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The Dynamic Asia Pacific Equity Fund (Series F) declined 6.6% for the fourth quarter of 2021 and finished the year with a 

loss of 10.1%, compared with the full-year decline of 2% (C$) of the benchmark MSCI All Country Asia Pacific Index. 

Despite the underperformance in 2021, the Fund’s 5-year and 10-year annualized returns of 14.4% and 11.8% still place it 

among the best long-term performing Asia-focused mutual funds in Canada.  

2021 was a year of solid economic recovery in Asia, and in particular China and India, which both experienced world-

leading GDP growth of nearly 8%. However, Asian stock markets lagged the U.S. and Europe significantly, largely 

attributable to turbulence among Chinese stocks. The scope and intensity of regulatory changes China pushed through 

had led to confusion and panic among global investors, leading to major selloffs among Chinese stocks, particularly for 

those listed as ADRs in the U.S.  

The negative market reactions on China were understandable, but, in our opinion, there is no need to over-analyze the 

situation. After all, Western investors have a long history of misinterpreting China’s actions and underestimating the 

country’s capability to overcome challenges and revitalize. In our view, many of China’s recent changes are sensible and 

will make China a fairer, more environmentally friendly, and more sustainable economy, and in the end, a stronger China 

with a booming middle-class will be contributing to global economic growth. It is not only about a long-term boost, some of 

those reforms will also play a role in mediating the conflicts between China and the U.S. For this commentary, we will focus 

on three issues of relevance to foreign investors: VIE structure, PCAOB auditing, and potential delisting of ADRs. 

VIE structure 

Variable Interest Entities, or VIEs, are a special investment vehicle that gives shareholders contractual ownership of a 

company’s revenue and profit streams, instead of direct ownership of the operating business. It enables Western investors 

to participate in Chinese businesses under restrictive foreign ownership rules. Since its introduction two decades ago, 

more than 200 Chinese companies have gone public in the US with VIE structures, including some of the best companies 

China has. Since the VIE structure was not officially recognized Chinese regulators, some investors are concerned on two 

fronts: 1) VIE’s may not hold a legal standing in China’s court system; 2) the Chinese government may ban VIEs as a 

counter measure to the U.S. In our view, both worries are missing the point. 

The first concern assumes that China’s court system protects foreigner’s direct business ownerships, but not contractual 

obligations. This goes directly against the fact that China is the world’s largest trading nation, with US$4.6 trillion in total 

international trades in 2020 alone, and the protection and enforcement of contractual agreements are of foundational 

importance to the Chinese economy. It is arbitrary, if not self-conflicting, to recognize the integrity of the Chinese legal 

system on foreign ownership while discrediting its protection of contractual obligations. 

The second concern fails to recognize that the U.S. represents merely 13% of China’s global trades, or that all Chinese 

ADRs listed in the U.S. together represent less than 8% of China’s total domestic stock market capitalization of US$20 

trillion. Investors of this view have seriously overestimated the political and economic influence of the U.S. over China, 

while also underestimating China’s capacity to resolve adversities. It shouldn’t be forgotten that the VIE structure is a 

matter of China’s internal rule making and every one of those VIEs is China’s own companies, and it is incomprehensible 

to think China would harm those companies when they are already under the U.S. pressure. 

Having said that, it is true that VIEs represent a relatively weaker form of protection to minority shareholders, but the fact is 

that after hundreds of companies and two decades of history, there is no credible evidence that the VIE structure has 

disadvantaged shareholders more than any other forms of ownership. So, while it is reasonable to demand some valuation 

discounts, the risk is modest and is nowhere near a matter of existential importance. On an interesting note, for anyone 

considering SPACs and cryptos as acceptable form of ownership, concerns on VIEs would seem to be overblown.  
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The Chinese government has been rapidly modifying their rules related to the VIE structure, and in December, the China 

Securities Regulatory Commission and China’s State Council both published documents that for the first time explicitly 

support VIE structure as a legal form for Chinese companies seeking overseas listing. It is an unmistakable sign that China 

is determined to eventually neutralize the risks associated with the VIE structure. 

PCAOB auditing of Chinese companies 

In December 2020, the U.S. enacted the Holding Foreign Companies Accountable Act (HFCAA) that requires all ADRs in 

the U.S. to make their raw financial data available for review by the U.S. Public Company Accounting Oversight Board, 

(PCAOB). This announcement triggered fears that Chinese ADRs on the count down towards mass delisting.  

The disputes and negotiations between PCAOB and the Chinese regulators have been ongoing since 2010, but they hit an 

impasse. PCAOB rejected outright China’s offer for opening books on a pre-approval basis and demanded free and 

complete access to all raw auditing data. But from China’s perspective, they struggled with the lack of legal and 

administrative capacity to safeguard data, particularly in the rapidly changing tech and media sectors, so it was not 

acceptable to grant unrestricted access to PCAOB, which hypothetically opens a backdoor for the U.S. government to 

access China’s companies’ sensitive information, such as strategic hub locations and load factors of a national trucking 

company, or maps of a ride sharing company.  

The good news is that China’s sweeping regulatory reforms in 2021 have brought hopes for a resolution. China’s recent 

actions brought in legal frameworks and technical boundaries to define sensitive information and to guide financial 

disclosures for public companies. Once fully implemented, the new rules will enable individual companies to assume the 

responsibility to determine if they comply with the laws in both the U.S. and China, or if the benefits of a U.S. listing justify 

the legal risks. At that point, the need for the Chinese government as a gatekeeper is reduced, making it possible for a 

PCAOB agreement.  

In the end, a real resolution to the PCAOB impasse ultimately depends on the political will of both China and the U.S., but 

as least, the Chinese regulatory reforms in 2021 will remove some major technical hurdles, and we believe the chance of a 

resolution is significantly higher now than 6 months ago. 

Delisting of Chinese ADRs  

Despite of the rising possibility of an auditing agreement, the SEC’s announcement on December 2nd officially started a 

three-year countdown to delist companies not in compliance with PCAOB rules. While three years is a very long time, it is 

also important for investors to understand what is likely to happen in the event of delisting. 

As a starter, delisting is far more common and far less ominous than many investors seem to have believed. A study by 

Finbold revealed that more than 170 companies were delisted from major U.S. stock changes in 2021, and delisting in the 

form of privatization typically means a significant price premium. In fact, over 50 Chinese ADRs have gone through 

delisting over the past decade, and many of those companies chose to relist in China and have delivered spectacular 

returns sine then, including some of the best performing stocks of the last decade in Asia, such as Wuxi Apptech and 

Mindray. 

Today there are 279 Chinese companies listed as ADRs with an estimated total market capitalization of US$1.4 trillion 

(Merrill Lynch Research, December 15, 2021). Current shareholders of those companies face the following likely 

scenarios:  

1) A resolution 

If China’s recent legal and regulatory changes actually lead to a deal between China and PCAOB, it will remove the single 

biggest risk overall Chinese ADRs, and a broad-based surge of Chinese stocks should be expected.     

2) Dual-listing before forced delisting 

Among the 279 ADRs, 27 have their shares traded in Hong Kong either as “dual primary listing” or “secondary listing”, 

broadly refereed to as “dual-listing”. These dual-listed companies are large and blue-chip names, such as Alibaba, Baidu 

and JD.com, and there are an additional 101 ADRs currently eligible for Hong Kong listing, both groups together 

https://finbold.com/over-170-companies-delisted-from-major-u-s-stock-exchanges-in-12-months/
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representing 98% of total market cap of all Chinese ADRs. For most dual-listed stocks, their shares in the U.S. and Hong 

Kong are fully fungible at a negligible transaction fee, providing a seamless solution for most institutional investors in the 

worst-case scenario of forced delisting. Even for those retail investors with no access to the Hong Kong exchange, this 

fungibility provides a safety net on two fronts: first, stock prices in the US can’t go too far below the levels in Hong Kong, 

and second, it ensures buyers are always available to do conversion until the very last day, as such there is little pressure 

for investors to take a loss in a market panic before the 3-year countdowns even get started. 

3) Dual listing before voluntary delisting 

If the PCAOB deal is reached, the majority of dual-listed Chinese ADRs are expected to keep their U.S. listings, as the 

U.S. stock exchanges offer superior liquidity and investor reach. But for a small number of companies with sensitive 

economic models and operational data, such as Didi and Full Truck Alliance, a voluntarily delist may seem to be more 

desirable. For those companies, the investment community and Chinese regulators are working round the clock to pave 

the way for them to go home. If Didi’s current plan to go the dual-listing route and then delisting goes through without any 

hiccups, it will become a risk clearing event and boost sentiment for all Chinese ADRs in the U.S. 

4) Voluntary privatization 

While an exit strategy seems to have been laid out for large ADRs, there are 151 small-cap companies that are unlikely to 

meet Hong Kong’s listing rules. This lack of immediate clarity has been well recognized and behind the continuous panic 

selling over the past 6 months. In fact, their stock prices had been depressed to such an irrational level that 26 of those 

Chinese ADRs had market caps lower than the net cash at bank in mid-December (Morgan Stanley Research), and the 

total market cap of all these 151 companies was merely US$30 billion (Merrill Lynch Research). Now, it is time for a 

reminder that China has foreign currency reserves of over US$3 trillion, much of which is U.S. Treasuries with an 

unappealing future. It seems a no-brainer proposition for China to swap a tiny portion of China’s U.S. Treasuries in 

exchange for 151 its own young and innovative companies going home. We are not in the position to speculate on these 

privatization deals, but it is very important to remind investors that those companies are not going to zero, even in the 

worst-case scenario, and at current depressed prices, their risk rewards are already highly favorable.  

5) Pink sheets 

There is a possible alternative for Chinese ADRs to remain tradable in the U.S. without full compliance to PCAOB rules, 

through what is known as the over-the-counter market or “pink sheets”. In the pink sheets, stocks are traded directly 

through broker networks instead of major stock exchanges, and it is home to some of the best and largest international 

companies, such as Nestle, LVMH, and BMW. In fact, China’s own tech giant, Tencent, has been traded via pink sheets 

since 2008. The more relaxed disclosure and auditing requirements theoretically enable a simple solution for U.S. 

investors to keep their ownership of those ADRs, and pink sheets trading is one of the most lucrative profit drivers for 

American investment banks. In the meantime, pink sheets trading makes future capital raisings impractical, neutralizing 

one of the major political pushbacks on Chinese public companies in the U.S. As such, even though pink sheets are still 

subject to the risk of SEC rule changes, it seems a highly plausible solution from the U.S. standpoint. 

The above-mentioned five scenarios are neither predictions, nor exhaustive. They are simply an illustration that delisting 

doesn’t have to be disastrous for those ADRs, and that the fears today are excessive. While situations are still evolving 

and new adversities may emerge, it should be unmistakable that China will do whatever it takes to defend their own 

companies regardless of their listing locations, and they have plenty of tools to carry the task through.   

At current valuations, most of those Chinese ADRs and the broad Chinese equity market are very attractively priced, but 

for investors who prefer the peace of mind, our Fund offers a ready solution to capture both the short-term recovery 

potential and the long-term participation in the economic growth from China and the rest of Asia. 
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Series A units are available for purchase to all credited investors, while Series F units are only available to eligible 
investors who participate in eligible fee-based or wrap programs with their registered dealers. Differences in performance 
between these series are primarily due to differences in management fees and fixed administration fees. Performance 
results for Series F units may also appear higher than for Series A units as the management fee does not include the 
trailing commission. 
 
Commissions, trailing commissions, management fees and expenses all may be associated with mutual fund 
investments. Please read the prospectus before investing. The indicated rates of return are the historical annual 
compound total returns including changes in unit values and reinvestment of all distributions does not take into account 
sales, redemption or option changes or income taxes payable by any security holder that would have reduced returns. 
Mutual funds are not guaranteed, their values change frequently and past performance may not be repeated. Views 
expressed regarding a particular company, security, industry or market sector are the views of the writer and should not 
be considered an indication of trading intent of any investment funds managed by 1832 Asset Management L.P. These 
views should not be considered investment advice nor should they be considered a recommendation to buy or sell. 
Dynamic Funds® is a registered trademark of its owner, used under license, and a division of 1832 Asset Management 
L.P. 
 
The Morningstar quartile ranking reflects performance as of December 31, 2021 and is subject to change.  Morningstar is 
an independent organization that groups mutual funds with generally similar investment objectives for comparison 
purposes and ranks them on a historical basis. These rankings are broken into quarters or quartiles. Within a group, the 
top 25% (or quarter) of the funds are in the first quartile, the next 25% are in the second quartile, the next group in the 
third quartile, and the bottom 25% of funds with the poorest relative performance are in the fourth quartile.  For more 
details on the calculation of Morningstar, see www.morningstar.ca. Morningstar rating reflects performance as of 
December 31, 2021.  Morningstar is an independent organization that groups mutual funds with generally similar 
investment objectives for comparison purposes.  Morningstar Star Ratings reflect performance as of a particular date and 
are recalculated monthly. The Ratings are an objective, quantitative measure of a fund’s historical risk-adjusted 
performance relative to other funds in its category. Ratings are calculated based on a fund’s 3, 5 and 10-year 
performance returns, as available, with the overall rating being a weighted combination of those ratings. Only funds with 
at least a three-year track record are considered, and Morningstar calculates ratings only for categories with at least 20 
funds.  Five-star rated funds are generally considered to be those that generate superior risk-adjusted returns and 
indicate that the fund is in the top 10% of its category. Dynamic Asia Pacific Equity Fund is categorized as part of the 
Asia Pacific Equity category which contains 106 funds.  For more details on the calculation of Morningstar Star Ratings, 
see www.morningstar.ca 
 
 
 

 

 

As of December 31, 2021 Qtr. 
Year to 

date 
1-yr 2-yr 3-yr 5-yr 10-yr 

Since 
inception 

Inception 
date 

Dynamic Asia Pacific Equity Fund -6.6 -10.1 -10.1 15.0 19.3 14.4 11.8 7.9 April-94 

MSCI All Country Asia Pacific Index (C$) -2.1 -2.0 -2.0 7.5 9.5 8.9 10.6   

   Value added after fees -4.5 -8.1 -8.1 +7.5 +9.8 +5.5 +1.2   


