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I. OVERVIEW

In many ways China is the new frontier for entrepreneurahif
is perceived to be a logical primary source of economical
manufacturing, raw materials, and component pamntsaddition to
being considered major end markét.China may also represent the
most likely future competition for many American industrias well
as our major trading partnér.Increased commerce between the
United States and The PeopleOs RepublichsfaQOPRCO) demands
that U.S. entrepreneurs understand the basic foundation for doing
business in the PRC. An increasing demand for United States citizens
to engage in commerce, @ sit on boards dealing with significant
exposure to Chinese developneeritas also become a reality. A
comprehensive and exhaustive treatment of this subject is beyond the
scope of this article. However, an identification of some major issues,
with suggestions for further research, is attempted. Hopefully,
constructive thiking will result from an overview of how conducting
business is fundamentally different in the PRC along with an
examination of relevant corporate governance issues.

This paper is an outgrowth of an earlier article written to discuss
the fundamentals of @frese corporate governartddowever, it soon
became apparent that any such attempt redjaineunderstanding of
some of the basic ways the Chinese environment differs from that
familiar to those experienced in the ways of American or European
governance.For examplecommon shares in China do not represent
the same ownership interest or have the same designated rights as in
the United Statesthere is no law protecting private property as we
know it, and the functions of true Ofree economic marketsQrifiesc
or goods and services) have neither been understood nor embraced by
officials having a natural cultural instinct for governmental control of
economic enterprise$. Accordingly, with a view toward the
perspective of the entrepreneur, an attemphagle to bring to the
readerOs attenti@@me of the more significant differences found in
conducting business in the PRC. Recent headlines depicting closer

! Debbie Liao & Philip Sohmerhe Development of Modern Entrepreneurship
in Ching STAN. J.OF EAST ASIAN AFFAIRS, 28, 31 (2001).

ZWayne M. MorrisonChinaU.S. Trade IsSUe€ONGRESSIONALRESEARCH
SERVICE (Sept. 30, 2011), http://www.fas.org/sgp/crs/row/RL33536.pdf.

® Lawrence J. TrautmaiGorporate Governance in the People®s Republic of
China: What an American Director Needs to Know About Doing Business in China
(Au%. 2008, http://works.bepress.com/lawrence_trautman/1/.

Id.
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economic relations between the U.8nd China make the €o
dependence between the two countriesitable. China now ranks as
the largest trading partnesf the United States in terms of trade
balance, ranks first in terms of imports into the U.S., mmksthird
(behind Canada and Mexico) in terms refceiving U.S. exports.
According to the World Bnk, when measured by the Opurchasing
power parityO method, Chinhas the worldOs second largest
economy’ It ranks fourth (roughly equal to the economies of France
and Great Britain) behind the U.S., Japan, and Germany, when viewed
under the traditionaharket exchange methddwWhen results for 2010
became available, China surpassed Japan as the worldOs second largest
economy? China Daily reports that OChinaOs economy grew at an
annual rate of 9.5 percent in the second quarter of [2011], slower from
a9.7 percent rise for the first quartér.O

It has been said that the construction crane is the national bird of
China. While China enjoys perhaps the oldest of the worldOs great
cultures, traveling through the PRC today and witnessing its dramatic
econome growth, makes it difficult to understand that the beginning
of relevant modern Chinese legal development dates back only to
1979, with theLaw of the PeopleOs Republic of Ch{@¥Chinese
Company LawO) adopted in 1993.Even more astounding, the
modern rollercoaster development of Chinese securities markets is
essentially an experiment materially just twestynethingyears
old.* Donald C. Clarke has recently highlighted the pressing need for

® U.S.CENSUSBUREAU, U.S.DEPT. OF COMM., U.S.INTERNATIONAL TRADE IN
GooDS ANDSERVICES (July 2011);see alscAngel Gonzalez & Ryan Dezember,
Sinopec Enters U.S. ShalWaLL St.J.(Jan. 4, 201p
http://online.wsj.com/article/SB10001424052970203550304577138493192325500.h
tml (providing anexample of almost daily announcements illustrating increased
investment by Ginese inheU.S.).

® China OverviewTHE WORLD BANK,
http://www.worldbank.org/en/country/china/overvilast visited May26, 2013.

" ChinaOs Economy Smaller in New Study: World Bzuka DAILY (Dec. 18,
2007, http://www.chinadaily.com.cn/china/20d2/18/content_6329427.htreee
alsoBARRY NAUGHTON, THE CHINESE ECONOMY: TRANSITIONS AND GROWTH, (The
MIT Press, 2007).

& Chester Dawson & Jason Dedising China Bests A Shrinking Jap&MALL
St.J.(Feb. 13, 2011,
http://online.wsj.com/article/SB100024052748704593604576140912411499184.h
tml.

° Xinhua, China Faces Pressure of Price Rises in Short TE€mNA DAILY
(Sep. 26, 201)1 http://www.chinadaily.com.cn/bizchina/2011
09/26/content_13791250.htm.

19 GU MINKANG, UNDERSTANDING CHINESE COMPANY LAW 5-8 (Hong Kong
Univ. Press, 2006).

1 CARL E.WALTER & FRASERJ.T.HOWIE, PRIVATIZING CHINA: INSIDE CHINAG

continued. . .
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scholarly research abowbmparative corporate governance, stating
that:

[T]he last thirty years have seen a startling rise in the
economic importance of other countries, particularly
China and the rest of nalapan Asia. From 1980 to
2006, for example, ChinaOs share of worldPGD
(estimated on the basis of purchaspoyver parity)
rose from about three percent to about sixteen
percent'?

Indeed, we should all be grateful to Professor Clarke for Obrjng[ing]
comparative laN an interest in what people in other countriesldo
into the nainstream of a branch of American legal scholarship.O

Il. WHAT BASIC NEEDSARE DRIVING CHINESE POLICY?

Susan Shirk, a former Deputy Assistant Secretary of State for East
Asia and Pacific Affairs, and now Professor at-8&n Diego, notes
that Qe]very good dipomat knows that you can never get anywhere
until you put yourself in the shoes of the person sitting across the table
from you.® Accordingly, all those seeking to do business in China
are well served to constantly ask themselves Owhat we would wantO if
we were in charge of the PRC OcontrolledO economy. Law professors
Norwood Beveridge, Tahirih V. Lee, Dean John Cooper and other
commentators have observed that the motives of the PRC government
appear to consist of the following four major objecti&$increasing
industrial productivity; (2) Seeking foreign exchangd3) Import
substitution; an@4) Job creation (perhaps the primary gdal).

Jamie F. Metzl of the Asia Society says ODriven by the need to
deliver economic growth as a major justification its existence, the

STOCK MARKETS 5-43 (2d ed., 2006).

2Donald C. ClarkeQNothing But WindO? The Past and Future of Comparative
Corporate Governangé9AM. J.CoMP. L. 75, 77 (2011).

31d. at 109.

14SUSAN L. SHIRK, CHINA: FRAGILE SUPERPOWER HOW CHINAG INTERNAL
PoLITics CouLD DERAIL ITS PEACEFULRISE 12 (2007).

> Norwood Beveridge, Professor, Oklahoma City University School of Law,
Lecture for the 2007 Internation@onference at Nankai University in Tianjin, China
(July 9-Aug. 4, 2007); Tahirih V. Lee, Professor, Florida State University College of
Law, Lecture for the 2007 International Conference at Nankai University in Tianjin,
China (Ju 9-Aug. 4, 2007); Johrk. Cooper, Associate Dean of International and
Cooperative Programs and Professor of Law, Stetson University College of Law,
Lecture for the 2007 International Conference at Nankai University in Tianjin, China
(July 9-Aug. 4, 2007);see alsoMichael Petrug, Oil and the National Security:
CNOOCOs Failed Bid to Purchase Uno84IN.C.L. Rev. 1373 (2006).
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Chinese government has done a tremendous job of creating wealth and
bringing hundreds of millions of Chinese people out of povéfty.O
Development of capital markets and an efficient framework for capital
formation should allow Chinaot tap its internal assets and the
resources needed from the rest of the world to finance and fuel the
PRCOs impressive economic growth. Yuwa Wei contends that the
decision to open and nurture the growth of the Shanghai and Shenzhen
exchanges rested upoma primary purposes: O(1) to utilize domestic
savings to facilitate social funds and private companies; and (2) to
discipline the listed companies and accelerate the pace of building a
modern corporate governance systém.O

The PRC leadershgpenlighteneanotivation to raise funds for the
National Social Security Fund may be seen through its activities of
June 12, 2001, when all companies were directed by the State Council
to include 10 percent of statevned shares in all initial or follovwn
stock offerngs’® The 20082009 global financial crisis, however,
Omade clear that ChinaOs dependence for growth on the purchasing
power of consumers in America, Europe and Japan creates a
dangerous vulnerability"d ChinaOs need to expand and reinforce a
Oformal sdal safety netO is expanding as more Chinese reach
retirement agé’ This will add unprecedented costs that may shock an
already ovettaxed environment that is heavily dependent on
infrastructure projects and other stdieected investments for
growth?" In light of this

Even if ChinaOs leadership makes major progress on
domestic reform, it will find that the international
environment is becoming less conducive to easy
economic expansion. Higher prices for the oil, gas,

16 Jamie F. MetzIChinaOs Threat to World Order: Computer hacking is typical
of BeijingOs disdain for global normdVALL St. J. (Aug. 17, 2011,
http://online.wsj.com/article/SB10001424053111904006104576500690087766626.h
tml.

" yYuwa Wei, Volatility of ChinaOs Securities Markets and Corporate
Governancg29 SUFFOLK TRANSNATQ L. Rev. 207, 209 (2006).

8sandra P. KisterChinaOs Shastructure Reform: A®pportunity to Move
Beyond Practical Solutions to Practical Problen# CoLUM. J. TRANSNATQ L.
Rev. 312, 327 (2006) (explaining how deteriorating market conditions and political
pressure resulted in abandonment of this requirement within just a fewsynonth

¥1an Bremmer,ChinaOs Bumpy Road Ahead: Unrest, inflation and an aging
populace stand in the way of the Middle KingdomOs Touted Domijnafian Sr. J.
(July 9, 2011)
http://online.wsj.com/article/SB10001424052702303544604576430103921843770.h
tml. 014,

2Hid.
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metals and minerals that China deeto power its
economy will weigh on growth. The exertions of all
those other emerging market players will add to the
upward pressure on food and other commodity prices,
suppressing growth rates and undermining consumer
confidence, which have been the shoimportant
sources of social and political stability in China

Strong growth in China, coupled with AmericaOs
unsustainable fiscal policies, high unemployment and
weakened consumer demand, will generate friction
between the worldOs two largest ecaieeN in
particular, by significantly increasing the likelihood of
protectionism on both sides. ThatOs a problem for
American companies looking foaccessto Chinese
consumers, but itOs far more troublesome for the
Chinese, who rely more on U.S. fiscal bslidy,
investment, technology and consumptfén.

[lI. DOING BUSINESSIN CHINA ISNOT JUST LIKE DOING
BUSINESSIN ANOTHER FOREIGN COUNTRY

Business decisions may prove unusually complex to foreigners
seeking to do business in the PRC. Evolving from Confucigfiis
the traditional Chinese culture places much more emphasis on the
nurturing and maintenance of relationships than in most other areas of
the world. Relationships and connections, oGuanxiO are the
Ovehicle in which Chinese business is condudiething gets done
without them.&" In this system,

[flamily and social context define the individual, unlike
the Western view in which the individual defines his
own context. In other words, seifdividualization is
possible only through an interactionthvothers within

the context of oneOs own social roles and relationships.
The self is always in relation to others, a rational self, a

22|d.

23 See generallfrhe Influences of ConfuciuSULTURAL CHINA (May 26, 2012,
11:12 AM), http://history.culturakchina.com/en/182History5836.html

2*William D. Greenlee,China - Business Not as UsyaMARTINDALE.COM
(May 26, 2012, 11:24 AM)http://www.martindale.com/busine$sn/article_Jones
Vargas_218562.htmsee alsoGraham MayedaAppreciating the Difference: The
Role of Different Domestic Norms in Law and Development Reform; Lessons from
China and Japarb1 McGILL L.J. 547, 58889 (2006)
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rational being?®®

Under this powerful system ofGuanxj O[p]eopleOs sense of
themselves, and their sefiorth, is often determined by their
relationships with others. The Chinese are both individualist and
group-oriented and the relationslsipetween group and individual are
complex and deeoted.& Thus, it has been observed that personal
and business relationships imi@a must be developed on two levels:
Owith the person as an individual, and the person as a member of a
reference group?0

It is true that Westerners also develgypanxitype relationships
and networks. What distinguishes the ChinesBuanxi system,
howe\er, is that in China

this same pattern of relationships is also central to the
business world, on a quite explicit and open basis.
Business associates within a network are referred to as
being zi jia ren (oneOs own family). In a Confucian
society, guanixrepresents a natural blurring of the line
between the professional and the persanal. This
complex system carries expectations that favors will be
returned®

American businessmen in China should remain conscious of the
Guanxi system. While O[sJome Hinese businesspeople dismiss
guanxi as oldfashioned and. . . replaced by modern Western
method§] . . . the Western business person should assume both
approaches are relevarit.O

Guanxi and Western models of approaching a

transaction need to be viewed in tandem: a strong
enough relationship gains entry to the Western model
of negotiation and hopefully to an eventual contract and

continued relationship. The bigger the risk, thersgjey

the guanxi will need to be. The process of securing a
contract in China is rarely the free market auction

paradigm Westerners expect. For example, the terms of
a business may be determined by the parties; however,
to be sure, all local implications ¢fie business (like

% Greenleesupranote 24.

251d.

2T T)m AMBLER, MORGENWITZEL & CHAO XI, DOING BUSINESS INCHINA 110
(2d ed. 200%

28 Greenleesupranote 24.

291d.



"% &()*+,-N)-9)/%)-) 0*1+-1,1+-% 23

1)

suppliers) will be determined by guari%i.

A. The Modern Chinese Legal System

The development of modern law in the different Chinese
jurisdictions often rests upon fundamentally different foundations
Hong Kong company &w is based upon Bish tradition® The
Company Law of the People®s Republic of Chisfal 993 was based
largely on thecompany laws of Taiwan, France, Germany, and
Japar® Taiwanese law was heavily influenced by the German and
Japanese Commercial CotfeHowever, Taiwanese law was heavily
influential upon the Chinese drafters substantially for language
reasonsO[ypt TaiwanOs company law is itself a hybrid, since it was
originally based on both German and Japanese lawadied World
War I, came under U.S. infence.& The growth of the Chinese
legal system has been described as

. . .one that our Chinese colleagues tell us is part of the
civil law system (dalufaxi). Without debating the
merits of that characterization here, or examining
strong German, Japamesand Soviet influences, there
is a pronounced bias in Chinese lawmaking and the
Chinese legal system towards positive, statutoryNlaw
rather than judicially articulated case law and
jurisprudence. Whereas in the United States or

014,

1 Gu, supranote10, at 1011.

32 g g \ B [E A 7 O[COMPANY LAW OF THE PEOPLEG REPUBLIC OF
CHINA] (Adopted at the 5th Session of the Standing Committee of the 8th National
People's Congress on December 29, 1993; amended for the first time in accordance
with the ODecision on Amendments to the Company Law of the PeopleOs Republic
of ChinaO at the 13th S&n of the Standing Committee of the 9th National People's
Congress on December 25, 1999; amended for the second time in accordance with
the ODecision on Amendments to the Company Law of the PeopleOs Republic of
ChinaO at the 11th Session of the Stan@iogmittee of the 10th National People's
Congress on August 28, 2004; and further amended at the 18th Session of the
Standing Committee of the 10th National People's Congress on October 27, 2005),
translated inTHE COMPANY LAW OF THE PEOPLE REPUBLIC OF CHINA (Beijing:

Foreign Languages Press, Beijing, China, 208lkp available athttp://www.acga-
asia.org/public/files/China_Company_Law_Amended_0Oct2005.pdfChina).

% Mathias M. Siems,Legal Origins: Reconciling Law & Finance and
Comparative Law52McGILL L.J.55, 66 (2007).

** Hou Xinyi, Professor & Vice Dean, Nankai University Law School in Tianjin
China, Lecture for the 2007 International Conference at Nankai University in
Tianjin, China (Jul 9-Aug. 4, 2007).

% Siems supranote 3, at 66.
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England, for example, onmight expect to see a key
concept like fiduciary duty elaborated in a fapecific

case opinion, in the Chinese context we would expect
to see the same concept described in a formal statute or
regulation, and then invoked by a public legal authority
(like a court) in arriving at a decision or implementing
an enforcement action. (It is worth noting in this
context that many scholars, in fact, believe that the
specific concept of fiduciary duty is best developed,
and may only be available, in common law eyss)*°

B. No Concept of Private Property

American businessmen in China must understand the development
and extent of private property rights in China. The 1949 dismantling of
the Shanghai Stock Exchange, the third largest in the world at that
time, by the Chiese Communist Party was the direct result of the
inability to reconcile Marxist principles with the concept of private
share ownership. It was observed that, Othe creation of a national
stock market raised deep ideological concerns about the meaning of
private property rights, the appropriate extent of state ownership, and
the role of the planned economy in a socialist market econdimy.O

Regarding private property,

[wlhen ChinaOs national stock exchanges were
established, private property rights heldyoa feeble
status. The wordprivateDhad only recently entered
the Constitution of the PeopleOs Republic of China (the
CConstitutiord), when the 1988 amendment replaced
the phrasedndividual economy of urban and working
peopl® with the phrase Qprivate sector of the
econony.0* Article Eleven of the Constitution
described the private sector as a n@amplemer®to

% Nicholas C.Howson, Regulation of Companies with Publicly Listed Share
Capital in the People’s Republic of China, 38 CORNELL INTQ L.J. 237, 24243
(2005); see generally STANLEY B. LUBMAN, BIRD IN A CAGE: LEGAL REFORM IN
CHINA AFTERMAO (1999); NEIL J. DIAMANT ET AL ., ENGAGING THELAW IN CHINA
(Neil J. Diamant et aleds., 2005); Stanley B. Lubmabgoking for Law in China,
20 CoLum. J.AsIAN L. 1 (Fall 2006);see also Randall Peerenboonhat Have We
Learned About Law and Development? Describing, Predicting, and Assessing Legal
Reforms in China, 27 MicH. J.INTQ L. 823 Spring2006).

3" Kister, supra note B, at 31617.

% 1d. at 316

% Id. at 317 n.24 (citingXiaN Fa [Constitution] art. 11 (1988) (China))
(footnotes in original omitted)
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the dominant public economy.*’

Language contained in the fourth amended version of the
Constitution of the People’s Republic of China, Article 13 states,
“[c]itizens’ lawful private property is inviolable” and “[t]he State, in
accordance with law, protects the rights of citizens to private property
and to its inheritance.”' However, “[t]he State may, in the public
interest and in accordance with law, expropriate or requisition private
property for its use and shall make compensation for the private
property expropriated or requisitioned.”*

C. Accounting Standards Auditor Frustration and Adoption of
International Financial Reporting Standards (OIFRSO)

I seem to remember from my introduction to accounting course
that “accounting” could be defined as “the language of business.”
How can anyone manage, oversee or control any enterprise toward
growth without reliable numbers to measure performance (or lack of
it)?

The Wall Street Journal reports during 2011, that “[s]ince
February, the so-called Big Four accounting firms have resigned or
been dismissed from at least seven Chinese companies listed in the
U.S., according to SEC filings . . . in three instances, auditors quit the
accounts before completing the auditing of any financial reports.”*’
Auditor verification of even the most basic of accounting items, such
as cash, is proving difficult or impossible in China. “Problems with
‘bank confirmation’—the process by which an auditor checks with a
company’s bank to verify its balances—have risen in about 10 recent
disputes between U.S.-traded Chinese firms and their auditors,
according to Securities and Exchange Commission filings.”** The
U.S. Public Company Accounting Oversight Board (“PCAOB”)
inspectors “conduct regular evaluations of the firms that audit the

“1d. at 317 n.25 (citing XIAN FA [Constitution] art. 11 (1988) (China))
(footnotes in original omitted).

1 22 O [CONSTITUTION] art. 13, §§ 1-2 (2004) (China), translated andavailable
at http://www.usconstitution.net/china.html#Article13.

*1d. at§ 3.

* Dinny McMahon & Michael Rapoport, Challenges Auditing Chinese Firms,
WALL ST. 1., July 12, 2011, at Cl, available at
http://online.wsj.com/article/SB10001424052702304584404576439902614628750.h
tml.

* Michael Rapoport, Auditors Sharpen Queries in Chin@ALL ST. J., June 29,
2011, at C2, available at
http://online.wsj.com/article/SB10001424052702303627104576413842132347276.h
tml.
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books of U.Straded companies in order to assdbe firmsO
performance and ensure tiiycomplying with auditing standard¥.
But so far, Chinese authorities havenOt allowed the PCA©B
inspectors into their country to evaluate the work of the 53 Chinese
audit firms registered with the PCAOB, including affiliates of the Big
Four accounting firms'®

This cameat a time when OU.S. investfdsiring 2011][had] lost
billions of dollars in the face of scandals involving UiSted Chinese
companies that auditors have alleged misrepresented their business
and financial position® Moreover,

[a] court challenge against the China unit of accognt
giant Deloitte Touche Tohmatsu by the U.S. Securities
and Exchange Commission escalates a clash between
U.S. and Chinese regulators on how much oversight the
U.S. should have over the hundreds of Chinese firms
listed on U.S. exchanges .In openinga new front in

its battle to tighten oversight of U:lsted Chinese
companies, the SEC argues that it isnOt clear what
Chinese laws would be violated, if any, by turning over
audit records. . . The dispute also highlights the
shortcomings of regulationin China, which is
complicated by vague laws, competing regulatory
agencies and a tight rein on informatf&n.

In November 2005, the PRC announced a commitment to converge
Chinese Accounting Standards (OCASO) with International Financial
Reporting Standard@®IFRSO), culminating efforts by the Ministry of
Finance (OMOFO) since the early 1990s to establish standard
accounting practices across diverse types of enterpfise$he

“>Michael RapoportProgress Cited on Audits in Chindl.S. Regulators Push
for Access After Accounting Questions; 'a Gaping Hole in InveBtotection,
WALL ST. J., Aug. 9, 2011, at C2 available at
http://online.wsj.com/article/SB10001424053111904140604576495290600231986.h
tml.

*©1d.

“"Dinny McMahon & Andrew AckermanSEC Wrestles With Chin@eloitte
Case Highlights Agency's Frustration With Beijing, WALL ST. J., Sept. 10, 2011, at
B13, available at
http://online.wsj.com/article/SB10001424053111904103404576560320138101738.h
tml.

48
Id.
9 See PricewaterhouseCoopers China Accounting Standards Convergence
Commentary MONEYWEB (Feb. 20, 2006),

http://www.moneyweb.co.za/mw/view/mw/en/page289766?0id=58323&sn=Daily%
20news%20detail.
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business and financial news site Moneywetorts,

[the process of convergence Iminvolve integrating

the IFRS principles into CAS and will result in the
amendment of all existing standards and the issuance of
an additional 22 Specific Standards. While the revised
CAS will not reflect a literal translation of IFRS, their
scope will hclude all IFRS principles. In addition, they
will contain interpretive guidance to address the
accounting for specific types of transactions (e.g.,
combinations of companies under common control) and
industry accounting issues (e.g., extraction of
petroeum and natural gas). . There will, however,
continue to be a small number of differences between
the revised CAS and IFRS to reflect unique
circumstances in China. These differences, among
other things, relate to (i) a prohibition of the reversal of
asset impairment once it has been madg the
accounting for certain government granend (iii)
related party disclosuré8.

While listed companies in China adopted the new accounting
standards during 2007, Liu Yuting, director of accounting for the
MOF, announced during July 2007 that Ocesénatl stateowned
enterprises would comply with the new regulations by 2008 and the
scope would be expanded to include all largend midscale
enterprises a year latet:O

Perhaps as a move by the SEC to alloweguire U.S. issuers to
use IFRS (as a step towards a single set of globally accepted
accounting standards), Chinese convergence takes place as the SEC
announces that foreign private issuers will be allowed to file financial
statements using IFRS, as pabéd by thenternational Accounting
Standards BoardIASB) without a reconciliation to U.S. GAAP
(Generally Accepted Accounting Principléé) This is effective with
financial statements for the period ending after November 15,%2007.
The SEC has recdnt solicited public comment regarding

d.

1 ChinaOs new accounting standards to be adopted by largescaie
companies in 2009 PeEoPLES DALY ONLNE (July 12, 2007),
http://english.people.com.cn/9000Q7¥ 8/6214427.html.

%2 Acceptance from Foreign Private Issuers of Financial Statements Prepared in
Accordance With International Financial Reporting Standards Without
Reconciliation to U.S. GAAP, 73 Fed. Reg. 986 (proposedlan. 4, 2008) (to be
codigiged atl7 C.F.R. pts. 210, 230, 239, 249).

Id.
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incorporating IFRS into the financial reporting system for U.S.
issuers)?

Systems for financial audit and control appear to suffer from
cultural considerations different from Western concepts of good
business practice.Yuwa Wei observes that Chinese law Odoes not
clarify the status of internal audito®. Total subjection to a general
manager substantially weakens an auditorOs monitoring fower.

D. Experience with Markets andOCorporate FormO is
Disarmingly Recent

The experimental and pragmatic approach to economic
development resulting from Deng XiaopingOs vision created
heightened tension among regulatofs. A curious paradox
characterizes ChinaOs framework for economic development. The
government embraces an expezital approach in adopting new
market systems, while it also insists on retaining crucial levers of
control. The most important reform currently underway in China
derives from this paradoX.

Shortly after China introduced a stock market:

[T]he Chinese segities market regulator made a move
to insure government control over the statened
sector of the economy. It prohibited more than-two
thirds of shares technically listed on the market from
actually trading.  This internal dysfunctiob a
phenomenon it is unique in the worl®has produced

a stock market that appears puzzling from the outside.
The market has grown admirably from a market
capitalization of only 105 billion renminbi (RMB) [13
billion U.S. dollars] in 1992, to 3572 billion RMB (443
billion U.S. dollars), representing approximately 34%
of ChinaOs gross domestic product, in 2005. But
despite this growth, the market has faltered for years at
about 46% below its mi@001 level. One
commentator has likened the performance of the market

*Sec. & Exch. CommOn, SEC Release Nos9133; 3462699, Notice of
Solicitation of Public Comment on Consideration of Incorporating IFRS8 the
Financial Reporting System for U.S. Issuers (20103vailable at
http://www.sec.gov/rules/other/2010£33.33.pdf.

>>Wei, supranote T, at 218.

*®|d. at 219

" See, e.gKister, supranote B, at 32.

%8 Seeid..



M &0MM)-))-) 0*14-1,1+-% 234

since July 2001 to Opassing through the valley of the
shadow of deatt?®

China experienced corporate scandals and deceptive securities
market manipulation during the late 1990s, culminating in a market
selloff during the first years of the new millenniffh.Much as the
U.S. securities markets suffered from the likes of Enron, WorldCom,
and Adelphia Communicatiofi§the PRC had its own long list of
scandals including the Qiong Min Yuan case, the Zheng Bai Wen
case, and the Chengdu Hingguang €askvhile it is tempting to
consume many pages to describe the various methods employed to
defraud innocent investors, suffice it to say that the Chinese
experience rivaled that of the West, resulting in the destruction of
investor confidence that would impact capitatmation for several
years. However, much like the U.S. experience, in just a few short
years the investing markets seem to have suffered from an amnestic
ability to ignore the painful lessons of the recent past, with Chinese
markets soaring 98% for tH&henzhen Composite and 130% for the
Shanghai Composite during 2006, producing 163% (Shenzhen) and
97% (Shanghai) returns during 2007; losses of 62% in Shenzhen and
65% for the Shanghai Stock Exchange Composite Indexes during
2008, but gains of 64% éShenzi)eand 47% (Shanghai) during the
first eight months of 2008° By September 26, 2011, the fiyear
norn-inflation adjusted return for the Shenzhen index was 144% and

*91d. at 31213.
60Wei, supranote 17, at 225.

®1 See generallyVictor Futter, An Answer to the PublidPerception of
Corporations: A Corporate Ombudspersond6 Bus. Law 29 (Nov. 1990)
(including an account of prarbane©xley corporate wrongdoing).

62Wei, supranote 17, at 214.

63 Id.; see alsoShanghai Stock Exchange Composite IndBXOOMBERG,
http://mww.bloomberg.com/quote/SHCOMP:IND (last modified June 6, 2012)
(OThe Shanghai Stock Exchange Composite Index is a capitakzaiigimed index.

The index tracks the daily price performance of abhfares and Bhares listed on

the Shanghai Stock Exchangélhe index was developed on December 19, 1990
with a base value of 100. Index trade volume on Q is scaled down by a factor of
1000.0); Shenzhen Stock Exchange Composite IndeBilOOMBERG,
http://www.bloomberg.com/quote/SZCOMP:IND (last modified June 6122
(OShenzhen Stock Exchange Composite Index is an actual market cap weighted
index (no free float factor) that tracks the stock performance of all tbleafes and
B-share liston the Shenzhen Stock Exchange. The index was developed on April 3,
1991 wth a base value of 100. Index trade volume on Q is scaled down by a factor
of 1000.0); James T. AreddghinaOs Slower Profit Train Could Derail a Stock
Boom,WaALL St1.J, Jan. 3, 2008, at C1
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44% for Shanghdl® For perspective, these results contrast with a loss
of approximatelys% on the Dow Jones for the comparable petiod.

E. Banking in the PRC

Volumes have been written about banking opportunities and the
Chinese banking systefi. While coverage of this topic in any
substantial way far exceeds the scope of this article, a fatukeo
business risk associated with structural banking weakness needs to be
mentioned. OChinaOs administrative and regulatory framework for
banking as well as its judicial system, now only in their infancy, is
faced with the challenge of attempting to deéth an aspiring 2%
century banking systemt’Olt seems likely such a new focus within
China toward growing Westesstyle banks will introduce new
systematic business environment risk for investors and those
conducting commerce in the PRC.

ChinaQs firstegulatory agencies were formed in 1995 following
its admission into the WTE&. As part of its accession into the WTO,
China agreed to Oapply and administer all W&@ted laws,
regulations and other measures in a Ouniform, impartial and reasonable
manne.O8 Some commentators believe that this shift in the Chinese
banking system may simply be Oout of the reach [for the] fledgling
[Chinese] administrative and judicial system[§]The commentators
note that the Chinese do Onot have much experiencagleéar and
detained regulations and [that they] lack a track record or tradition of
administering law in an impartial and unbiased manfier.O

Furthermore, the difficulties facing the Chinese government in
regulating the banking industry are Onot only mimgional and
technical but cultural as well{DOne commentator points out that
OChina is a single party socialist state saddled with a transition

64Trautman,'supranote 3,at 13 n. 37.
65

Id.
®1d. at 13 n38.

®7 Jack E. JirakNote and Comment: Equity Investment in Chinese Banks: A
Doorway into ChinaOs Banking Secttd N.C.BANKING INST. 329, 334 n. 47 (Mar.
2006).

68Andrew Xuefeng QianTransforming ChinaOs Traditional Banking Systems
Under the New Natial Banking Laws 25 GA. J. |NT®~& ComP. L. 479 (1996)
(examining the impact of new banking laws on ChinaOs banking sector).

69 Jirak,supranote 67 at 334.
01d. at 335.

.

2.
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economy, an immature legal system, and a historical legacy of more
than two millennia in which the subordie role of law as a means of
achieving social order stunted the growth of a culture of legdfity.O
Cultural barriers, while difficult to quantify, undoubtedly play a factor
in Chinese banking law risk.

While the current state of banking regulation thre PeopleOs
Republic may appear bleak, that Ois not to say that no progress has
been made’® China has made an effort in three of its fixgar plans
to Oincrease legal education and awarerf@sSdine examples of the
Chinese governmentOs attempts tocaeuits people on the law
include broadcasting of live trials on television and sponsoring Oradio
shows in order to educate citizens about their legal rightdavever,
Ocontinuing uncertainty in the judicial and administrative framework
presents seriouguestions about ChinaOs ability to handle a banking
system vaulting into the 2tentury.&

The non-performing loan (“NPL”) issue

Does the level of neperforming loans on the books of
PRC banks remain a significant risk to all engaged in
Chinese commees; as well as to global political
stability? One commentator believes that O[d]ecades of
policy lending have saddled the four statened banks
with an unhealthy level of neperforming loans from
stateowned enterprises. Asset management companies
have been created to manage these NPLs, but the
situation is far from stable’® Further, O[a] lack of
corporate governance has also created an environment
where management of banks is opaque and corruption
widespread.© Undoubtedly, the risks associated with

B (quoting Randall Peerenboom, Globalization, Path Dependency and the
Limits of Law: Administrative Reform and Rule of Law in the People's Republic of
China, 19BERKELEY J.INT'L L. 161, 261 (2001)).

" 14, at 335.

.

7

.

8 Trautman supra note 3, at 15 n. 50.

1d. at 15, n. 51 (citing Kevin McGeeha@hina’s Banking System and How
Citibank Can Capitalize on its Liberalization (April 29, 2005) (unpublished M.A.
thesis, Tufts University) (on file with author).

8014
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the Chinese banking system are gféat.

One commentator noted, OThe existence of NPLs is a legacy of the
role that ChinaOs banking system played prior to the current reforms.
At that time, banks served primarily as a funding source for programs
dictated bystateowned enterprise$O

In fact, O[s]cholars have speculated [that] NPLs comprised
anywhere from ten percent to forty percent of all banking assets. Dai
Xianglong, the governor of the PBC Oofficially recognized that the
ratio of NPLs to total outstamuty loans at the Big Four was 25% in
1999.89 Standard and PoorOs (OS&PO) further corroborated this idea
in 2001 and Opredicted that the Big Four would require $540 billion,
half of ChinaOs annual GDP, to account for NBt.s.O

Notwithstanding the estimatesuated above, Osome Western
analysts disagree with such assessments and put the amount of NPLs
in the banking system at around forty percéntl® May 2005, S&P
put the figure at around thirgne percent® OOthers suggest Othe
staggering figure of NPLsds already made the Big Four technically
insolvent.3O Great pressure still exists to make loans to stateed
enterprises or recently privatized statgned enterprises that are still
controlled by party leader§0

81 14.

82Jirak,supranote 67, at 336.
8d. at 337

4. (citing Robyn MeredithChina Fever: Manland Stocks are Hot, but Many
Are Just SickFORBES July 4, 2005, at 83 (OSome of the Biggest China IPOs due
this year are in the shaky sector of banking. Academics and economists outside
China say 25% of all Chinese bank loans are bad. A bailoutdwandt China a
punishing 17% of its gross domestic product, or $280 billion, UBS says.O).

8 Id.; see also Billiordollar gamble: Another of ChinaOs big banks finds
illustrious foreign partners,  ECONOMIST (Sept. 3, 2005),
http://www.economist.com/node/4352D (OTo spruce themselves up for listing, the
banks have been selling off their old rperforming loans: they even put their bad
loan ratios in single digits, although the true figures are probably still much
higher.0).

86Jirak,supranote 67, at 337.

87 Id.; see alsoCraig Phillips, Banks Have A Long Way to Go to Win
Confidence, THE AGE (Oct. 21, 2005),
http://www.theage.com.au/news/business/béardsge a-long-way-to-go-to-win-
confidence/2005/10/20/1129775901483.html# (OMeanwhile it was recently touted
tha to fix ChinaOs bad loans fiasco in the countryOsostatl commercial banks
alone, the Chinese government would have to fork out the equivalent of 44 per cent
of the nationOs gross national product (GNP). This, according to the latest figures
releasedy the World Bank, equates to approximately $US1 trillion.O).

8 Jirak, supra note 67, at 338;see alsoBrian Bremner & Dexter Roberts,
Wanted: A Big Broom For China's Banl&us. WK., May 9, 2005, at 52; Lan Cao,

continued. . .
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In 1998, the Chinese governmedbailed out [the Big Four] with
capital infusion of $33 billiorf®and in 2004 gave over $45 billion to
the Bank of China and China Construction Bank, in an effort to rid the
banks of bad loar. In 1999, China also removed over $169 billion
worth of NPLsfrom the Big Four and sent them to asset management
companies® China hopes that these efforts will stabilize the banks
and allow them to better cope with the increased competition that will
come with the full opening of the Chinese marketiowever, ony
time will tell just how endemic the NPL problem truly’fs.

F. Banking Day of Reckoning Near?

What about ChinaOs growth risks? OOfficially, the large state
owned banks have reduced their nonperforming loans dramatically, to
300 billion yuan ($44 billion)n 2010 from more than one trillion yuan
in 2005.%" However, Othe government spurred the banks to lend 1.4
trillion yuan in 2009, and even the optinsisbncede that some portion
of these loans are starting to go south.Oan investors Otrust the
balancesheets of banks that are simultaneously arms of the state and
listed companies[?]®Moreover, it has been argued that

the world must pay close attention to Chinese
fundamentals, including the stability of its banking
system. Beijing will no doubt contieuto insist on the
principle of noninterference in its internal affairs, but
there is a pressing need for greater transparency. As
the Journal reports, China is the biggest player in the

Chinese Privatization: Between Plan aktéirket 63 LAwW & CONTEMP. PROBS 13,
3940 (2000).

81d. at 337 (quoting Michael Backman, @sl., Lining Up to Join ChinaOs
Bank Crisis, THE AGE, (Melbourne) Oct. 5, 2005, at 14available at
http://www.theage.com.au/news/business/lirumgto-join-chinabank-
Crisis/2005/10/04/1128191714880.html?oneclick=tr).

®1d. at 338 (citing Li Yong YanChinaOs $45 Billion Bank Headachesia
TIMES (Jan. 9, 2004), http://www.atimes.com/atimes/China/FA09Ad02.html).

11d. (citing Caq supranote88, at 565).

°21d. at 338-39 (citingYan, supranote ®).

%d. at 339;see generallyJames Kynge, Edld Action NeededO on ChinaOs
BanksO Bad Loarfan. TIMES (LONDON), Oct. 1, 2002, at 14 (discussing speculation
by some analysts who believe NPLs are actually increasing).

% Editorial, ChinaOs Growth Riské/ALL ST. J.EUR., May 26, 2011, at A16
available at
http://online.wsj.com/article/SB10001424052702304520804576343053747444340.h
tml. -

%|d.
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global steel market, yet nobody has a clear picture of
how much it poduces and consumes. The financial
system is even more opaque, as official data are suspect
and information that would be public elsewhere is still
considered a state sectét.

One commentator warns thaft]@e liabilities of the [Chinese]
shadow bankingystem are unknown and uncontroll&d.®oreover,
the secrecy and tactics of the Chinese Oadd up to a financial system
that in some respects is running out of control. The more liabilities
build up out of sight of regulators, the more serious the riskahat
financial crisis could catch authorities by surp¥e

That sameommentator believes that tAproblem is twofold.t8°
First, O[i]t is very difficult to capture information about nonbank
sources of lending, which comprise everything from corporatetala
sheets to unrecognized promises for future profits. Second, the bank
regulators control only the banks, but not the whole econdffy.O
Essentially, O[tlhey are in a tug of war both with ChinaOs planning
board the National Development and Reform Comnuski and
local governments, all of whom have a vested interest in spending as
much money as possib@&’?

However, Othe downside is more frightening. There is a rampant
growth of credit, uncontrolled or even incalculable by the countryOs
top leadership. This eans the financial system is generating liabilities
that could easily turn sour and, come some kind of crisis, prove
difficult to clean up.&8° A different group of commentators state that

[t]he first wave of problem loans originating from the
2009 economistimulus is about to hit ChinaOs banking
system.If the reports citing anonymous officials are
true, Beijing is considering assuming responsibility for
some two trillion to three trillion yuan ($300 billien

$450 billion) of loans that were made to local

government[s}**
7d.
% Andrew Collier, OpEd., How ChinaOs Banks Break the RulsaLL ST. J.,
June 29, 2011, at Al15 available at

http://online.wsj.com/article/SB10001424052702304447804576413850387148540.h
tml.

%1d
1oo|d_

101|d
102|d
103|d

%4 carl E. Walter & Fraser J.T. Howie, ¢Hxl., Beijingds Financial Day of
continued. . .
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Such a bailout would be bigger than the U.S. Troubled Asset
Relief Program and account for about 7% of ChinaOs gross domestic
product'® How did this happen?

When the global financial crisis affected ChinaOs
exports in 2008, Beijing orded its banks to support a
massive credit expansion to create jobs and stimulate
growth. . . The machinery to remove bad loans from
the banking system is already in place. In 1999 Beijing
created four asset management companies (AMCs) to
acquire nonperfmning loans. Thesébad bank®were
supposd to exist for only 10 years, during which time
the government expected them to complete the sale or
disposal of their portfolie°®

In China, Onational debt narrowly defined is 20% of GDP, but if all
obligationsof the sovereign were added up it is closer to 80%. This is
before this round of local government loan acquisition, and before
considering the other 70% of the stimulus loans made to state
enterprises® History has shown that these state enterprises have
repeatedly been bad creditdf8.Owith few voices able to question its
actions, Beijing will apparently continue along the path of increasing
systemic financial leverage. The weight of its inability to halt
profligate spending by local governments andeseaterprises will be
put squarely on the backs of future generatidfis.0

In spite of international praise regarding Chinese economic
planning, the truth is that the Chinese government has wasted $400
billion.**® Had China been more responsible with thisneo and
Oadded [it] to the National Social Security Fund, China might be
several steps further along the path of creating an economy driven by
domestic consumption rather than infrastructure investni&nt.O

Perhaps BeijingOs willingness to assume a portion of
local government debt shows the political will to act

decisively. But it must be remembered that the central
government approved these loans in 2008 and 2009 in

Reckoning Is Near,WALL St. J., June 21, 2011, at Al5 available at
http://online.wsj.com/article/SB10001424052702304070104576397590197265296.h

tml.
105|d

106|d:
107,
1089,
1099,
110|d.

111|d.
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the knowledge that many projects weregaestionable
quality. The experience of these two years shows that a
large part of the Chinese economic miracle has been
built on a foundation of Htonsidered lending and
accounting sleighof-hand**?

Those engaged in entrepreneurial activities or catpor
governance either in China or other parts of the world (dealing with
Chinese commerce) are walllvised to have a heightened sensitivity
to the risk introduced by a fragile Chinese banking system.

IV. ACONTROLLED ECONOMY IS A BUREAUCRACY
AFTER ALL

A. Business Formation

The number of required administrative approvals can be frustrating
for a Westerner anxious to do business. Business formation may take
legal counsel as little as an afternoon in the United States: to ascertain
availability of a corporate nameraft, and then file a corporate charter
and bylaws with the appropriate state authorities. Not so in the PRC.
During my discussions with practicing Chinese attorneys while in the
PRC during July and August 208%a consensus suggested that it
may takeas along as two years to move a foreign joint venture or
wholly-owned enterprise through the necessary approval processes.
However, one U.Seducated attorney observes,

[i]n my own practice, | believe that in major cities such
as Tianjin it takes aboumne month to complete all the
paperwork for a joint venture or WFOE (Owholly
foreignowned enterpriseO). Many cities follow
TianjinOs model of establishing estep service centers

to help overseas investorsO registration and pre
operating needs. The Tijan Municipal Foreign
Investment Service Center was established in the late
1980s and is the first orstop service center in

112|d.

1135eezhang Yong, Professor, Nankai University Law School in Tianjin China,
Lecture for the 2007 International Conference at Nankai University in Tianjin, China
(July, 9Aug. 4, 2007); See generallyDAvVID GRANICK, CHINESE STATE
ENTERPRISES A REGIONAL PROPERTYRIGHTS ANALYSIS (1990) (providng detailed
summarieof twenty case studies of large and medisized statowned Chinese
industrial enterprises, covering the period 1975 through 19%41)N HASSARD,
JACKIE SHEEHAN, MEIXIANG ZHOU, JANE TERPSTRATONG & JONATHAN MORRIS
CHINAG STATE ENTERPRISEREFORM: FROM MARX TO THE MARKET (2007).
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Chinal**

Usually 20 OchopsO (the official OstampO of the particular authority)
will be required to navigate the many layers of vale PRC
governmental authorities having possible jurisdiction (often
overlapping) over any new enterprise, with the following being most
significant:

5. The State Council (the PRCOs major legal governing body). [It]
is responsible for the bulk of regulatioff the project involves
$100 million (U.S.) or more the State Council must approve.
This is the mechanism where an attempt is made to ensure
compliance with the stateOs fixgar economic plan;

6. The Ministry of Commerce (OMOFCOMO). [It is] the central
agency located in Beijing that is responsible for approving any
project over $30 million (U.S.) [except for Tianjin and
Shanghai]; and

7. The Commission of Commerce (OCOMCOM,O formerly
COFTEQC). [Itis] the local branch of MOFCOM, may approve
projects of $30 nflion (U.S.) or less™

V. BRIEF HISTORY OF CHINESE SECURITIES MARKETS

The reemergence of the PRC during the past few decades as a
world economic power of substantial proportions is intimately
interwoven with its success in providing a pragmatic approach to
capital formation. One authorOs cogent description of the historical
development of Chinese securities markets is included below.

The first stock exchange in Chinese history, the
Shanghai Stock Exchange (Shanghai Gupiao
Jiaoyisio), was the largest in Asiaefore 19411° It

"4 nterview with GuMing, Attorney, Oklahoma City, Oklahoma (May 30,
2008).

H3Tahirih V. Lee, Professor, Florida State University College of Law, Lecture
for the 2007 Internatical Conference at Nankai University in Tianjin, China (July,
9-Aug. 4, 2007) see MINISTRY OF COMMERCE OF THE PEOPLES REPUBLIC OF
CHINA, http://fenglish.mofcom.gov.cn/ (last visited June 3, 20k&§ alsoJordan
Brandt, Comparing Foreign Investment in Chin PostWTO Accession, with
Foreign Investment in the United States, Post 916IPAC. RiM L. & PoL® J. 285
(2007).

118 Chenxia Shi,Competition in ChinaOs Securities Market: Reform of Current
Regulatory SystenB Loy. U. CHI. INT'L L. REV. 213,216 Spring/Summer2006)
(footnotes omitted from origingl (citing WILLIAM A. THOMAS, WESTERN

continued. . .
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was established in 1905 following the formation of the
Shanghai Stock and StockbrokersO Association in 1898.
This exchange boomed in cotton and rubber share
trading but also experienced highly speculative share
trading, with sharp risesnd falls, as a result of the
[turbulent] political and social unrest from the 1911
Revolution until 1929. Political uncertainty and
military activities in and around the International
Settlement in Shanghai in the 1930s shook the Osecurity
and economic imgrity of ChinaOs premier port and
financial center,O and resulted in a long period of share
market depressioi! Although this was momentarily
relieved by the surge in price of rubber and other
commodities, 1941 saw the closure of the share market
and thestock exchange. After the Shdapanese War,

the Shanghai Securities Exchange (Shanghai zhenquan
jiaoyisuo) was opened in 1946, but its membership was
limited to Chinese citizens. It was closed when the
Communist Party defeated the Nationalist Government
in 19498

It can be said that the past twenty years of Chinese securities
market evolution has been punctuated by a series of miscues, false
starts, occasional scandals (like everywhere else) and chaotic changes
in expectations. The Chinese economic maf@ffort envisioned by
Deng Xiaoping as early as 1992 has depended heavily upon
incorporation of Chinese companies and their listing of sHates.
Walter and Howie write that the Chinese securities markets have
Oadopted all the infrastructure, accountiregal, regulatory, and
industry functions typically found in the West. Now stock markets do
exist in China and give the outward appearance of any emerging
market in the world . . . however, ChinaOs markets are not the
same.8°

Walter and Howie summarize joa differences between Chinese

CAPITALISM IN CHINA: A HISTORY OF THE SHANGHAI STOCK EXCHANGE 211
(2001).

H71d. at 21617 (footnotes omitted from original)qQoting WILLIAM A.
THOMAS, WESTERN CAPITALISM IN CHINA: A HISTORY OF THE SHANGHAI STOCK
EXCHANGE 211(2001)).

11814, (footnotes omitted from originalgiting WILLIAM A. THOMAS, WESTERN
CAPITALISM IN CHINA: A HISTORY OF THE SHANGHAI STOCK EXCHANGE 211
(2001))

195eeWALTER & HOWIE, supranote 1, at 280.

12014, at 280.
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securities markets and those elsewhere to include:

1. The past 15 years have clearly demonstrated that stock
markets in an economy, every aspect of which is controlled
by the state and rife with moral hazard, donOt workYes,
great sums of money have been raised for SGEtowned
enterprises)and yes, international fund managers have
generally supported overseas SOE listings, at times with
enthusiasm. But support domestically has been largely
speculative, while internatnally it has been the result of
excess liquidity and a firm belief in ChinaOs great future
potential . . . To a large extent, the very existence of Chinese
company IPOs and the domestic markets have given the
outward impression that China has changealfundamental
way. It hasnOt. Norids markets developed in the same way
as, say, the Indian market.

2. ChinaOs companies and financial institutions, particularly
the sccalled Blue Chips, are still overwhelmingly state
owned There has been no sigreditof the stateOs interest in
truly privatizating such companies. Even more important,
however, is that all senior management is appointed by the still
Leninist Communist Party; their careers are party careers and
not bound up with the success or failoféehe companies they
manage. This year they are managers, next year they are vice
governors of provinces and so on. To the extent that-a non
state sector exists it does so by the partyOs leave and its
existence and success depends entirely on howeaet
entrepreneur manages his relationship with the government.

3. There is no law protecting private property. The March
2006 PeopleOs Congress, enthralled by the view that foreign
capital is taking over China, once again put off passing a law
that would atast give some legal recognition to private

property.

4, ChinaOs manufacturing sector actually shows the way
forward . Although ultranationalists may argue that foreign
companies are taking over the economy, they miss the point.
Who can say that Chinesenspanies have not benefited from
the significant foreign presence? China is now filled with what
seem to be highly competitive companies operating in every
industry from convenience store chains, to Home Déket
megastores to automobiles and auto parts
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5. The market needs more foreign participation, not less

6. The Chinese securities landscape is rife with moral hazard
The exchanges are controlled by the state and the Party, as are
the securities companies and the banks and corporates that lend
and investn them and the companies that list on them.
Although there is a foreign presence in the fund management
and insurance sectors, state companies continue to dominate
trading and take direction from their various state owners.
Together with the nationakpsion fund, they have been
blatantly used to ramp the market in support of state policy.

7. The regulator, deep in the industryOs pocket, is
protectionist, and has done everything it can to benefit
political favorites. This has created a culturedd@pendency
on the state for everything, including bailouts. Such a feeling
on the part of the retail investor, who has been used
egregiously by all sides, can be understood, but the flip side of
dependency is lack of accountability. Where are the court
cases brought against those who committed the huge market
frauds that brought the securities industry down?

8. [T]he CSRC [China Securities Regulatory Commission], by
catering to the industry and consistently ignoring the
regulatory violations and outright fraud of major securities
firms until too late, has prevented the market from
developing the kind of infrastructureN legal, accounting,
information transparency, sound corporate governance,
and everhandednes8! that would have enabled the
domestic markets to gow, so that pushing Chinese
companies off to Hong Kong would not have been
necessary, if it ever was necessaryts inaction has also
precluded the development of true professional expertise,
which would have allowed it not just to regulate more
effectivdy, but also to encourage reform of the ricadable
share problem long before it became the issue that it has.

9. Listed companies have also paid a huge penalty, both
economically and otherwise. T]he average firstlay market
pop for IPOs caused by the esigefits-all pricing formula set
by the CSR . . . has ranged from between 50% and 180%. No
doubt whoever got hold of shares was happy, but think of the
money left on the table for haptessed SOEs.
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10.  [O]ver time, investors came to view all companies as
commoditiesN if the CSRC treated them this way, why
should anyone else do otherwiseThis included the
underwriters, who had no need to learn how companies should
be valued. Because shares were commodities the market
simply lost sight of the underlying company. For all intents . .
. companies were simply shells without identifiable
characteristics other than perhaps their particular industry.'?'

In many ways, securities markets have developed in China despite
the government, rather than because of purposeful, enlightened
governmental policy. According to Walter and Howie, markets
developed in rural China:

Between 1978 and 1983, far away from the cities, small
agricultural enterprises out of necessity began to raise
funds and pay interest on things called “shares” but
which more closely resembled fixed income securities.
On July 3, 1979, the State Council affirmed this
spontaneous practice in a notice saying: “It is permitted
to take an appropriate amount of funds from the brigade
or production group’s common accumulated funds to
put in as (start-up) equity (gui).'*

A. Not Really Privatization

The Chinese experience with capitalism has been an experiment,
not an ideological commitment. The resultant “fits and starts” of
progress seem entirely understandable, ‘“since the Chinese
governmental mindset has been one based upon balancing: the
continued desire to maintain control of state-owned enterprises
(“SOEs”) with a need to “monetize” state assets to raise hard currency
necessary to finance the retirement and medical-care liability
represented by China’s gigantic aging population.”'?*

During his 1992 tour of Southern China, Deng Xiaoping set the
stage for the Chinese experiment with the following forward thinking
and history-changing words:

Are securities and the stock market good or bad? Do
they entail any dangers?  Are they peculiar to

21'1d. at 280-82.

1221d. at 5.

1% John F. Cooper, Dean, Stetson Univ. Coll. of Law, Lectures at Nankai
University, Tianjin, PRC (July 23 — July 26, 2007).
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capitalism? Can socialism make use of them? We
allow people to reserve their judgment, but we must try
these things out. If, after one or two years of
experimentation, they prove felale, we can expand
them. Otherwise, we can put a stop to them and be
done with it. We can stop them all at once or gradually,
totally or partially. What is there to be afraid of? So
long as we keep this attitude, everything will be all
right, and we sall not make any major mistak¥é.

Concerns about private ownership are so strong in the history of

Chinese securities market development that regulators devised a
schematic of share types focused on ownership characteristics, rather
than the OrightsO repented by the sharEs. The share designations

are as follows: AB, H, L, and N, where

¥

OA sharesO represent the largest class of Chinese shares; trading in
the local currency(RMB) and are available only to Chinese
residents andQualified Foreign Institiional Investor (QFIIO)
holders!?®

OB sharesO trade on either the Shanghai (in $U.S.) or Shenzhen
($HK) exchanges; where originally only foreign passport holders
could own. Issuers here are usually smailgy companiet*’

OH sharesO are those of Chiresapanies trading on the Hong
Kong Stock Exchang&?

OL sharesO are those of Chinese companies trading on the London
Stock Exchangé?®®

ON sharesO are those of Chinese companies trading on the New
York Stock Exchange; ahtf

ORed ChipsO are Hong Kong Incorgalatompanies trading on

the Hong Kong Stock Exchange; with at least 30% of the
outstanding shares held by provincial Chinese governments or
other stateowned organizations.

124Kister, supranote18, at 317 (QuOtind)ENG XIAOPING, SELECTEDWORKS OF

DENG XIAOPING 361 (The Bureau for Compilation and Translation of Works of
Marx, Engels, Lenin and Stalin Under the Central Committee of the Communist
Parly of China trans., Foreign Languages Press 1994)).

12514, at 31718.
1261d. at 318; Erica FungPractitioner Note Regulatory Competition in

International Capital Markets: Evidence from China in 2a22D5 3N.Y.U.J.L.&
Bus. 243, 255 (2006).

127K ister, supranote18, at 318; Fungsupranote 26, at 255.
128 Kister, supranote18, at 318; Fungsupranote 26, at255.
129Kister, supranote18, at 318.

130 Id

131 Fung,supranote 26, at 256.
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B. Regulation Evolves

The task of establishing efficiently functioning securities ket
during transition from a centralized governmeantrolled economy
into modern capital markets is mammoth. The odds of successfully
building a regulatory framework capable of handling this tggtwth,
almostovernight transition from socialistic esomic stagnation to
pragmatic capital formation, seems beyond comprehension. Given no
recent cultural experience, expertigg appreciation of how capital
markets function, it is understandable (even highly probable) that
many OexperimentalO false startd abrupt changes in strategy have
been made on the road toward building the worldOs fastest growing
significant capital markets.

Emergence of the modern Chinese securities markets happened in
an environment where regulators were focused on-stated sares;
highly cautious and concerned that they may be criticized for losing
economic control of state asséts.Kister points out that regulators
Ofeared that the stock market could open up a channel for the
misappropriation or depreciation of state assetsoncept captured by
the Chinese phrase, Oguoyou zichan liushi,O or simply, Oliushi,® for
which others could also hold them accountabté.O

Since Deng XiopingOs Oopen doorO policy was introduced during
1979, in less than thirty years, China has craftedudilevel legal
framework for regulation of its securities markets. Chenxia Shi
observes that, O[tjhe Company Law and Securities Law are the main
legislative components; the State Council, CSRC, and other regulatory
bodies supplement the Laws with adisirative regulations and
rules.®* In describing the Chinese Oregulatory fabricO for listed
companies and stock exchanges, Chenxia Shi observes that the
Oregulatory framework . . . began a path of development in the early
1990s. Since thenthe NationalPeopleOs Congress (NPC), State
Courtil, CSRC, and other relevant government agencies have
promulgated laws and regulations governing securities markets, stock
exchanges, and listed compani&8.(Bhi observes the recent major
laws and regulations making tipis regulatory framework to include
the Securities Law of the PeofeRepublic of China (OSecurities
LawO) and the Company Law of the Pe@plRepublic of China

132Kister, supranote18, at 318.

18314, at 318.

134Chenxia Shi,Protecting Investors in China Through Multiple Regulatory
Mechanisms and Effective Enforceme?d ARiz. J. INTQ. & Cowmp. L. 451, 458
(2007);see alsd-ung,supranote 26, at 25152,

135 g5hj, supranote134, at 458.
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(OCompany LawQ), which regulate the issuing of securities and
shares.'®  OSpecifically, the ®arites Law regulates the
establishment and operation of stock exchanges and market
intermediaries, information disclosure, insider tragdiagd market
manipulation.&’

The regulatory framework of the securities market also includes
supplemental State Cocil and CSRC regulationsShi observes that:

These supplemental regulations are necessary because
the laws lag behind ChinaOs rapid development; new
situations arise which are not covered by existing laws
or regulations. To remedy this, the Chinese
govenment established a unified regulatory body (the
CSRC) for the securities market with ruteaking
powers that reports to ti8ateCouncil }*®

Included in these supplemental regulations are the Securities
Investment Fund Law; Criminal Law; Administrative d&ires on the
Separation of Equity Ownership and Trading Rights of Listed
Companies; The Measures on the Administration of Stock Exchanges;
the Shanghai Stock Exchange Guidelines on Internal Control of Listed
Companies; the Code of Corporate Governancéisted Companies;
and Guidelines for Introducing Independent Directors to the Boards of
Directors of Listed Companiég?’

The catalyst for the development of regulation of its securities
markets was ChinaOs accession to the WTO in December 2001:

China made several commitments to the WTO: It
would allow foreign securities institutions to trade B
shares without a Chinese intermediary; allow offices of
foreign securities institutions to become special
members of Chinese stock exchanges; permit foreig
service suppliers to invest up to 33% in joint ventures
for managing domestic securities investment funds;
and, within three years of accession (December 2004),
permit foreign securities institutions to invest up to
33% in joint ventures to underwrite B, and H shares,

.. .government bonds, and corporate bol8s.

13674 at 4509.

13714 at 46061.
13814 at 461.

13974 at 45960, 485.
14014 at 461.
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C. The PeopleOs Bank of China (OPBOCO)

It is to be expected that the Chinese will have difficulty
understanding the economic functioning and mechanics of the capital
formation process and how tstablish efficient securities markets
from ground zerd?* So too, it is difficult for Westerners to appreciate
the internal struggle that has developed within the bureaucratic
machinery that is China. Different agencies competing for OturfO is a
consideable part of the history of how PRC securities market
regulation has evolved.

Following twentyfive years of Soviestyle central planning, the
PeopleOs Bank of China emerged as the sole administrator and
supervisor of the Chinese financial sector whictiudes both bank
and nonrbank financial institution$** Although termed a OcentralO
bank, Walter and Howie observe that this entity was very
decentralized Owith principal staffing and functions at the provincial
level and a staff of a few hundred in Beiji®*® Further, the PBOC
developed close relationships with local governmenisis occurred
in part because the local party had the right to nominate senior branch
staff'** Although local branches of the PBOC reported on a direct
line to Beijing, they Oldastrong links to local governments and were
active proponents of the corporation wave that swept across China in
the 1980s.%® Walter and Howie observe

Against this background, it is clear that the PBOC was
hardly an appropriate candidate to act asratonal
regulator of a rapidly evolving markbased
experiment.  Given the marginal nature of the
shareholding experiment at the start, however, the
government did not conceive of the need for a more
independent regulator until much, much Iaf&r.

The clese relationship between the PBOC and local governments
continued to develop:

In 1988 local governments . . with the active
cooperation of local PBOC branches mov[ed] ahead to
establish 34 securities companies and 100 trading

141 see generallyVALTER & HOWIE, supranote 11, 5-43 (providing an excellent
historical account of the Chinese experience with capital markets).
142
Id.
1314, at 46.
1*41d. at 4950.

1451d. at 46.
146|d.
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counters across the country. . Local governments
continued to pursue their own best interests together
with the local branches of the PBOC, which began to
establish their own brokerages. Eight years later, in
1996, the PBOC was the controlling shareholder in 43
of the nationwideotal of 96 brokerages, all of which it
had approved itself. It was long since clear that the
PBOC was at odds with itséft!

Walter and Howie observe that Oit is no surprise that the
governmentOs approach to securities markets regulation in the 1980s
was haphazard and driven by local developmefits.®oreover, the
1989 and 1990 hypetock craze culminated with August 1992 civil
unrest and riots, resulting in the demise of the PeopleOs Bank as
market regulator and giving creation to the China Securities
Regulatory Commission (OCSRCO) as securities regtifator.

Many instances of false starts and unintended consequences of
regulatory action are a major part of the historical development of
Chinese securities markets. As noted earlier, a major goal motivating
the PRC has been to raise much needed cash for their National Social
Security Fund®® An example of the unintended consequences of
misguided market regulation is found in the State CouncilOs 2001
requirement thai0% of all IPOs and followon offerings moatize
stateowned shares by inclusidn’

In the four months following this measure, the market dropped by
24.8%"? Investors reacted with hostility, claiming Othe measure was
suicidal because its dilutive effect would send prices plummeting and
harm multitwes of individual investors:® Kister notes that the most
troubling aspect of the measure was probably that it required the sale

“Id at 47.

1814 at 45,

149 [d.

%074 at 15.

51 5ee Kister, supra note 18, at 32627 n 93 (OGuowuyuan guanyu jian chi
guoyou gu chouji shehui baozhang zijin guanli zanxing banfa [State CouncilOs
Temporary Measure Regarding Selling Down Statened Shares and Raising
Social Security Fund] (promulgated by the State Council, Jun. 6, 2001}, art.
available at http://www.molss.gov.cn/correlate/gf200122.html.5. To avoid conflict
with the threeyear lockup on promoterOs shares, the measures stated that those
issuers that had been established for less than three years would transfer (huabo) its
shares to the National Social Security Fund.®e also HEHONG CHENG ET AL.,
GuOoYOU GUQUAN Y ANJIU [RESEARCH ONSTATE-OWNED EQUITY] 321 (Ping Jiang
ed., 2000).

2Kister, supra note18, at 327.

153 Id.
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of state assets through the market during every initial and falow
offering:

For investors, this signified the beginning @ long
stream of dilutive releases into the market. For
conservative politicians, it meant the weakening of a
lever of control over the economy that the government
had no power to stop arbitrarily. The political pressure
grew so intense that the goverent abandoned the
measure on October 23, 2001.

D. China Securities Regulatory Commission (OCSRCO)

The early 1990s proved to be a difficult environment for the CSRC
to wrestle awayregulatory authority from the PBOC and other
political bodies seeking to caot regulation. Then again, any
governmental body seeking to regulate the securities market, Obore the
hefty burden of proving its loyalty to socialism, and that therefore the
designers of the regulatory framework were concerned not with
creating the mogtational structure, but with creating the structure that
would most likely be accepted politically’®

During this time, the early IPOs of the 1990s in China were
seemingly an enormous success based on high issuing pritssiing
prices of some comparsien 1992, for example, represented ptce
earnings ratios of over 106°® Kister observes that these QsighO
prices had multiple causes: OFor one, there was a surging demand for
stocks from investors, many of whom lacked financial kinmuw.
Another reason was poor regulatory oversight, which allowed
companies to overalue their assets in the appraisal process. Finally,
some argue that the CSRCOs psating mechanism artificially
bolstered issuing price3>’

But these high issuing prices were unaumable and were
followed by precipitous fall$>® Nonetheless, even after sharp price
declines, Oshares still traded at pt@earnings multiples several
times higher tha [sic] those of foreign counterparts® This
prompted concern by the CSRC of Qithative effect that the entry of
promotersO shares into the market would have on the prices of

154|d

1551d. at 321.
15614, at 319.
571d. at 31920.

15814, at 320.
159|d.
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currently trading shares® This Oadded a new reason, on top of
existing political and ideological reasons, for limiting the tradability of
state and statewned legal person sharé€§*

Starting in 1994, the government began imposing-trextable
restrictions on statewned shares and legal person sh¥fesThe
restriction applied to both state and stawened promoters and private
companies. As a result . . . in the spring of 2005 approximately
69.7% of the shares of listed companies in China weretradable,
representing 70.9% of the total market capitalization of ChinaOs stock
market. &

While the regulatory schematic for ChinaOs securities markets
remains in the early stages of development, the PRCOs entry into the
World Trade Organization (OWTOO), rocketing economic growth
during recent years, and incregsthepace of economic globalization
has served as a catalyst for more effective securiggkanregulation.

Writing in 2005, Terry E. Chang observes that the Chinese
securities markets ha@utperfornjed not only the Dow Jones World
Emerging Markets Index but also the Nikkei 225 of Japan, the Hang
Seng Index of Hong Kong, and the Dow Jones $XG600 for
Europe.@®* Chang notes, however, that Odespite these phenomenal
statistics, the Chinese stock market suffers from seven negative
traits*®> Onesuch negative trait is the Odualist regimeO of China:

ChinaOs unique split in the market between
governmemtsubsidized and S&s and private firmis
has spawned a stock market with abnormal traits.
Many of the irregularities arise from artificial barriers
instituted by the CP [Communist Party] (e.g., low float
ratio, quota systems, segregated shares, giorei
exchange controls). Overall, the result is a market with
an uneven consistency and volatility (e.g., where
expansion is dominated by IPOs as opposed to share
appreciation, by retail as opposed to institutional
investors, by smaitap as opposed to bledip stocks)

160|d
161|d
162|d

18314, at 321.

%4 Terry E. ChangThe Gold Rush in the East: Recent Developments in Foreign
Participation within ChinaOs Securities Markets as Compared to the Taiwanese
Model 44 CoLuM. J. TRANSNATQ L. 279, 297 (2005)cfting Sheldon Gao, China
Stock Market in Global Perspectiv@ow JONESINDEXES, Sept. 2002, at 4))6

1%51d. at 279.
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that is rarely found in mature markets.
Other negative traits enumerated by Chang are:

1. Distortion in Incentives Produced by Government Ownership
of Shares;

2. Political Favoritism of the Quota System;

3. Segregated Share System;

4, For-Ex ControlsBlock Flows Between PRC and Global

Capital Markets®’

E. Shanghai and Shenzhen Markets Develop

As noted previously, Yuwa Wei credits the decision to open the
Shanghai and Shenzhen securities marke(d) to utilize domestic
savings to facilitate social fundand private companies; and (2) to
discipline the listed companies and accelerate the pace of building a
modern corporate governance systéffi.Bhe channeling of domestic
savings is particularly important to PRC capital formation, since these
funds equatéo approximately 40% of ChinaOs GISPWei notes that
channeling domestic savings to securities will increase economic
efficiency:

Traditionally, domestic savings could only be deposited
at state banks that channeled the money into -state
owned enterpriseas loans. This method was the least
efficient use of the money, because a substantial
number of the loans were bad. By channeling them to
the securities market instead, the government hopes that
domestic savings can be allocated more efficiently.
Allowing and encouraging citizens to invest in
securities increases the likelihood that the money goes
to the best performing or most efficient enterprises.
These enterprises will, in turn, further advance their
economic efficiency!°

The securities business @hina has prospered since June 1990

166|d

187|d. at 29799.

168\\/ei, supranote 7, at 209.
16914, at 20910.

17014, at 210.
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when Ocitizens in Shanghai, Shenzen, and other business centers began
to show great enthusiasm for share investmentsThe volatility of
the early 1990s was followed by a bull market in 1996 and then two
years ofmarket stability:"?> A record high followed that lasted until
2001, Owhen the market once again tumbled and a bearish market
surfaced.t®

As noted previously, the Chinese markets produced impressive
returns of 98% for the Shenzhen Composite and 130% for the
Shanghai Composite during 2006, and produced 163% (Shenzhen) and
97% (Shanghai) returns during 2007; but losses of (30) % in Shenzhen
and (36)% for the Shanghai Stock Exchange Composite Indexes
during the first five months of 2008* By September 26, 2011he
five-year noninflation adjusted return for the Shenzhen indexs
144% and 44% for Shanghat’> For perspective, these results contrast
with a loss of approximately (% on the Dow Jones for the
comparable periot®

F. Is OStockO Traded on the Shanghai 8henzen Exchanges a
OSecurityO as Americans Understand the Term?

Under U.S. law, the term OsecurityO is defined in Section 2(a)(1) of
the Securities Act of 1933and Section 3(a)(10) athe Securities
Exchange Act of 19347 Just because an investment labeled
OstockO doesot necessarily mean that it fits the definition of
OsecurityO fahe purpose of the Act(s). For example, the Supreme
Court found that the shares of stockUnited Housing Foundation,

Inc. v. Formarconstituted neither an OinvestmeontractO as defined
underSEC v. W.J. Howey C&®nor the required attributes of ordinary
stock.*”® The traditional Howey test for an investment contract
(therefore OsecurityO under Section 2(a)(1) of9B@ Acp is: (1) an
investment of money; (2) im Ocommon enterprlseO (3) with an
expectatlon that profits will be denve@olelyOthrough the efforts of
others'®® In 1985, the Court adopted a Oplain meaningO approach to

111d. at 212.
172|d

173|d.

17d.at 214;see alsdBLOOMBERG, supranote63.

17>\Wei, supranote 17, at 214

176|d.

17 Securities Act of 1933 @ 2(a)(1), 15 U.S.C. a 77b(a)(1) (2006); Securities
Exchange Act of 1934 = 3(a)(10), 15 U.S.C. a78c(a)(10) (2006).

8SEC v. W.J. Howey C0328 U.S. 293, 2989 (1946).

¥ United Haus. Found., Inc. v. Forman, 421 U.S. 837, 847 (1975).

180 Howey 328 U.S. at 29899.
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the statutory definition of a Osecurifffdy holding that OstockO
necessarily fag within the ActOs coverage if it possesses the following
traditional characteristics:

0] [T]he right to receive dividends contingent upon an
apportionment of profits;

(i) [N]egotiability;

(i) [T]he ability to be pledged or hypothecated;

(iv)  [T]he conferring of votingights in proportion to the number of
shares owned; and

(v)  [T]he capacity to appreciate in vaftfé.

In the PRC, where OcontrolO is evidenced in listed companies by
concentrated ownership, commonly by a single State shareholder, does
a OsecurityO exist undéher the common language meaning of the
term in the United States or under case law? Is it still a OsecurityO by
Western standards in situations where effective control of corporate
governance rests in State entities which may have an agenda
conflicting with the interests of shareholders desiring profits and
dividends? For example, statentrolled corporate governance may
be driven by a desire to affect: either job subsidy, or the selling of
products below market OcostO to achieve a desired sociaseurpo
Professor Donald C. Clarke has observed:

[A]s long as state policy requires the state to stay as an
active investor in firms of which it is not the sole
shareholder, meaningful legal protection for minority
shareholders is going to mean either comseaon the
stateOs ability to do precisely those things for which it
retained majority ownership, or elselafacto separate
legal regime for enterprise in which the state is the
dominant shareholdéf?

Share ownership and market participation is inhéremky in a
country still struggling to establish an effective rule of law. Terry E.
Chang has observed thdf]@reign investors are discovering that, on
the new Chinese frontier, they will not necessarily enjoy the comforts
of the legal protections fairded to them by the securities laws of their
home countries (e.gshareholder rights, corporate governance, and

181Seel andreth Timber Co. v. Landreth, 471 U.S. 681, 690 (1985).

8219. at 686.

18 Donald C. Clarke, The Independent Director in Chinese Corporate
Governance31DEL.J.CoORP. L. 125, 150 (2006).
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judicial enforcement)’®

In a statecontrolled scenario having a covert agenda of fostering
job maintenance, it may prove unlikely thasteareholder will enjoy
an unfettered Oright to receive dividends contingent upon an
apportionment of profits.dn a statecontrolled scenario, can it really
be possible for a shareholder to enjoy Othe conferring of voting rights
in proportion to the numbeof shares owned?O Further, in a situation
where the state controls corporate governance, is it realistic for a
shareholder to enjoy capacity for unfettered appreciation in value of
the OstockO in question?

VI. DEVELOPMENT OF CHINESE CORPORATE LAW

A. The Chines Corporate Law

Roots of the modern Chinese Legal System are much different
from those of many Western nations. It was the Opium War, launched
by the British government in 1840, which resulted in a measurable
presence of foreign investment, business djmers, and what may
today be recognized as a Omodern business enterpriseO having the
indicia and introducing the concepts of separate legal entities and
limited liability.*®®> Prior to 1904, many Chinese family businesses
were considered by many commentatirhave been the Oeconomic
equivalentO of the modern American corporation, in that Othe members
of large clans worked together not merely out of affection for their kin,
but also to accumulate capital and to pursue profits more
effectively.®® The first Chinese corporation law, patterned on the
British Joint Stock Company A¢1856)%"the British Company Act
(1862)!% and theJapanese Commercial Code399)% dates back to
1904 (near the end of the Qing Dynasty, which was overthrown in
1911) and is known akeDa Qing Gong Si L™

184 Chang,supranote B4, at 281.

185Gy, supranote D, at 6.

1881d.; see alsoTeemu RuskolaConceptualizing Corporations and Kinship:
Comparative Law and Development Theory in a Chinese PerspeS#v@ran. L.
REV. 1599, 1605 (2000) (spting Max Webber stating, O[l]n the absence of a law
governing voluntary associations, most businesses were Omerely® family
businessesO).

187Gy, supranote D, at 7.
188|d.

189|d

19014 see alsoThe Principles of the Chinese Company Law (Zhongguo Gongsi
Fa Yuanli) 7-8, The Social Science Documents Press (Beijing) (1998) (stating that
Othe contents dba Qing Gong Si Lwould be found in Wang Baoshu and Cui
Qingzhi); Graham Brown & Wei XinJntroduction to Company Lawin China
continued. . .
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The beginning of relevant modern Chinese legal development
dates back only to thE970s, following the death of Mao Zedong. The
Constitution of the PeopleOs Republic of Chilifthe fourth Chinese
Constitution since 1949) waslopted at the Fifth Session of the Fifth
National PeopleOs Congress and promulgated for implementation by
the Proclamation on the National PeopleOs Congress on December 4,
1982°2 The most recent revisiodmendment Fourthwas approved
on March 14, 2004by theTenth National PeopleOs Congress at its
SecondSessiont™®

Formal modern Chinese national company law dates back to only
1993, when the National PeopleOs Congress (the ONPCO) promulgated
the Law of the PeopleOs Republic of Cl{adopted on Decembé@®,

1993 by the Fifth Session of the Standing Committee of the Eighth
NPC)!** The Company Law of the PRC became effective July 1,
1994°° The Thirteenth Session of the Standing Committee of the
PRC was responsible for revision andpremulgation on Decengbp

25, 1999, and the Eleventh Session of the Standing Committee of the
Tenth PRC amended the laws on August 28, 2804s most recent
revision took place by adoption on October 27, 2005, effectiveadan

1, 2006’

B. The New Company LaWeffective Januaryl, 2006)
Foreign investors in China will find the changes Tthe New

Company Lawparticularly important since the statutes which govern
direct foreign investment in the PRC require that operations by foreign

Company Law Guide 1,001 (CCH,a¥ 3, 2006); Louisa Lam, Lin Ketong & Victor
Chu & Co.,Corporate Governangen China Company Law Guide 50,001 (CCH,
May 3, 2006).

191 THE NATIONAL PEOPLE(S CONGRESS OF THEPEOPLE(S REPUBLIC OF CHINA,
Constitution of the PeopleOs Republic of China
http://www.npc.gov.cn/englishnpc/Constitution/node_2825.h{fakt visited May
31, 2012).

192 |d

193 Id

19 5eeSteven M. Dickinson/ntroduction to the New Company Law of the
PeopleOs Republic of ChidgPAc. Rim L. & PoL& J.1, 11 n.2 (2007).

1991d. at 1; seealso THE LAWS OF THEPEOPLES REPUBLIC OFCHINA (multiple
vol. set) compiled by Legislative Affairs Committee of the National PeopleOs
Congress of The PeopleOs Republic of China (Law Press, Beijing, China).

19 seeDickinson,supranote194,at 11 n.2.

197Nicholas Calcina HowsorThe Doctrine That Dared Not Speak Its Name:
Anglo-American Fiduciary Duties in ChinaOs 2005 Company Law and Case Law
Intimations of Prior Convergencén TRANSFORMING CORPORATEGOVERNANCE IN
EAST AsIA 193, 193 (Hideki Kanda et.akds. 2008).
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investors be conducted through a Chinese Limiteidbility
Company-*®

The genesis of the Chinedeew Company Lawnay be found in
the need to reform SOEs, resulting in many provisions lacking
compatibility with the corporate law of many developed countries or
regions'® With almost nothing of the old lawurviving the 2006
revisions, The New Company Lawnay be considered essentially a
nearly complete revisioff°

Gu Minkang observes, OTh&993 Company Law cannot be
regarded as a wellrafted law for various reasons, suchitasshort
history, insufficient egerience, and changeable circumstances during
the transitional period?® Gu cites the following main problems:
Chinese Company Law (1) reflects state administrative interference,
(2) provides too many benefits and, therefore, preferences SOEs over
other knds of investors, (3) requires too much capital to establish a
company, and (4) has substantial systematic flaws that, for example,
limit autonomy of internal management, limit the amount of
investments a company can make t&56f net assets, and provile
weak protection for shareholdet¥

Gu Minkang contends the following additional defects need to be
corrected in Chinese Company law:

1. [T]o enhancehe check and balance relationship between the
shareholdersO general meeting and the board of difestdrs
to create the right of derivative action for shareholglers

2. [T]o improve the check and balance relationship between the
board of directors and the board of supervisors (or supervisory
committee)and to give the right of appointing and dismissing
diredors to the board of supervisgirand

3. [T]o improve the mechanism of protecting minority
shareholder§’®

198|d

199Gy, supranote D, at 2.

290 pjckinson,supranote194, at 1.

201Gy, supranote D, at 23.

2921d. at 34 (citing GUO FENG & WANG JAN, VERTICAL AND HORIZONTAL
DiscussION ONREFORM OF THECOMPANY LAW (Gongsi Fa Xiugai Zhongheng Tan,
The Law Press, Beijing 2000).

2931d. at 4 see alsoVarun Bhat,Corporate Governance in India: Past, Present,
and Suggestions for the Futyr@2 lowA L. REv. 1429 (2007) (describing growth
and suggestions for corporgevernance architecture of developing countries)
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C. C‘onventi’on on Contracts for the International Sale of Goods
(OCISGO)

Designed to create a uniform law for the international sale of
goods, the United B&tions Convention on Contracts for the
International Sale of Goods (OCISGO) has been the OMagna CartaO for
international trade. China was an early adopter of the CISGedsign
during 1980°**ratified December 11, 1988%and effective January
1, 19882°° Non-Asians, seeking to do business in the PRC may find
the choice of law, choice of forum, and arbitration provisions of the
CISG particularly helpful in structuring their relationshffs.

D. Arbitration and Dispute Resolution

As discussed more fully elsewheretims article, China lacks the
Western tradition of following the Orule of lawO for dispute resolution.
Instead, the Chinese culture has resorted to thousands of years of
attempting to foster the goal of OharmonyO in relationships, while
minimizing conflia between families (often these extended OfamiliesO
have been comparable to Western corporatiéfis)The Chinese
tradition of seeking the preservation@rmonywhen attempting to
resolve disputes Oinvolves drawing in more people involved with the
dispue to resolve the difference. It does not appeal to parties,
@utsidergDor nonChinese to resolve what is essentially seen as a
relationship problem®® As a result, parties to the conflict are also
unlikely to be satisfied with a decision handed dowthe context of
the Chinese legal systett.

Attorney William Greenlee offers a practical assessment of
arbitration and mediation in the Chinese cultural setting. He notes that
Othere is a strong preference for the resolution of disputes through
conciliaionBlitigation is not favored, and, at least for most, may not be
practical. 3! Because mediation facilitates understanding between

204 Allison E. Butler,Contracts for the International Sale of Goods in Chiga

INTQ LIT. QTRLY. 1, 1 (2006).
205|d.

206|d

297 See generally.ee,supranote 115.
?®seeBenedict Sheehyrundamentally Confliing Views of the Rule of Law in
China and the West & Implications for Commercial Dispu&Nw. J.INTQ L. &

Bus. 225, 262 (2006).
2099,

210|d

?!'Greenleesupranote 2, at 13 see alsoStephan W. SchillTearing Down the
Great Wall: The New Generatiomvestment Treaties of the PeopleOs Republic of
continued. . .
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the parties to reach a solution, it is preferred to arbitration, which uses
a Ogebetween . . . who has authority to rendelecision based on the
evidence presented by the parti&$.@reenlee recognizes, however,
that Oarbitration is so ingrained in Western business thinking, China is
learning to accommodate #®

E. Bankruptcy

The Civil Procedure Law of the People®s Reputliching®**
adopted on April 9, 1991, provides in Chapter XIX a OProcedure for
Bankruptcy of Enterprises as Legal Persdiis.Over ten years in the
making, China has been working on a modern bankruptcy regime,
producing an OEighth DraftO of a new bankyupe during June
20042 and a ONinth DraftO from the Legal Committee of the
National People®s Congress during 260&u Jin Chua observes that
proof of the effectiveness of the new law will be at the provincial level
because the procedural idiosyncrasiethe Ninth Draft may make it
difficult to implement and enforce against dédaden enterprises?
Additionally, with regard to statewned enterprises:

The Ninth Draft provides a canaut (as is the case in

China, 15CARDOZ0J.INTQ & CoMmp. L. 73 (2007); Joshua RobbiriEhe Emergence
of Positive Obligations in Bilateral Investment Treati#8 U. Miami INTQ & Comp.
L. REv. 403 (2006); Fiona DOSouz@he Recogition and Enforcement of
Commercial Arbitral Awards in The PeopleOs Republic of CBMBORDHAM INTQ
L.J. 1318 (2007); Eu Jin Chu&he Laws of the PeopleOs Republic of China: An
Introduction for International Investorg CHi. J.INTQ L. 133 (2006).

#2Greenleesupranote 2, at 13 (noting that this results in about ten million
medzi%tors in China and very few arbitrators).

Id.

14 Chua,supranote 211 at 135 n.4.

215|d.

21%1d. at 160.

?1|d. at 161.

2181d. at 16162, see alsoVincent A. PaceThe Bankrufy of the Zhu Kuan
Group: A Case Study of Cre8order Insolvency Litigation Against A Chinese
StateOwned Enterprise 27 U. PA. J. INTQ Econ. L. 517 (2006); Bruce G.
Carruthers & Terence C. Halliday,aw Between the Global and the Local:
Negotiating Gldalization: Global Scripts and Intermediation in the Construction of
Asian Insolvency Regime31 L. & Soc. INQUIRY 521 (2006); Jason PieGreditor
Rights and Enforcement of International Commercial Arbitral Awards in Chiba
CoLuM. J. TRANSNAT@Q L. 586 (2007); Terence C. HallidayLegitimacy,
Technology, and Leverage: The Building Blocks of Insolvency Architecture in the
Decade Past and the Decade Ahe@@BRoOK. J.INTQ L. 1081 (2007); Ji Liwhen
Are There More Laws? When Do They Matter? Using Gahmory to Compare
Laws, Power Distribution, and Legal Environments in The United States and,China
16 PAC.RiM L. & PoL& 335 (2007).
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some other jurisdictions) for financial institutions and
certain [SOEs]. The Ninth Draft now clarifies the
extent to which ChinaOs SOEs will be able to avail
themselves of the canaut by stipulating that the State
Council will determine the time periathd the types of
SOEs that will be exempt from the Ninth Draft .
Both the Eighth Draft and the Ninth Draft contemplate
three different procedures: liquidation, reorganization,
and conciliatiorf°

F. Intellectual Property Issues

The field of intellectualproperty rights, perhaps better than any
other area of commerce, illustrates the vast differences between
Chinese and Western cultures. Westerners who have not had an
opportunity to study Chinese history and culture may be surprised to
learn just how draatically opposed the concept of Western
intellectual property rights is to Chinese traditions thousands of years
old. Carl Erik Heiberg notes that Confucianism is a major cause of the
lack of development of IP rights because it mandates Othat all
individuals have access to a shared intellectual FaSt.Onder
Confucian philosophy, individuals Olearned by copying the fst,0
and, therefore, copying was not a moral offense but rather Oa Otime
honored learning processO through which people manifested respect
for their ancestors*63

Heiberg furthernotesthat the first Chinese copyright law was
formerly introduced in 1910, just one year before the Qing Dynasty
was overthrowrf?® and Owhen Mao Zedong®Os Communist Party
assumed control of China in 1949, all existicmpyright laws were
retracted as part of the national expulsion of foreign nationals and
Western concepts® Even as Mao Zedong attempted to replace
Confucian values with Communist values, views on IP rights did not
change because Oowning property [imeidist system] is tantamount

#19Chua,supranote 211 at 161.

220 carl Erik Heiberg, American Films in China: An Analysis of ChinaOs
Intellectual PropertyRecord and Reconsideration of Cultural Trade Exceptions
Amitzjzslt Rampant Piragll5MINN. J.INT@ L. 219, 222 (2006).

Id.

2221d. (noting that discouragement of individual ownership of ideas was
facilitated by a lack of means to mass produce literary works and a low literacy rate
and citing Peter K. Yu,The Copyright Divide25 CARDOzO L. ReEv. 331, 361

(2003)).
223 |d

224|d.
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to sind® Class struggles and revolution resulted in many
intellectuals being imprisoned, killed, or sent away, and resulted in
rampant copyright infringemerit® The treatment of intellectual
property under Mao Zedong cast shadow on its international
reputation long after his death:

After MaoOs death and the end of the Cultural
Revolution in 1976, Deng Xiaoping and other leaders
sought to renew ChinaOs commercial ties with the
United States, Japan, and other Western degdlop
countries. ChinaOs lack of IP legislation and the
historical treatment of IP under both Confucianism and
socialism understandably made foreign nationals
apprehensive about investing their technology and other
IP into China. As China began entering ottrade
agreements with Western nations, foreign countries
began pressuring China to enact more protective IP
laws 2%’

ChinaOs focus on complying with Intellectual Property
requirements of the WTO is credited with strengthening copyright
protection in the PR. ChinaOs poor record of providing protection for
intellectual property rights was a serious obstacle toward admittance to
the WTO??® Heiberg notes, Owhile WTO membership may have
brought about improvements in legislation to reflect international
standads, actual enforcement of those standards has remained
inadequate’®

In a 2005 copyrighted story byhe Economist Newspaper Limited
KPMG advocates adogd ten key strategies for use by multinational
companies operating in China to help protect theirlexttlal property
rights:

1. Seek to secure full ownership and managerial control

2%51d. at 23 (citing Peter K. YuThe Copyright Divide25 CARDOZO L. REV.
331, 361 (2003), quoting Susan TiefenbrBiracy of Intellectual Property in China
and the Former Soviet Union and Its Effects upon International Trade: A

Comparison46 Buff. L. Rev. 1 (198)).
226
Id.

227|d.

228|d. at 119, 229.

2291d. at 229;see alsdRobert C. Bird Defending Intellectual Property Rights in
the BRIC Economiegl3AM. Bus. L.J. 317 (2006); TaHeng ChengPower, Norms,
and International Intellectual Property La\@8MicH. J.INTQ L. 109 (2006).
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2. Assign budget and responsibilities in internal IPR
housekeeping

3. Use direct sales and design outsourcing models

4. Conduct contractual audits on distribution and manufacturing
partrers stay in touch

5. Keep tracking, tracing and labeling in control systems

6. Explore the feasibility of uniform pricing and product
customization

7. Police inventory and manage the inventory cycle

8. Educate and stay in touch with consumers; send a strong
corporategovernance message

9. Find allies within the system: domestic enterprises and local
officials

10. Avoid lawsuits, but draw on innovative measures when
necessary>’

In 2009, China issued its largest number of patents @&Ver;
however, Oconcerns are growing that patent regulations and other
initiatives may damp that growti’® In addition, Mark Cohen, an
attorney at Jones Day in Beijing, has highlighted concerns that the
implementation guidelines issdie in January 2010 create
Ouncertainties that could result irtraxexpense and del@ywhich
could be used to disadvantage foreigiéts.

By 2011, China Ois expected to spend $153.7 billion on R&D . . . ,
up from the $141.4 billion [spent in 2010], according to Battelle
Memorial Institute. . . By comparison, Japan ixm@ected to spend
$144.1 billion [during 2011], up from $142 billion in 2013 OAnil

230 China: Intellectual Property Rights: Protecting Assets in the Information,
Communications and Entertainment MarkeéiHE EcCoNOMIST, at 7 (2005),
http://www.kpmg.com/CN/en/IssuesAndinsights/ArticlesPublications/Documents/C
hina-IntellectuatPropertyRights200502.pdf.

231 oretta Chao,Patents in China Hit a Record: Multinationals Say Policies
Will Crimp Investment in Technology DevelopméfiaLL St. J., Feb. 4, 2010, at

Al2.
232|d.

233|d

234 Gautam NaikChina Surpasses Japan in R&D as Powers SWLL ST. J.,
continued. . .
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Gupta and Haiyan Wang report that OChina today hosts about 1,000
foreignowned R&D labs. Yet, with rare exceptions, these labs focus
primarily on local adaptations of iomations developed elsewhere,
rather than the development of leadedge technologies and products

for global markets® Gupta and Wang contend that O[ilf it wants to
become a global technology leader, China needs open doors, strong
intellectual property protection, and no stacking of the deck in favor of
Chinese companieB a policy mix exactly opposite to some of its
current indigenous innovation measuré®.GDf concern, The Wall

Street Journatepored an alleged Ointellectuptoperty theft scheme

that stretched around the globe, [in which] the U.S. company,
American Superconductor Corp. of Devens, Masg, saitha it had

filed suit in Beijing against ChinaOs biggest winthine maker,
Sinovel Wind Group Co?® Accordingly, American accused Sinovel

of agreeing to pay more than $1 million to one of AmericanOs
employees in Austria, who allegedly stole software et expected

to account for 70% of AmericanOs revenue in 2011, and is now facing
criminal charge$®

G. U.S. Court Judgments in China: Enforceable?

As economic commerce continues to grow between the United
States and China, a question that will increasinglgdded is whether
judgments obtained in courts of the United States are enforceable in
China.  According to Professor Donald Clarke the answer is
straightforward; U.S. judgments will not be enforced in Chia.
OChinese law requires the existence of aytr@ade facto reciprocity
in order to enforce a foreign judgment; neither exists between the
United States and Chin&'®

Professor Clarke notes that he has found only three cases from
ChinaOs modern legal era in which a foreign judgment was

Dec. 15, 2010, at B4.

235 Anil K. Gupta & Haiyan WangHow Beijing Is Stifling Chinese Innovation
WALL St.J.,Sept. 1, 2011, at A15.

236|d.

23" Rebecca Smith,Renewable Industry in Turmoil, Latest Sign: American
Superconductor Accuses ChineseERs Biggest Custom&of EspionageWALL ST.
J.,Sept. 19, 2011, at B3.

238|d.

2%ponald C. ClarkeThe Enforcement of United States Court Judgments in
China: A Research Noté (Geo. Wash. Law Sch. Pub. Law Res. Working Paper
Series, Paper No. 236, 2004yailable athttp://www.ssrn:.com/abstract=943922.

2401d. (notingthat O[tJhe basic rule of Chinese law on the enforcement of foreign
judgments is set forth iArticles 267 and 268 of the Civil Procedure L&



% &M+ -D-F))-) 0*l+-1,1+-'% 233

recognized** The cases involved uncontested divorce proceedings
between Chinese citizens, at least one of whom lived abtoathe
parties in the cases asked merely that the Chinese courts confirm the
validity of the foreign divorce decré& Their requests did not en

rise to the level of having the coamforcethe judgment** Thus, it is
extremely rare that courts in China would recognize and enforce a
judgment fromany foreign court, and perhaps even less likely that
Chinese courts would enforce a U.S. judgnfént.

In short, there is to date no evidence suggesting that a
Chinese court would enforce the judgment of a United
States court, and considerable evidence suggesting it
would not. Parties seeking the assistance of Chinese
courts in their disputes should et seek arbitratio®
arbitration awards from New York Convention member
countries are enforceable in Chid or litigate in
China?*®

H. Judicial System and the Practice of Corporate Law in the PRC

Modern Chinese corporate law is very much in its infancy.
Writing in 2006, Beijingbased attorney Eu Jin Chua observed an
increased reliance upon Chinese law and Chinese dispute resolution
organizations because foreign investors often realized, after the close
of a deal, that Othe relative certainty of law andcjadiprocesses
prevailing in the investorOs home states may not exactly be replicated
in [the PRC]G*" As recently as 1999, before implementation of the
Five-Year PeoplesO Court Reform Plan (OFirst Reform PlanO), it was
common to find judges who lacked #&gqualifications or any
experience with commercial transactidi8. Amendments to the
Judges Lawduring 2001 provided for stringent requirements for
judges, including a university degree, continuing education, and
passing a rigorous national judicial exaation (for those judges

2411d. at 3.
242|d

243|d.
244|d
245|d

2481d. at 5. See generallyDonald C. Clarke & Angela H. DavisDispute
Resolution in China: The Arbitration Optipnin  CHINA 2000: EMERGING
INVESTMENT, FUNDING AND ADVISORY OPPORTUNITIES FOR ANEW CHINA 151-62
(Asia Law & Practice ed., 1999).

247 Chua,supranote 217 at 133.

281d. at 137.
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appointed after January 1, 2068). The First Reform Plan (1999)
also included andtorruption regulations, with guidelines regulating
the interaction between lawyers and judges and providing for
disciplinary sanctions and evenrinal liability.*°

The lack of legal analysis and reasoning in traditionally written
judgments has been a frequent criticism of the Chinese judicial
proces$> The judgments are often brief and may come as a surprise
to sophisticated investors who are more accustomed to the longer
opinions provided in most developed judicial systétsHowever,
according to Chua, the practice is slowly changing. More recent
judgments issued by hightavel PRC courts have provided more
legal analysis and reasoning behind the decfSfb@Although there is
no system of binding case precedent in China, such written decisions
can at least provide guidance to the public and legatiioners.&*

The Supreme PeopleOs Court issued the SecondYdave
PeopleOs Court Reform Plan (22088) (OSecond Reform PlanO) late
in 2005. OThe Second Reform Plan attempts to guarantee the financial
independence of the courts, adopt a system iofjusgnificant cases
as guidelines for legal interpretation, and coordinate a consistent
understanding of the law across ChifZ.0O

What about the conflict between Chinese traditional culture and
the transaction structure and corporate law as pragticed in the
West? William Greenlee has offered thgid2xiO may explain the
relatively low profile of lawyers in commeré&®

Chinese businesses rely on relationships rather than
legal bonds. The increased interaction with the West is
bringing with it the greater use of legal instruments.
The PeopleOs Republic of China now recognizes that it
needs a system of legal enforcement of contracts and
that the traditional system (including guanxi) is no

longer enougR>’

249 [d.

250 Id.

114, at 136.

252 [d.

2314, at 168, n.10 (stating OFor example, the judgments published on the
website of Chinese Commercial and Maritime Trial Involving Foreign Elements,
available at http://ccmt.org.cn/english/case/index.ptyisited May 7, 2006), which
are for foreign related cas, all include detailed reasoningO).

14, at 136.

14, at 138.

%6 Greenleesupra note 24, at 12.

»'1d. at 1213.
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From a practical standpoint, when entering into a commercial
transaction with a Chinese entity, contracts should be drafted in both
Chinese and English. It may even be prudent to have such important
documents translated twice by independent translators and, then, in
order to ensure that the contract language is unambiguous, to compare
the two versions.”®

If a contract must be approved by Chinese government authorities,
it does not become legally binding until an approval certificate is
issued.”® Such approval by the government generally is not required,
but it is important to note that the contracts do not become legally
binding upon signature.**’

Sida Liu reports that “[e]ven in China, where the legal profession
is still in its formative stage, a small sector of elite corporate lawyers
has already emerged and controls much of the most profitable and
prestigious legal work.”?®" The nature of legal practice in China
appears unusually diversified given the unique client mix of private
enterprises, SOEs, and foreign corporations.*®*

In the past thirty years, corporate law practice in China has
changed drastically. It was as recent as only 1992-93 when the
privatization process of law firms from state direct control took
place.”®® However, the corporate law market began developing in the
late 1970s, when economic reform and revival of the legal system in
China began to bring in foreign investment. Transnational law firms
then began to enter China’s burgeoning market.”** Although foreign
lawyers were not allowed to acquire a PRC lawyer’s license or to
establish branch offices in mainland China, foreign lawyers conducted
most high end corporate law practice in the Chinese legal system.
Most local lawyers at the time did not have the expertise to handle
complex international transactions because they were state employees
working in legal divisions of government agencies.*®

The monopoly of foreign firms in corporate law practice in the
early 1980s gave way to an emergence of local law firms specializing
in transnational legal work in the 1990s.*® The government continued

2¥1d, at 13.

259 |d

260 |d

I Sida Liu, Law and Lawyers in China: Client Influence and the Contingency
of Professionalism: Th&Vork of Elite Corporate Lawyers in Chind0 LAw &
Soc’y REV. 751 (2006) (citation omitted).

26214, at 752.

26314, at 758.

264 |d

26314, at 758-59.

26614, at 759.
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to restrict licenses for foreign lawyers, and foreign lawyers were not
allowed to interpret Chinese law. Thus, local law firms were, and
remain today, the only firms permitted to provide formal legal
opinions on legal projects involving quests of Chinese laf’
Consequently, Onational barriers to transnational law practice gave
birth to these elite local law firms in Chin®XCommenting on the
emergence of local law firms in the corporate law arena, Sida Liu
notes:

With the burgeoning of ChaOs market economy and
the persistent government protection, by 2004, . . . a
small number of elite local law firms had grown into
crucial players in ChinaOs corporate law market . . . and
their practice areas all concentrate on Feghl
corporate legal wk, including foreign direct
investment (FDI), banking and finance, securities,
mergers and acquisitions (M&A), real estate, corporate
litigation and arbitration, and intellectual property . . .
Although their collaborations with foreign law firms on
big projects (especially FDIs and IPOs) are sitill
frequent, with an increasingly large number of lawyers
with foreign law degrees and experience with
transnational law practice, these elite local law firms
have already acquired great expertise in most areas of
corporate law. Most of their lawyers graduated from
prominent law schools in China, and the majority of
them also obtained law degrees from Britain, the
United States, Germany, or Jagah.

In 1992, the Ministry of Justice granted twelve foreign law firms
the right to establish administrative offices in the mainfdficEight
of those firms were from Hong Korf§: By 2004, there were 114
foreign law offices and thirtfive Hong Kong law offices in mainland
China?’? Despite a strong foreign presence, local fams continue
to grow stronger and more profital§i€. ONot surprisingly, local
corporate law firms have a wider client base than their foreign
counterparts. Foreign companies seeking to make investments in

267|d.

268 |d.

26914 at 75960.
21014, at 7509.

271|d.
272|d.

273|d. at 760.
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China, large and wealthy SOEs, and some newhablished but
successful private enterprises constitute the three major client types for
these elite local law firms®

For both foreigners and seasoned senior managers of Chinese
stateowned enterprises, the economic boom in the PRC creates the
need to avigate a new Orule of lawO minefield. Liu uses the metaphor
of Ofeeding babiesO to describe the unique expertise of local Chinese
lawyers:

[E]ven the most experienced and sophisticated foreign
companies are sometimes reduced to babies who need
to be spoo-fed with culturally contingent legal
analyses; likewise, the newness of ChinaOs rule of law
and market economy reduces SOE managers and
private entrepreneurs to neophytes who must be taught
how to behave wefl”

VII. DUTIES AND RESPONSIBILITIES OF DIRECTORS IN A
CHINESE SETTING

A. Comparison of U.S. Corporate Governance with that of the
PRC

About 190 years ago, Chief Justice Marshall in Beatmouth
College Casenoted that Oa corporation is an artificial being, invisible,
intangible, and existing only in contgtation of law.&® U.S.
corporate governance has been evolving since that time with
particularly formative periods resulting from the Ogreat depressionO
(the ©33 and 034 Adfsand as an outgrowth of corporate abuses such
as Enron, WorldCom, and Adelphiao@munications around 2001
(Sarbane®xley legislationf"®

China experienced its own securities and corporate governance
scandals Oinvolving false statements, misleading disclosure, insider
trading, and market manipulation, such as the Qiong Min Yuan case,

2™1d. at 160-61.

°|d. at 778.

2’8 Trs, of Dartmouth Collv. Woodward17 U.S. 518, 636 (1819).

"’ Securities Exchange Act of 1933, 15 U.S.C. & 77a e{(2@@6) Securities
Exchange Act of 1934, 15 U.S.C. o 78a et (&£§6).

"8 SarbaneOxley Act, Pub. L. No. 10204, 116Stat. 745 (2002)GREGORY
V. VARALLO & DANIEL A. DREISBACH, FUNDAMENTALS OF CORPORATE
GOVERNANCE (Section of Business Law, American Bar Assn. 1986g;alsoLeo E.
Strine, Jr.,The Delaware Way: How We Do Corporate Law and Some of the New
Challenges We (and Europe) Fa8®DEL. J.CORP. L. 673(2005).
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the Chengdu Hongguang case, and the Zheng Bai Wen“C4seh®
Obottom lineO is that the U.S. experiment with corporate governance in
a free economic system benefits from experience gained over
approximately two centuries. The Chinese system, on the ludinel;
has evolved only within the last decade or so from a tradition of a
socialistcontrolled economy, suffering from: no business schools, no
established accounting profession, untested and illiquid securities
markets; no vision or experience as to h@eusities markets might
facilitate capital formation if encouraged to function efficiently, an
immature judicial system, and thousands of years of cultural
conditioning that has (Provided no OvisionO of corporate governance as
practiced in the We$E

In terms of economic theory, a pragmatic Chinese government
may optimize job creation and enterprise efficiencies by encouraging a
policy of delegating the economic function of enterprise growth and
efficiency to the Oinvisible handO of enlightened corporsssmance.
Of course, the practical problem then remains of a lack of seasoned
corporate management and directfs.

Gu Minkang observes that, similar to the situation in Hong Kong
or the U.S., OChinese Company law does not define the term
Odirector.8OFurther,

Esome books describe a director as a member of the
BOD [Board of Directors] and the legal standing organ
of a company for carrying out business. In fact,
Taiwanese scholars originated this kind of definition
when they interpreted Japanese company. | In line

with the continental legal system that Taiwan belongs
to, the term OdirectorO means two things. Firstly, a
OdirectorshipO is one of the organs of a company, and a
directorOs act is deemed to be the act of the company.
Secondly, a Odirectdgla person who has a mandate
relationship (OWei Ren Guan XiO) with the company,
i.e. a director carries out businesses under the
authorization of his or her compaffy.

21%ei, supra note 17 at214;see also Donald C. ClarkeThree Concepts of the
Independent Director, 32 DEL. J.CORP. L. 73 (2007.

280 Trautman supra note 3, at 49.

281 Gu, supra note 10, at 13B9.

8214 at 131,

283 14



T#$"%

&0+, 014, 1+% 23

1. Number of Directors

Article 45 of the Chinese Company Law provides that there must

be atleast three directors in LLCs, and Article 112 provides that there
must be at least five directors in JSCs. Neither Hong Kong nor the
United States has the same number requirement. As Minkang points
out, O[tlhe Chinese Company Law fails to addressitilmtion where

the number of directors does not satisfy the statutory requirement or
how the BOD shall work out a resolution to solve this problem . . .
One contributing reason may be the short life of the Chinese Company
Law.3**

2. Term of Office for Directa

OAtrticle 47 of the Chinese Company Law requires that the articles

of association shall state the term of office of direct6ts.Bowever,
the term of office shall not exceed three yé&s.

3. Qualifications

Gu Minkang describes qualification requirementdath positive

(where these conditions are required) and negative (if met, dismissal is
immediate) terms. These qualifications include:

(@)

(b)

(i) Nationality. The Chinese Company Law does not provide
this kind of limitation and it is particularly easy for foreign
investors to take the positiarf director?®’

(b) Requirements of Shareholding StatAs is the case in
Japan and Germany, the Chinese Company Laes dwt

require directors to hold qualifying shar&s.

ODespite the silence of the Chinese Company Law on the
matter of share qualification, companies in China can require
directors to be shareholders through their articles of association
... In line wih Chinese legal tradition, if a general law does

not specifically prohibit one particular conduct, people may act
without suffering legal consequence. Secondly, both Article
22(11) and Article 79(13) authorize companies to provide in

2841d. at 134.

285|d. at 137.
2864,

287|d.
288|d. at 139.
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(€)

the articles of asstation any lawful items that shareholders
think necessary. These two provisions indicate a possibility
that the articles of association may require directors to have
qualifying shares?®

Legal Person DirectorsGu Minkang reports that OThe

Chinese Compey Law does not expressly state that a legal
person director is not allowed®®Moreover, the remaining

issue is whether it is possible to interpret the Chinese Company
Law in a positive way. In order to do so, we have to carefully
examine relevant the@s and practice. The idea of legal
person directors is subject to heavy criticism. Regiew of

the Hong Kong Company Ordinance (Consultant Report) 1997
offered a recommendation that Opermitting corporations to be
directors cuts directly across curr@néoccupations of proper
exercise of directorsO discretion and board accountability. It
should not be permitted® In China, the Mandatory

Provisions for the Articles of Association of Companies
Seeking to be Listed outside the PRC which governs Chinese
companies listed outside China, clearly excludes anadural
person from being a director of a company listed outside the
PRC?%? This legal document has clearly indicated that
Chinese relevant authorities have considered this issue and
hold a negative mation. One could argue, however, this legal
document only applies to companies listed outside China,
especially in Hong Kong? It has no direct connection to the
Chinese Company Law, which is silent on the issue. On the
other hand, we have seen thapractice, nominee directors
(which are equivalent to legal person directors) commonly
exist in Ching®* For example, in Sindoreign joint venture
companies, directors are nominated by each party who invests
in the companie$”® Obviously, further researdh required

before taking a proper position on this matter, but legal person
directors should be permitted at least for domestic
companie$®®

289|d.
290,
29y,
292|d.
293|d.
294|d

2954, at 140.
296|d.
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(d) Age of Directors: No specific age limitation is provided by The
Chinese Company Law, although most countries provide that
for natural persons to have civil capacity, they must be of a
specified age.””

(e) Dismissal Provisions: Gu Minkang lists the following
situations of business ability, capacity, criminal record or
credibility which should result in the automatic disqualification
of a director:

(D) He or she has no capacity or has restricted capacity for
civil acts;

2) He or she was sentenced to criminal punishment for the
crime of embezzlement, bribery, seizure of property or
misappropriation of property or for undermining the
socioeconomic order, and not more than five years have
elapsed since the expiration of the enforcement period;
or he or she was deprived of his or her political rights
for committing a crime, and not more than five years
have elapsed since the expiration of the enforcement
period;

3) A director, or factory head or manager who was
personally responsible for the bankruptcy or liquidation
of a company or enterprise due to mismanagement,
where not more than three years have elapsed since the
date of completion of the bankruptcy or liquidation;

(4) A legal representative of a company or enterprise that
had its business license revoked for violating the law,
where such representative bore individual liability
therefore and not more than three years have elapsed
since the date of revocation of the business license; and

%) A person with a relatively large amount of personal
debts that have fallen due but have not been settled.*”®

) Disqualification: Directors should be automatically
disqualified upon the development of any situations specified
under Article 57 or 58 of The Chinese Company Law.*”
However, Gu Minkang reports that “without proper procedures
stipulated by the Chinese Company Law, directors cannot be

297 Id
28 1d. at 141.
299 Id
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easily disqualified because there is no legal proceeding to
protest against any such actiofi®O

What then is a reasonable expectation for the Chinese corporate
governance experiment that is now just a few years old? The PRCOs
turbo-charged economic growth during recent years seems to have
been achieved through a pragtic borrowing of Western strategies
such as the most basic of corporate governance concepts, rather than
the earlier version of productidry-statemandate. Examining basic
corporate governance concepts through the prism of Chinese needs,
reminds me ofa speech | gave many years ago before the Harvard
Business School Club of Greater New York on the topic of OWhat
Exactly is Expected of a Director: A Few Thoughts About What They
Must Do and What TheyMay Do.3°* At that time, Roswell B.
Perkins of the Newrork law firm of Debevoise & Plimpton provided
a review of the history and issues involved in the depduke
undertaking by the American Law Institute in their OCorporate
Governance Project® Perkins observed,[€orporations must be
capable of succeedj in a competitive world environment. This
requires entities that can move rapidly and that can take big #f8ks.O
This fundamental foundation calling for strong and effective corporate
governance seems just as timely today.

Yuwa Wei makes the case trsace Othe key task for the Chinese
government in establishing a modern enterprise system is introducing
modern management mechanisms into ChinaOs -ostass
enterprises Corporatization represents the only effective method to
modernize ChinaOs enterprisystem ¥ Yuwa contends this theory
follows because the conversion to wholly statened companies
created problems with insider control, leading to a lack of
transparency and oversight over management in those comphies.
Abuse of power and improptieby the directors and boards of private
companiesare also a concern, because of the lack of a statutory
framework and clearly defined corporate rof®s.

3014, at 142.

%01 awrence J. Trautman, Sr. Vice Presidebgnaldson, Lufkin & Jenretfe
What is Exactly Expected of a Director: A Few Thoughts About What Thest
Do and What TheyMay Do, Address at the Harvard Business School Club of
Greater New York(May 13, 1987.

%92Roswell B. PerkinsThe ALI Corporate Governance Project in Midstream,
41 Bus. LAw. 1195, 1225 (1986).

%9314, at 1197.

$04\Wei, supranote 17 at210.
305|d.

306|d
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What then has been the historical view as to what corporate
directorsmustdo? Professor Harvey Goldschmid (before Sarbanes
Oxley) narrowed the focus of a board of directeeQsired functions
to the following:

1. The election, evaluation and dismissal, where appropriate, of a
corporationOs principal senior executives (perlmegp®op six
individuals);

2. To review and approve matters that the board or the principal

senior executives consider to be major; and

3. Oversee the conduct of the corporationOs business (all major
corporate commitmentsy’

Professor Goldschmid states that a rbHoaust set acceptable
goals, make sure that management is effectively pursuing those goals,
and ensure that the firm is not endangered through exposure to
unacceptable risk®® Among other things, it is important that
directors and the board:

1. Select anceklect the Chief Executive Officer and delegate to the
CEO all the duties to manage the Company not specifically
reserved to the board;

2. Monitor the activities of the management to assure that:

a. The management is competent, properly structured and
staffed; hat provisions exist for succession to top
management positions; and that programs exist to
develop future managers;

b. The management plans effectively the future activities
of the Company;

C. The management designs adequate targets in
performance areas suchths following:
¥ Return on investment
¥ Capital allocation
¥ Personnel management

*97Trautman,supranote 3, at 54see alsoCharles Hansen and A.A. Sommer,
Jr., A Guide to theéAmerican Law InstituteOs Corporate Governance Prdddus.
LAaw 1331(1996); Richard B. SmithSymposium on Corporate Governance: The
American Law InstituteQs Corporate Governance Project: An Underview of the
Principles of Corporate Governancé8Bus. LAw. 1297(1993).

%9814, at 55 (citing Trautmarsupranote 301).
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¥ Future planning
3. Evaluate the performance of the Chief Executive Officer and
other top management executives;

4, Monitor the management of pension funds;

5. Deal with matters that managent brings to the Board or that
concern the Board;

6. Respond to material issues which stockbrokers, government
officials, or other groups may bring to the attention of the
Board, either directly or through members of the top
management; and

7. Ensure that thboard gets all the information it needs to
perform its duties (including an acceptable internal audit
function with the company¥?

In addition to the above, any foundation for skifs germane to
the practice of U.S. corporate governance will include an
understanding of: the duty of care and business judgment rule, duty of
inquiry (duty to be informed), right of reliance, delegation issues,
concept of rati3%1al belief, issues surrounding burden of proof, and the

duty of loyalty:

B. Duty of Loyalty

Gu Minkarg observes that Oeven though the Chinese Company
Law does not expressly mention the Oduty of logltiy can be
inferred from several relevant provisioris:OMoreover, Article 59
states that directors shall faithfully perform their duties, maintain the
interests of the company and not take any advantage of their position,
functions and powers to seek personal §HinArticle 61 states that
directors shall not operate on their own, or operate for others, the same
category of business as the company theysarging, or engage in
activities which damage the interests of the compahyArticle 61
targets conflicts of interest, which are commonly seen around the
world 3

30914,
81014,
11 Gy, supranote 10, at 147.
312
Id.
313|d.
314 Id
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While the Chinese Company Law does not specifically mention
the Oduty to exercise powers fmroper purposes,O0 Gu Minkang
reports that Othis duty could certainly be inferred from Article 59,
which says that directors shall not use their position and powers of
office to seek personal gain¥-0

C. Duty of Care

Gu Minkang reports that Chinese CompanywLaoes not
expressly provide for a duty of cal®. Article 63 holds directors
liable to pay compensation if they violate the law or articles of
association, in a way that damages the compdhyThough this
provision seems to imply that the duty of careeisited toa breach of
the law and the articles of association, many cases demonstrate that the
imposition of personal liability upon directors is rare in practiée.
However, actions considered to be a breach of the duty of care
traditionally give rise toadministrative or criminal liability in
China®'® Article 63 of the Law of Wholly Stat®wned Enterprises
provides for administrative or criminal penalties for parties who cause
heavy losses to the enterprise and the State due to errors in his or her
work.3%°

D. Disclosure

Professor Nicholas C. Howson states that Othe touchstone of U.S.
securities regulation is disclosule the theory being that insofar as
participants have adequate knowledge about the value or potential
value represented by the abstract insgotrihat is a share of stock,
they should be permitted to make their own purchase or sale
transaction decision’® Howson observes that legal mechanisms
which provide transparency and protect minority shareholders against
oppression and manipulation cou&hd to a more active market and
faster economic growtff? Writing in 2005, Howson finds that simply
imitating concepts foreign to China would be ineffective because its
markets, companies, societal factors, and legal institutions all contain

315|d. at 148.

31819, at 151.
3l7|d

318|d'
319|d
3204

*?!Nicholas C. HowsonRegulation of Companies with Publicly Listed Share
Capital in the PeopleOs Republic of ChB&CORNELL INTQ. L.J. 237, 240 (2005).
322|d., at 241.
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unique elemeis**® Some of the considerations that set China apart
are the Odominance of sttigel controlling shareholders, the civil law
tradition that many Chinese scholars and lawyers feel defines the
Chinese legislative and judicial system, and the-d#llelopng court
system.&*

Even before Sarban&3xley, the role and value of the audit
committee had been firmly established as an integral component of
corporate governance in the United StdfésHowever, as observed
earlier, required systems for effective financial audit and control
appear to suffer from cultural considerations different from Western
concepts of good business practié®. Yuwa Wei observes that
Chinese law Odoes not clarify thatss of internal auditors. Total
subjection to a general managerOs will substantially weakens an
auditorOs monitoring power.O

E. Chinese Directors Report to the PRC Government

The state has a dominant role in most Chinese istetpanies.
Minority shareholders do not have the influence to change
management or select new corporate bodfdls.The dominant
shareholder is the state, which has to exercise its shareholder rights
through agent¥® These agents appoint directors, who are likely to
remain prmarily loyal to the agent that appointed them rather than to
the company>® Additionally, directors can personally benefit from
their appointments by entrenching themselves as de facto owners of
their respective companies, thus using the company to pprswate
goals rather than protecting the shareholderOs int&fe¥tithout any
nornrinsider supervision, directors are free to take advantage of their

323|d, at 24142,

3241d. at 242 see alsd.ing Dai, The Judicial Application of the Causation Test
of the False Statement Doctrine in Securities Litigatio€lmna, 15 PAC. RIM L. &
PoL® J. 733 (2006);Peter M. FriedmanRisky Business: Can Faulty Country Risk
Factors in the Prospectuses of U.S. Listed Chinese Companies Raise Violations of
U.S. Securities Law?24 CoLUM. J. TRANSNATQ L. 241 (2005)Hui Huang,ChinaOs
Takeover Law: A Comparative Analysis and Proposals for Ref8dDEL. J. CORP.

L. 145 (2005)

325 gee Lawrence J. Trautman & James H. Hammomble of the Audit
Committee: Update and ImplementatiofNatOl AssOn of Corp. DjirBoard
Pradices Monograph No. 13, 1980).

%26 seediscussiorsupraPart 1I-C.

27\\ei, supranote T7, at218019.

328|d. at 217.
3294,

330|d.
Blq.
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position by taking action such as increasing their compensation and
private benefit§>?

Because Chinese rdctors ultimately report to the PRC
Government, it may be argued that there is no stémtke independent
corporate governance practiced among Chinese corporations; rather,
Chinese corporations remain a political =#b of the state and shares
are the factional equivalent of baseball trading cards at this time.
Donald C. Clarke notes that because directors are supposed to be
elected by shareholders, it is exactly the intended outcome of the
voting system in ChinaOs Company Law for the majority shasghold
to outvote minority shareholderd® Therefore, it is unlikely that
directors representing minority shareholders could be elected to a
board at all unless there is a fundamental change in the way directors
are selected.

F. Two-Tier Board System

ProfessorsDonald C. Clarke and Yuwa Wei provide a helpful
description of the relationship between the Chinese company board of
supervisors and the independent direétbrChinese company law
creates a twaier board structure with a board supervisors and a
board of directors®™®® Shareholders elect the board of supervisors,
which play an oversight role in the compatly. The board of
directors plays a relatively active managerial fdle.

While Chinese commentators compare ChinaOs model to
GermanyOs, there are selienportant differenced® Under the twe
tier model in Germany, the shareholders elect the supervisory board,
which then elects the companyOs board of direttbrahus, in
Germany the board of supervisors has a significant oversight role
because it has ¢hpower to appoint and dismiss members of the
management board® In contrast to GermanyOs model, the board of
supervisors in China lacks the ability to effectively monitor
management because it does not have the power to elect the

332|d

%33 Clarke,supranote 183, at 170 & n. 159.

$345eeid. at 17375; Wei,supranote 17, at 218see alscChao Xi,In Search of
an Effective Monitoring Board Model: Board Reforms and the Political Economy of
Corporate Law in China22 Conn. J.INTQ L. 1 (2006).

%35 Clarke,supranote 183, at 173.

3361d. at 174.

%371, at 17574,

3381d. at 174.

3% ei, supranote 17, at 218.

%40 Clarke,supranote 183, at 174.



486 WAKE FOREST J. [VOL. 12
BUS. & INTELL. PROP. L.!

management boafd® Commany shareholders elect both the board of
supervisors and the board of directd?s. In essence, ChinaOs
company law Oexpects the board of supervisors will perform a
supervisory role by simply saying that it will, without actually giving
the board any signdant powers or providing structurally for its
independence from those it supervis?é‘é?()

Since the board of supervisors has no real power, its role in
Chinese corporate governance is severely diminiSfiedClarke
further explains that:

In enterprises domated by state ownersiip
significant numbeifof] the supervisors are enterprise
employees and are subordinate to the head of the
enterprise. Indeed, a recent study showing that over
half the companies surveyed maintained supervisory
boards with only thelegal minimum number of
members suggests that this institution plays no real role
in corporate governancé>

Independent directors, however, may be able to step in and fill the
necessary monitoring role that the board of supervisors seems unable
to perform®*°

G. Impact of SarbanesOxley

As a reaction to corporate scandals such as Enron, World@ain,
Adelphia Communications, the Sarbaidey Act of 2002*
contains provisions that require disclosure of governance practices and
policies®*® The Oindependent ditenO concept runs heavily through

%41\Wei, supranote 17, at 218.
342 Id

%43 Clarke,supranote 183, at 174.

344|d.

51d. at 174Y75.

¥%1d. at 175.

%47 sarbanexley Act,supranote 278.

%48 seegenerallyid., #302 (internal control certifications), 8404 (assessment of
internal control), @802 (criminal penalties), ©1107 (criminal penalties for retaliation
against whistleblowers); Paula J. Dalley, Public Company Corporate
Governance under the Sarbanes-Oxley Act of 2002, 28 OkLA. CiTy U. L.
REv.185 (2003) Lawrence A. Hamermeslijtigation Reform Since the PSLRA: A
TenYear Retrospective: Panel Three: Sarbafedey Governance Issues: The
Policy Foundations of Delaware Corporate Laif)6 CoLuM. L. REv. 1749 (2006);
Cally Jordan,The Chameleon Effect: Beyond the Bonding Hypothesis for Cross
Listed Securities3 N.Y.U. J.L. & Bus. 32 (2006); Vikramaditya Khanna & Timothy
L. Dickinson, The Corporate Monitor: The New Corporate Czal®5 MIcCH. L.

continued. . .
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the corporate governance literature in the West embracing the thought
that Othe need for namanagement directors on the board to serve as a
check on management is in the interests of sharehold&ts.O
According to Gu Minkag, Sarbane®xley has had a significant
impact on the development of Chinese securities and compariy°law.
Moreover, the Deputy Secretary General of the China Securities
Regulatory Commission has said that Sarb&hdsy is important to
ChineseCaccounting practidg], to the regulation of the capital market
and to Chinese companies listed in the G*8. While it is worth
noting that the act will build healthy corporate governance and set the
example for the rest of the world, it is exposing deficies in ChinaOs
corporate system:

Dr. Wang correctly pointed out that the problem in
China is more than a corporate governance issue. OThe
difficulty lies with ChinaOs failure to cope with the
market economy, as[SOEs] still dominate the
economy. Andf the State does not make fundamental
changes to become a more mareented system, no
matter whether the enterprises are Stateed or
privately-owned, corporate governance alone cannot
solve the problent®

H. Director and Officer Liability

Chenxia Shistates that before the recently passed new securities
law,

[p]revious company and securities laws did not provide
investors witheffective civil remedies, such as the right
of class actions. Because of the inadequacy of the laws
in this area, investons the Chinese securities market,
particularly minority investors, were susceptible to
market manipulation and fraud and were often left
without redresg>?

However, investors now have more protection after a recent Supreme
Court ruling that a company otsidirectors could be sued upon a

REV. 1713(2007).
%49 Clarke,supranote 183, at 154.

¥0Guy, supranote 10, at 14.
351|d.

352
Id.
%53 Chenxia,supranote 134, at 22828 & nn.120621.
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CSRC finding of fraudulent condud®! The new law increases the
liability of top corporate officials and requires senior management to
take a more active role in combating fraotl. The new law also
reflects the correlatio between disclosure and investor proteciidn
Oinvestors rely on publicly disclosed information to make their
investment decisions®

Gu Minkang reports an example of how the new law has been
implemented:

[A] director may be free from any personal liatyilfor

the loss to his or her company caused by his or her
negligence, as long as he or she does not breach the
duties imposed by Articles 59 and 62 or if his or her
actions are not in violation of the Chinese Company
Law, administrative law and the argsl of association.

The case of the Jin Hua Department Store Joint Stock
Company (hereinafter referred to as the OJin HuaO) is a
typical example. In that case, the chairman of the
BOD, Dan Hua, was sentenced to three yearsO
imprisonment for causing damage the sum of
Y1,041,000 to Jin Hua. The sentence was due to his
responsibility for arbitrarily offering Y1,416,000 as the
guarantee in Jin HuaOs name for the debts of other
companies or other persons. In that case, the other 11
directors didnOt take amgsponsibility for the loss
suffered by Jin Hua and were not asked to pay any
compensation for the o83’

I. Role of the Chinese Communist Party in Corporate
Governance

The Chinese Communist Party (OCCPO) has traditionally enjoyed a
dominant influence in # making of laws, although such an
arrangement would not be apparent from a reading of its Constitution.
The Communist Party and Government may appear separate in
relevant documents, but seem inextricably linked in practice. Sheehy
argues that Othe lavasbeen a tool of the CCP. While the CCP has

414 at 228.

$51d. at 229(noting that the new law has a number of new requirements that
affect senior management and directors: more continuous disclosure, strengthened
regulation, and they must Oinclude their opinions in the periodic reports of the
companyO).

356 Id.

%Gy, supra note 10, at 151.
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been seeking to change this status, change is still at an inchoate stage,
and as a result for foreign commercial interests, access to predictable
legal outcomes and enforcement has been very limit&d.O

Westernes may encounter a special problem with their assumption
of a Orule of law solutionO to disputes within a PRC context under
likely future bilateral trade agreements. Accordingly, Benedict
Sheehy points out the peculiar results created by bilateral trade
agreements, which Ousually grant rights to private partiesO and thus
requires states to answer to citizens of foreign countries for their
policies®° This is particularly relevant to, and difficult for, China
because the state has neither been forcedstwearto its citizens nor
has it faced scrutiny in its economic dealifys.

State dominance over corporate governance is vividly illustrated
by Donald C. Clarke, as he quotes the Dean of the Changjiang School
of Business (who serves as an independent dijeasosaying, Ol have
never thought that the independent director is the protector of medium
and small shareholders; never think that. My job is first and foremost
to protect the interests of the large shareholder, because the large
shareholder is the $a®** Sheehy observes that, unlike the Anglo
structure of separation of powers, the official view of Chinese
governmental structure is based on a unity of powers, where Othe CCP,
the government, and the peopleOs will are oné®? While the CCP
contintes to consolidate functions of government in this fashion, the
2002 revision to the CCP constitution reflected the development of
social strata in society and the shift from Opolitics in commandO to
Oeconomics in demantf® Even as China ascends to ecormomi
power, the CCP makes strong efforts to maintain a Osocialist market
economy with Chinese characteristié§’0 To complicate things
further, ChinaOs dictator takes a different view of the government
structure:

ChinaOs dictatorship has viewed itself as a
representative of the people and a democratic
dictatorship born out of the coalition of four classes of
people mentioned above. This view comes not only

¥8 Sheehysupranote D8, at 226R7.

%59d. at 261.

%01d. at 261062.

%1 Clarke,supranote 183, at 17-72.

%62 sheehysupranote 208, at 234 & n.32.

%31d. at 235 (noting that the revision recognized Oworkers, peasants, members
of the armed forces, intellectuals and Oadvanced elementsO of other social strata,O

each of which being eligible for membership to the Party).
364
Id.
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from the founding principles of the CCP, which have
been subjected to various revisions and reforms, but
also from the complex structure of ChinaOs government.
With 23 provinces, 5 autonomous regions, 2 special
administrative regions and 4 municipalities, all with
different amounts of power, ChinaOs government is
necessarily complex . . . China also has dibnic
minorities and a multitude of CCP organs and civil
associationg®®

J. Foreign Corrupt Practices Act (“FCPA”)

It is likely that many entrepreneurs have had no occasion to be
familiar with the Foreign Corrupt Practices Act (FCFf)nor believe
it to be applicable to them. More and more, dB§ipn operations
constitute a major source of revenues and earnings for companies as
diverse as ExxonMobil, McDonalds, Pfizer, Proctor & Gamble, or
Walmart.3°” Trautman and Altenbaumérice (2011) observe,
Ole]ven if a company is not currently doing business outside the
borders of the United States, every director needs to be aware of the
risk posed by the provisions of the Foreign Corrupt Practices Act
(FCPA) to both the companies they serve and to themsefés.O
Moreover, increased enforcement by the Securities & Exchange
Commission (SEC) and Department of Justice (DOJ) should
incentivize company directors to be well versed in FCPA because the
cost of failureto comply could result in Ocorporate catastropfte.O
China and other fagjrowing economies are an important illustration
of the importance of company directors understanding the FCPA. As
U.S. companies increase international commerce with China, they
increase their exposure to potential corruption and running afoul of the
FCPA3™

While the goal of most businesses may be to operate effectively
within foreign markets as an attractive business partner, to the extent
that robust business results, the 1977spgs of the United StatesO
FCPA as amende?

%514, at 23536.

%56 See Foreign Corupt Practices Act of 1977, 15 U.S.C. oo 78dd:. seq.
(2006).

%7Lawrence J. Trautman & Kara Altenbaunttice, The Foreign Corrupt
Practices Act: Minefield for Directors, 6 VA. L. & BUs. REV. 145, 147 (2011).

%814, at 14748,

%974, at 148.

370 Id

371 See 15 U.S.C. oo 78dd to-3 (2006).
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prohibits bribery of foreign officials. This
prohibition applies to three categories of actors: (1)
OissuersO; (2) Odomestic concernsO; and (3) other
persons who take any act in furtherance of the corrupt
payment while within the territory of the United States.
OlssuersO are companies whose securities are registered
in the United States or that are required to file periodic
reports with the SEC. ODomestic concernsO are defined
as any U.S. citizen or corapy incorporated in a U.S.
state or territory. Issuers and domestic concerns are
both subject to the FCPAQOs dmibery provisions
anywhere in the world where they &¢t.

Additionally, it is a crime for a U.S. company, or anyone affiliated
with the compay, to pay or offer to pay a foreign official to do
anything that official would not have otherwise been obligated to do
absent the paymed® Under the FCPA, the official need not actually
carry out the act he or she was paid to complete for the U.Saogmp
to face liability>”* The FCPA also contains Obooks and recordsO
requirements and internal control provisions dictating that all company
transactions be accurately reflectéd.

Corruption Threatens China's Future

Trautman and Altenbaumérice contend [Blecause of the sheer

size of ChinaOs economy and the growth in the business and economic
relationship between the U.S. and China, the country provides an
illustration for the impact of corruption in a given country in light of

the rise in FCPA enforcemef{® OWwith particular focus on the PRC,
Anbound, a consulting company, notes that Oof the 500,000 bribery
cases investigated in China over the last 10 years, 64 percent involved
[non-Chinese] companies®¥Orailure to contain endemic corruption

72 paron G. Murphy,The Migratory Patterns of Business in the Global Village,
2 N.Y.U.J.L. &Bus. 229,237& n. 27 (2005).

73d. at 23738.

1d. at 238.

375|d.

378 Trautman,supranote 367, at 177see alsaVike Koehler,Why Compliance
With the U.S. Foreign Corrupt Practices Act Matters in Chi@aINA LAW &
PRACTICE (Feb. 1, 2008), available at
http://papers.ssrn.com/sol3/papers.cfm?abstract_id=139026%ica TillipmanThe
Foreign Corrupt Practices Act &overnment Contractors: Compliance Trends &
Collateral Consequence§GWU Legal Studies Research Paper No.5&@pgilable
at http://papers.ssrn.com/sol3/papers.cfm?abstract_id=1924333

3" Trautman,supranote 367, at 177 (citing.iu Jie, Slipping Stature CHINA

continued. . .
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among Chinse officials poses one of the most serious threats to the
nation's future economic and political stability, reports the Carnegie
Endowment for International Peace in its October 2007 study by
Minxin Pei3’® Pei, an expert on economic reform and governamce i
China, argues that corruption "fuels social unrest [and] contributes
directly to the rise in socioeconomic inequality,O but holds major
implications beyond its borders for foreign investment, international
law, and environmental protection and roughly p@rcent of
government spending, contracts, and transactions is estimated to be
used as kickbacks and bribes, or simply stdi€n. Moreover,
corruption could endanger economic development in China because,
among other things, it undermines the governingitui®ns, makes
inequality worse, and exacerbates public resentrffént.While
measuring corruption in China is incredibly difficult because of a more
general lack of transparency, official audits, press reports, and official
anticorruption data demonstratine high cost of corruption in
China®® Pei highlights five key findings with regard to corruption in
China:

1. Though the Chinese government has more than 1,200 laws,
rules and directives against corruption, implementation is
spotty and ineffective. Thedds of a corrupt official going to
jail are less than three percent, making corruption a high
return, lowrisk activity. Even lowlevel officials have the
opportunity to amass an illicit fortune of tens of millions of
yuan;

2. The amount of money stolen tlugh corruption scandals has
risen exponentially since the 1980s. Corruption in China is
concentrated in sectors with extensive state involvement, such
as infrastructure projects, real estate, government procurement,
and financial services. The absenceahpetitive political
process and free press make these-hgjhsectors susceptible
to fraud, theft, kickbacks, and bribery. The direct costs of
corruption could be as much as $86 billion each year;

DAILY (Dec. 10, 200y, http://www.chinadaily.com.cn/bw/2007
12/10/content_6308161.hjm

78 |d. (citing Minxin Pei, Corruption Threatens China's FuturéCarnegie
Endowment for International Peace, Policy Brief 55, Oct. 20@vgilable at

http://www.canegieendowment.org/files/pb55_pei_china_corruption_final.pdf).
379
Id.

380|d.
8lq.
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3. The indirect costs of corruption (efficiency losseaste; and
damage to the environment, public health, education,
credibility and morale) are incalculable. Corruption both
undermines social stability (sparking tens of thousands of
protests each year), and contributes to China's environmental
degradationgeterioration of social services, and the rising cost
of health care, housing and education;

4. China's corruption also harms Western economic interests,
particularly foreign investors who risk environmental, human
rights, and financial liabilities, and musimpete against rivals
who engage in illegal practices to win business in China; and

5. The U.S. government should devote resources to tracking
reported cases of corruption in China, increase legal
cooperation with China (to prevent illegal immigration by
corrupt officials and money laundering), and insist on reforms
to China's lanenforcement practices and legal procedures
before tracking Chinese fugitives in the United States and
recovering assets they have loot&d.

"[Clorruption has not yet derailed Chis&conomic rise, sparked a
social revolution, or deterred Western investors. But it would be
foolish to conclude that the Chinese system has an infinite capacity to
absorb the mounting costs of corruption . . . Eventually, growth will
falter,O writes Minin Pei’®®

Writing in the New York Times, journalist David Barboza reports
"prominent corruption cases in China are often the outgrowth of power
struggles within the Communist Party, with competing factions using
the 'war on corruption' as a tool to eliraia or weaken rivals and their
corporate supporter§® Barboza continues, "[tJhis may help explain
one of the enduring contradictions of China's political and economic
system: the government regularly publicizes an astonishing number of
corruption casesyet little progress seems to be made in uprooting
corruption.®

For those desiring more on this topic, James Heffernan explores
some of the obligations, both legal and ethical, facing U.S.

382|d

383|d.

$4pavid Barboza,Politics Permeates AntCorruption Drive in China,N.Y.
TIMES (Sept. 3, 2009),
http://www.nytimes.com/2009/09/04/business/global/04corrupt.html?_r=2&hp=&pa
gewant.
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Corporations and the American attorneys representing them, when
faced by authoritarian regimes such as Chfffa.

K. Hong Kong Is Different

Over a decade has now past since Hong Kong returned to Chinese
sovereignty on July 1, 1997. Largely because of their different legal
and philosophical backgrounds, the developmentoofpany law in
Hong Kong is heavily influenced from its history as a colony of the
United Kingdom®’ Gu Minkang observes that the Companies
Ordinance, along with supplemental legislation, is a large, complex
statute that regulates companies in Hong Kdfig.Hong KongOs
company law, however, will not merge with the rest of ChinaOs law for

some time, even though it became part of China in 1997:

Under the policy of OOne Country, Two SystemsO, it

will be quite difficult to have a unified economic

system sharedybboth Hong Kong and the mainland;

this will not happen for at least 50 years. In this

situation, the governments on both sides will have to

operate with a limitation on administrative authority.

For example, companies of mainland China can be

listed on he Hong Kong Stock Exchanges. According

to Hong KongOs securities law, those companies should

be supervised by the Hong Kong authorities. However,

authorities in mainland China also have the power to

supervise them because they are registered in mainland

China®°

That being said, efforts have been made to achieve more

integration of Hong Kong and mainland China, even though changes
to Hong Kong law have been difficult to make due to its diverse
population and history?® The 2003 Ocloser economic partnershi
arrangementO effort and Omutual recognition of judgments in
commercial mattersO will likely result in more similar laws across all
of China®®*

%6 James Heffernan,An American in Beijing: An AttorneyOs Ethical
Considerations Abroad with a Client Doing Business with a Repressive Government
19GEO. J. LEGAL ETHICS 721 (2006).

%87 Gy, supranote 10, at 9.

%814, at 910.

8914, at 10.

3014, at 11.
314,
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VIIl. CONCLUSION

The economic expansion of the PRC seems without historical
precedent. It is truly remarkable thatkugrowth has been achieved
within a legal framework that is less than thirty years old. Domestic
securities markets have been crafted and capital formation
infrastructure has been achieved within a scant sevepezgmeriod.

The financial weHlbeing d the global economy seems to depend on
continued growth and manufacturing capacity of the PRC. China
lacks the Western tradition of using law (or outsiders) to resolve
conflicts.  Evolving from Confucianism, the traditional Chinese
culture places much m® emphasis on the nurturing and maintenance
of relationships, the vehicle in which Chinese business is conducted.

Shares of common stock in China do not represent the same
Oownership interestO or have the same designated rights as in the
United States. There is no history of protecting private property as we
know it, and the functions of true Ofree economic marksesQrities
or goods and services) have neither been understood nor embraced by
officials having a natural cultural instinct for governmental control of
economic enterprises. The four major objectives of the PRC
government appear to consist of: increasimgustrial productivity;
seeking foreign exchange; import substitution; and job creation
(perhaps the primary goal). Development of capital markets and an
efficient framework for capital formation should allow China to tap its
internal assets and the oesces needed from the rest of the world to
finance and fuel the PRCOs impressive economic growth.

However, norperforming loans may continue to comprise a large
percent of all banking assets in the PRC. Those engaged in corporate
governance either int@ha or other parts of the world (dealing with
Chinese commerce) are well advised to have a heightened sensitivity
to the risk introduced by a fragile Chinese banking system. Systems
for financial audit and control appear to suffer from cultural
consideréions different from Western concepts of good business
practice.

Because Chinese directors ultimatelyeport to the PRC
Governmentit may be argued that there is no statwhe independent
corporate governance practiced among Chinese corporations; rathe
Chinese corporations remain a political s of the state and shares
are the functional equivalent of baseball trading cards at this time.

The economic health and w4lking of the PRC and its Western
trading partners seem to be-dependent. Allinvolved have a
significant vested interest in making the necessary transaction
machinery work. With every passing year, increased commerce
should foster a greater awareness of the extent to which the future of
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individual members of the global economic community are linked.
The economic engine of increased trade brings the promise for
increased personal understanding and more probable peace among
nations.

However, with less than a decade’s experience attempting to deal
with complex questions of corporate law, as would be expected, the
PRC is highly challenged by the stresses associated with providing
adequate legal-system capacity, implementation of the New Company
Law, the hiring and training of adequate numbers of legal
professionals for implementation, and an adequate court system for
enforcement. Entrepreneurs and corporate directors from Western
countries are well advised to conduct their affairs with sensitivity to
the cultural and institutional stress resulting from hyper-economic
growth in the PRC.



