver of claims of the company against its debtors.

Bankruptcy proceeding
If during the voluntary winding up and liquidation it is discovered that the assets are insufficient to
satisfy the debts of the company, then the ordinary liquidation procedure shall cease and the
company or its creditors may file a petition with a Chinese court for the bankruptcy of the company,
and bankruptcy proceedings shall commence.128

f.- Recoupment of Investment ahead of the Chinese Party to a Cooperative (Contractual) Joint
Venture (CJV)
In the case of a CJV, the foreign party can recoup its investment plus profits ahead of the Chinese
party pursuant to the provisions of the Law of the PRC on Cooperative Joint Ventures (CJV Law) and
its implementing regulations (Art. 44).

The legal requirements and procedures
According to Article 44 of the Implementing Regulations of the CJV Law, the Chinese and foreign
shareholders can agree in advance that, in consideration of a foreign investor waiving its right of
distribution of the remaining fixed assets upon expiration of the CJV, the foreign shareholder can
recoup its investments ahead of the Chinese shareholder by the following methods:

(1) if during the term of the CJV, the foreign shareholder has a bigger share of the revenue of the
CJV;
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(2) upon the approval of the Chinese finance and tax authorities, the foreign shareholder can recoup
its investment from the revenue of the company before tax; and
(3) other methods of investment recoupment (such as accelerated depreciation) as approved by the
Chinese finance and tax authorities.

Please note, however, that the law requires that in the event of the foreign investor recouping its
investment ahead of the Chinese investor, the parties to the CJV shall agree upon their liabilities to
the debts of the CJV. Very often, the foreign shareholder or its parent company is required by the
Chinese government authority to provide security in respect of the foreign shareholder's liabilities to
the debts of the CJV, as a condition for its approval of such investment recoupment.129
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SECTION 3: MARKET OPPORTUNITIES – CONCLUSIONS AND RECOMMENDATIONS
The great opportunities in the PRC can be found within the sectors under de-regulation. With the talks
continuing for China’s accession to the WTO, which has been delayed, many industries have been
under a route of deregulation. The process is gradual, with the government aiming to give a head
start to domestic players to establish themselves before opening the market totally to foreign entities.
The potential for success has been identified by the Chinese. Most Chinese students studying in
universities abroad return home upon completion of their studies trying to take advantage of this
unique opportunity. Many students who would have attended universities abroad prefer to study in
Chinese universities so to be close to the “land of opportunity” and not alienate themselves from their
promising home-land. These domestic players, providing an excellent intellectual pool, shielded from
competition and free of regulatory constrictions have a very good chance of exploiting the
opportunities to their benefit. The only thing they lack is funds to take their ideas to the market. This is
where a venture capitalist can step in, sharing the potential for profits.

The segments which reveal immediate investment opportunities are: telecom and on-line advertising
due to current long awaited deregulation; wireless services and applications due to the fact that the
market for cell phones is already booming; and ICPs and ISPs because according to a survey,
Chinese web-surfers most common complains are poor and repetitive web content, slow connection
speed and high access fees.130 Further to the above, by looking at the market problems one is
exposed to potential investment opportunities. Every problem reveals a market expansion possibility,
therefore an investment opportunity.
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3.1.- POTENTIAL INVESTMENT OPPORTUNITIES IDENTIFIED
a.- Interactive Services through Cable TV- set-top boxes
One area for investment is related to providing interactive services through the cable TV network.
There are two major obstacles in the way. First, just 10% of China’s cable TV infrastructure is suitable
for interactive services131, and its upgrade will require an investment that the SARFT does not have.
This problem could be solved, partially, through foreign investment. In effect, although Chinese
authorities do not allow direct foreign investment in television broadcast units, foreign companies can
build cable systems and sell cable equipment132. Second, the cost of cable modems remains too high.
In a country where there are approx. 11 million PCs but about 320 million TVs, the development of a
large local production of competitive quality set-top interactive boxes will be a major drive for a rapid
penetration of the Internet.

Some players, as Microsoft Hisense Group, Haier and Legend are already active in the set-top
market. With a market of 320 million TV owners, set-top boxes seem to be an interesting alternative
to PCs for Internet browsing in China. Today there are in the country ten brands of set-top boxes
(involving major players as Microsoft) which, apparently, are reported to be meeting with an initial
market indifference. The reason for this is, probably, because of the general fall of PCs’ prices,
together with the preference for a wide set of applications (not just web browsing, but also computing
capacity) by the early Internet adopters.

Nevertheless, it should be a market niche for multimedia set-top boxes provided that their
performance is improved (higher resolution, increased storing capacity and speed) and they get
competitive to basic PCs.
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b.- Web Language
As already discussed language poses a barrier for the expansion of Internet users in China. Although
many solutions have been introduced in the form of software translation or multilingual site, none of
the existing solution delivers an accurate translation. Thus an important opportunity for a Venture
Capitalist, is to investigate deeply this problem, and identify the potential killer application, as any
investment in such an application, can mean controlling a huge market of Internet users, and
eventually because of the economies of scale that China has to offer, an important return on
Investment can be expected for the Venture Capitalist firm, that manages to grab this opportunity.

c.- Advertising
According to a Forrester report, China Internet advertising was $2.4 million and is expected to jump to
$440 million in 2004. Softbank has prior expertise in Internet advertising and is a market leader,
through Softbank Interactive Marketing. From this perspective, it will be a great opportunity for
Softbank to take part in the explosion of the Internet advertising in China, as it has already established
a competitive advantage in this field making it easier to transfer its know how and its market
leadership to the Chinese Market. Softbank is in a better position than any other entity to take
advantage of this explosion as it can apply its learning curve to the Chinese Market and benefit from
the synergies between its Chinese and other markets.

d.- Portals
One right Internet idea for SOFTBANK to exploit would be within the portal space. Although, as we
outlined above, there are well-established players we still feel that are opportunities for a portal with a
difference. The idea of individualized media is a good one and merits backing.

Portals will play an especially significant role in the mobile Internet because of the difficulty of full
scale browsing or surfing with small handheld devices like mobile phones. The ‘’default portal‘’ or
voice portals are ones that lend themselves to wireless devices. This area will provide fertile venture
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opportunities especially if 3G operators decide to separate infrastructure activity from customer facing
activities creating opportunities for the right portal entrepreneurs to fill in the gap left.

e.- Gambling Sites
E-commerce means new opportunities for China. One area of e-commerce, broadly speaking, would
be ‘’gambling sites’’. Although present regulations do not allow for gambling per se in the casino
sense of gambling, public lotteries exist in Hong Kong and Taiwan. Horse racing in Hong Kong is one
of the biggest money-spinners. Gambling is in the blood of the Chinese and it is this gambling streak
that makes them such successful entrepreneurs all over Asia. Gambling applications then may be the
high bandwidth application that will spur demand for broadband access and services in China.
Therefore, SOFTBANK should include some gambling or numbers game type of sites into their
portfolio with a view to having that start up apply for a lottery license. We had stated in the section as
to the problems in the wireless infrastructure hat venture opportunities sought would be circumscribed
to those applications where timeliness and immediacy are critical. Gambling applications would satisfy
that criterion.

f.- Payment Systems
One field providing vast opportunities for Softbank is the field of remote and electronic payment
systems. Credit card diffusion rate is very low in China when compared to other countries. This
phenomenon is due to the fragmented state of the Chinese payment system. Credit card validity is
regional, no national payment system plateau exists that would allow a credit card to be valid for
payment throughout China. So any application that would solve the problem of remote payment would
be welcomed with enthusiasm. Examples of such an application are smart cards and electronic
payment through cell-phones.
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g.- Web Content
Another point, which is very weak in China providing great opportunities waiting to be exploited, is
web content. Chinese web-surfers’ most common complaint is poor and repetitive web content.133
They specifically feel that there is no need to visit several sites since the content on the rest are a
copy of what was on the first web site they visited. Web content developers just copy other web pages
changing the appearance but not the information provided. This also creates intellectual property
problems, which will soon catch up with them. Surfers are thirsty for new information, innovative web
sites that enhance the web surfing experience.

h.- Internet Kiosk Operators
One of the ways to increase Internet usage in China is by following the Indian model of Internet
Kiosks that are distributed all over the country. There are a large number of Internet Cafes as they are
called, that have sprung up in India- most of them single location operations. However of late there
are reports that some entrepreneurs are attempting to create a corporate structure for managing a
large number of such cafés under a single management. Given the large size of China, its low Internet
penetration and questions about current affordability to a large number of potential users, there is a
strong case for replicating this model in China.

i.- Internet telephony
Internet telephony is still regulated in China. However Hongkong, Taiwan and South Korea have
made great strides in embracing the benefits of Internet telephony. Our view is that China would open
up this sector in the not too far future. US firms like iBasis that have set up such service in Korea,
Hongkong and Taiwan using Cisco routers provide a basis for further examining the potential in this
area.

133

“Hidden Risks in China’s Venture Capital Investment”, Yu Ming,
http://www.ultrachina.com/english/doc.cfm?OID=89 (accessed 3/10/2001)
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j.- Broadband infrastructure ; satellite interconnected Internet islands.
The high level of fragmentation of the Cable TV industry in china, both at the infrastructure and the
ownership level, seems to provide an opportunity for the development of customized hybrid
broadband services for the municipalities. An Internet service combining cable connection in the local
loop with satellite backbone would allow to leverage the existing cable TV networks and client base
and to reduce backbone investments in inner China.

A business model based on integrating a satellite company with local cable TV providers (today
owned by the municipalities) and content providers, will allow to reduce the initial VC investment and
to set up a scaleable system that could be replicated all around China.
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APPENDIX 1
China
Cable TV networks in China, but we believe the cost of cable modems is still too high to permit mass-market
adoption. A critical issue is how fast local manufacturers can start producing large volumes of quality set-top
boxes that can support interactive services, or whether they are likely to buy cable modems from the United
States to meet demand from early adopters.
We expect Chinese manufacturers to begin ramping up production of cable modem products this year,
suggesting large-scale deployments could begin in early 2001, when we foresee a more favorable regulatory
environment. We do not believe that current government directives segregating the telecom and cable TV
sectors are sustainable. The most recent of these was issued by the General Office of the State Council in August
1999 and entitled "Suggestions on the Reinforcement of the Administration of Wired Broadcast and Cable TV
Network Construction." The directive precludes new cable TV trunk transmission construction and has been
interpreted as a ban on the upgrading of cable TV networks for two-way services. The directive also bans
SARFT from providing telecom services under a "division of labor" arrangement with licensed carriers. It also
puts a block on stock market listings for Chinese TV and radio companies. We do not believe the technical
restrictions materially affect cable TV operators' plans, but we believe a prolonged ban on fundraising through
IPOs could become a serious obstacle. Upgrading the existing cable TV plant for interactive services will cost
billions of dollars that cable TV operators--charging very low monthly subscription fees--typically do not have.
The sensitivity of the government to privatization of broadcasting operations poses a problem for cable
operators looking for funding. Taking all these factors into consideration, therefore, we think broadband access
via cable is unlikely to make serious market inroads for at least the next two years.
Hong Kong
Hong Kong is poised for an aggressive rollout of alternative broadband access services this year, including
ADSL, cable modem, LMDS, and broadband satellite services. Carriers, ISPs, and broadcasters are all
attempting to claw in early broadband market share. Following year-end 1999 price cuts, tariffs for high-speed
Internet access in Hong Kong are now the most competitive in Asia. Cable & Wireless HKT (CWHKT)
launched Hong Kong's first broadband Internet access service in May 1998. Take up of the service was initially
slow, but we expect a major ramp-up in subscribers this year. Hong Kong Cable, an i-CABLE Communications
subsidiary, is meanwhile launching cable modem services in March. The government awarded five LMDS
licenses this January. Hong Kong's four local wireline operators are ramping up their investment in fiber access
networks, with most of the major commercial and residential buildings now connected by fiber loops.
Regulators have ordered the unbundling of both telecom and HFC local loops, which will permit resale of
ADSL and cable modem services at cost-based interconnect rates.
From the carriers' perspective, broadband services have yet to pay their way. Hong Kong Cable is still operating
at a loss with 430,000 subscribers. Likewise, CWHKT's broadband interactive television (iTV) service, with
around 100,000 subscribers, has not been commercially successful. The iTV service runs on an ATM network,
connected to customers by fiber and ADSL. The iTV service offers high-speed Internet access (1.5 Mbps
upstream and 3-6 Mbps downstream) along with video- and music-on-demand, home shopping, banking,
network games, and distance-learning packages among other services.
ADSL
Cable & Wireless HKT launched its broadband Internet access service called Netvigator 1.5 M Ultraline in May
1998. The company cut its tariffs by 37% at the end of 1999 and is likely to switch to an unlimited access
service package during 2000 in order to compete with the rollout of cable modem and other broad band access
services.
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Resale of broadband access services will also drive up the broadband subscriber numbers as ISPs take advantage
of wholesale ADSL services offered by one or more carriers. The unbundling of CWHKT's local loop for ADSL
could pose problems in view of the limited central-office space available for collocation of other carriers'
DSLAMs. CWHKT fully expects ADSL will cannibalize around 20% of its leased line user base (see our
December 1999 Report, "Data Communications Services in the Asia-Pacific Region: 1999/2000 Review and
Forecast").
Cable Modem
After long regulatory delays, i-CABLE Communications Ltd.'s cable TV subsidiary Hong Kong Cable will roll
out commercial cable modem services in March of this year. The company's cable TV network passes around
1.60 million homes in Hong Kong, representing around 85% of the population, and comprises a mix of HFC and
MMDS technology. The HFC network passed 945,000 homes (about 60% of the total) at the end of 1999, and
the company expects to complete its HFC network by the end of 2001, encompassing 1.73 million or over 95%
of the homes in Hong Kong.
Hong Kong Cable had 430,000 subscribers last September, representing 26% of homes passed. Field surveys
indicate about 75% of subscribers are equipped with PCs. We expect Hong Kong Cable will be highly
aggressive in its efforts to build up its broadband subscriber base. We believe conditions favor the company
achieving faster than average broadband subscriber takeup rates--15% of its addressable cable TV subscriber
base--within two years of launch. Achieving this will depend on execution of a successful marketing strategy.
This will be driven by competition from CWHKT and LMDS operators reselling Hong Kong Cable's HFC
capacity. In this context, we predict rapid tariff erosion, stimulating faster growth. We believe there is
significant latent demand for competitively priced broadband services, and population density favors fast
adoption. Tariffs for the service have yet to be finalized, but we expect the company will opt for a monthly flatrate charge of $36 or less for cable modem service. In the loanger term, we also note i-CABLE's plans to expand
its operations into southern China, in association with cable modem supplier Terayon Corp.
Taiwan
We expect an aggressive battle for broadband access market share this year with the rollout of competitive fixed
line networks, involving both ADSL and cable modem deployments. Chunghwa Telecom Co. (CHT) has
attempted to steal a lead over its prospective rivals by embarking on one of the region's most aggressive ADSL
rollouts. However, Taiwan also has the highest cable TV penetration rate in Asia, with 80% of households
subscribing to cable TV services and a national Internet penetration that we forecast will reach 25% by the end
of this year.
ADSL
On July 1, 1999, TaNet introduced ADSL services to 3,600 primary and junior high schools nationwide under a
special contract with the Ministry of Education. The service provides students with Internet access at 1.5 Mbps
downstream and 384 Kbps upstream. On August 31, CHT introduced public ADSL Internet access for
residential and business users under the HiFly brand name. HiFly is a flat-rate "always-on" service offering a
variety of different access speeds. On December 10, CHT's ISP subsidiary HiNet introduced usage-based ADSL
services, billing customers by time spent online. CHT's ADSL service is based on the T1.413 Issue 1 DMT
standard and comprises an installed capacity of around 20,000 lines. DSLAMs have been installed in 86% of
CHT's local exchanges. CHT is hoping to begin deployment of the second phase of its ADSL rollout in May or
June 2000, with the installation of an additional 200,000 lines. The new system specification will be based on
ANSI T1.413 Issue 2 and ITU-T G.992.1 (full rate) and G.992.2 (G.lite).
Cable Modem
CHT is already competing for broadband Internet subscribers with the island's two dominant cable TV multiple
system operators, Koo's Group subsidiary Gigamedia and Rebar-backed Eastern Multimedia, which both
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launched services in the second quarter of 1999. The main constraining factor on subscriber growth has been the
cost and stability of cable modems and the availability of cable-modem-ready infrastructure in the various
franchise areas. The major operators expect much of this work will be completed by the end of 2000, although
this may prove optimistic. Currently, the two major MSOs are offering high-speed Internet services using oneway cable modems and a dial-up return path. There have been complaints from customers about the stability of
the service, although the introduction of three-way modems (which also support phone services) promises to
resolve this issue. The problem is the higher cost of the three-way modems and the level of subsidy that
operators are prepared to pay.
Another key area of concern is the often poor quality of in-building wiring, which needs to be addressed if full
two-way cable modem services are to be widely deployed. From 2001, the termination of CHT's monopoly on
fixed telecom services will signal a scramble for market share. The history of competition in the mobile market
suggests the battle for broadband customers in Taiwan will be equally fierce.
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EXHIBIT 3
Broadbband Wireless Service Rollouts in the Asia-Pacific Region
Source: the Yankee Group, 2000
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EXHIBIT 4
Selected Cable Modem Rollouts in Progress
Source: the Yankee Group, 2000
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EXHIBIT 5
Selected ADSL Deployments in the Asia-Pacific Region
Source: the Yankee Group, 2000

91

EXHIBIT 6
Major Broadband Satellite Initiatives in the Asia-Pacific Region
Source: the Yankee Group, 2000
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