Using Western Law to Improve 

China’s SOEs: of Takeovers and Securities Fraud

I. Introduction


Since 1978, the Chinese Government has tried various means including the use of Western law to improve the inefficiency of the State owned enterprises (SOEs). Despite the efforts, the poor performance of SOEs at the aggregated level has persisted.
 What is less clear is the source of the poor performance. Peltzman posed the question: “If a privately owned firm is socialized, and nothing else happens, how will the ownership change alone affect the firm’s behavior”?
 The question is further complicated as Atkinson and Halvorsen have pointed out that government in industry is often associated with the suppression of competition, making it problematic as to whether public ownership per se or the suppression of competition is driving poor performance.
 Research in the property rights
 and agency costs
 tradition suggests that there will be performance differences between government and private ownership because of broad menu of monitoring devices associated with private ownership. Alchian states the underlying premise: “Behavior under public and private ownership is different because even with the same explicit organization goals, the costs-rewards system impinging upon the employees and the “owners” of the organization are different.


Kole and Mulherin found different results after studying a sample of nationalized enemy companies in which the US federal government held 35-100 percent of the outstanding common shares for between one and twenty three years during and following World War II.
 Their study indicates that the performance of the government-owned companies was not significantly different than that of private-sector firms in the same industry. Hence, the interim government custodianship of the firms in their case does not have the effects normally attributed to government ownership. Kole and Mulherin’s study has limitations, however. First, the firms in their sample were subject to interim custodianship by the US Government rather than full-fledged government ownership. Secondly, the firms in the sample were eventually reprivatized. Thirdly, Kole and Mulherin do not have enough degrees of freedom to calibrate the relative importance of the monitoring mechanisms such as competitive markets, monitoring shareholders, and external valuation faced by the government in their case.

Trebilcock has argued that, in addition to the lack of means to motivate or discipline agents in public organizations, public actors will pursue socially undesirable ends because of political self interest.


This article focuses, from an agency perspective, on the Chinese SOEs, which provide non-public goods or services. Through explaining the difficulties of establishing various market mechanisms by utilizing Western law to improve the inefficiency of the SOEs, the article argues that China cannot well achieve the goal of using Western law to improve the inefficiency of the SOEs unless the State withdraws or considerably reduces its ownership in the large number of State-owned listed companies. This article proceeds as follows. In examining the reform of SOEs since 1978, Section II provides a brief discussion of the political goal of controlling a large number of State-owned listed companies and presents empirical evidence of the structure of listed companies in the stock market. Section III examines the problems in establishing an efficient market of corporate control despite the transplantation of a Western type of takeover law. Section IV discusses the widespread of securities fraud in the issuing of shares in listed companies. While focusing on the difficulty of enforcing Western type of securities law to show the inefficiency in the public provision of goods or services, the article also raises doubts on Minow’s call for a public framework of accountability. If a public framework of accountability cannot be developed to deal with the abuse in SOEs, it is unlikely that such a framework will be very useful for private companies in market economies. While the contractual and market mechanisms which can be used to motivate or discipline agents in companies include the capital market, takeover market, product market, managerial market, shareholder monitoring, and creditors monitoring, this article only examines the takeover market and the capital market. The article concludes in Section V that the political goal of maintaining the control of large SOEs in China makes it difficult to establish efficient market mechanisms or legal means to motivate or discipline agents in China’s SOEs. The inefficient market or legal mechanisms adversely affect the performance of SOEs in China’s transitional economy. 
II. The Political Goals of Controlling the Large SOEs


China has been under the control of the Chinese Communist Party (CPC) ever since the establishment of the People’s Republic of China (PRC or China) in 1949. Under the leadership of the CPC, the Chinese economy from 1949 to 1978 was centrally directed under a very rigid system of state planning. Within this system, the State owned most of the productive resources, leaving a minor portion in the hands of enterprises (normally in collective ownership). The decision making power for macroeconomic activities of the State and major activities of enterprises were in the hands of the State. While the market still existed, since currency commodity relations
 remained, the basic means by which the various targets were realised were mandatory plans drawn up by the State hierarchy. As fiscal agents of the government, banks only played the role of implementing plans.
 Given that banks did not have to screen projects and monitor the use of funds after the fact, constraints on enterprises were quite soft.
 


The enterprises immediately responsible for production had to follow State orders in many activities, including finance, management, marketing, employment, wage policy and expansion and enjoyed hardly any independence. As the economic benefits of enterprises were not linked with their performance, enterprises with significant profits had no right to dispose of their profits while enterprises operating with heavy losses were subsidised by the State. The Ministry of Finance distributed all budgetary allocations and collected all enterprise surpluses through the People’s Bank of China. Economic information was transmitted vertically between the higher and lower levels in the administrative system in the form of instructions and reports.
Recognising the shortcomings of central planning almost exclusively based on public ownership of the means of production, China embarked on an economic reform programme in 1978. This economic reform began in rural areas where a contractual responsibility system was adopted. Except for some quotas on products such as rice, wheat, and oil seeds set by the State, farmers were able to determine the food to plant and were able to sell many agricultural products on the market. That system increased the role of the market as more agricultural products were traded on the market. Also as of 1978, urban enterprises were given more autonomy in managing their own affairs. They were allowed to retain part of their profits. Reform measures also included permission for private investment by both domestic investors and foreign investors, liberalisation of the economy through decentralisation, and establishment of market institutions.

While China has attracted worldwide attention for its economic reform and has achieved a very high rate of economic development, the CPC has maintained firm control of the reform process. To rule China, the CPC always sticks to the ideology of socialism. In the past, socialism was reflected by two key characteristics. One is planned economy and the other is public ownership of the means of production (productive resources). While the reform has got rid of the planned economy and has considerably reduced the number of SOEs in the economy, the CPC has always insisted on the control of the large SOEs. A brief review of the CPC documents will make that clear. While the Report of Jiang Zemin at the Fourteenth CPC National Congress in 1992 called for the establishment of a socialist market economy, it emphasized the dominant position of the system of State ownership in such a socialist market economy.
 The Speech of Jiang Zemin at the Fifth Plenary Session of the Fourteenth CPC National Congress on September 28, 1995 reemphasized the importance of the dominant position of State ownership in China’s socialist market economy with other elements of joint or private ownership.
 This position is still reflected in the most recent Speech of Jaing Zemin at the Sixteenth CPC National Congress
 and in the 1999 Constitution.
 This dominant position of State ownership through the control of some large State-owned listed company serves important ideological purposes and is vital to the survival of the CPC in China. Unlike China, the full scope of privatization of SOEs in other former Eastern European countries has lead to the collapse of the socialist regime in these countries. The following paragraphs will present some statistics of poor performance of the SOEs at the beginning of th 1990s and the structure of State ownership in most listed companies.
Although reform of State-owned enterprises started in 1978, performance of State-owned enterprises and banks remained poor in 1980s and at the beginning of 1990s. In 1987, losses incurred by State-owned, economically independent industrial enterprises amounted to 6.1 billion yuan.
 Losses increased to 34.8 billion yuan in 1990 and to 45.2 billion yuan in 1993.
 During the first four months of 1994, 50.1% of these enterprises were running at a loss.
 Although things improved slightly in the later half of that year, 34.4% of these State-owned enterprises were still running at a loss at the end of 1994.
 Overstocking of products, chain defaulting of loans, and poor management of funds have taken an increasingly heavier toll on the economic performance of enterprises. For instance, stockpiled products were valued at 412.4 billion yuan at the end of 1994.
 Most of these loans were used by medium to large-sized State-owned enterprises.
Despite the reform of the financial sector, performance of the banks remained poor at the beginning of the 1990s. Overdue payments and non-performing loans were high. While official reports indicate that overdue payments and non-performing loans accounted for 15% of all credit offered by banks in 1992,
 unofficial estimate show that overdue payments and non-performing loans were close to 40% of all outstanding loans.
 The continuation of the dominant means of financing State-owned enterprises by loans from State banks would generate political risks of bank insolvency if State-owned banks were not able to tighten the soft budget constraints of various loan users.
 

Soft budget constraints and the legal prohibition against banks from owning shares in non-financial companies require the use of alternative means of financing corporate activities. The stock market was a natural selection. It is argued that if the share system is adopted, worker-owners will have greater incentives to improve the enterprise they work.
 The reformers believe that stock market mechanisms are more efficient at rationalizing productive assets than the intermingling of government administration and enterprise management.
 Moreover, the creation of a stock market gives enterprises more financial responsibility since the worker-investors have to bear the cost of losses from the beginning.
 China’s company law and the stock market were, therefore, mainly designed to improve the performance of the inefficient SOEs.
 
Statistical evidence is consistent with the goal of controlling the large State-owned listed companies. A survey in May 1999 reveals that among the 862 listed companies on the two stock exchanges, State shares exist in 541 listed companies, accounting for 62.76%.
 Among the 541 listed companies, State shares account for 45% of the total issued shares in these companies.
 In 473 listed companies, the state shareholder has either absolute or relative control
 of the company, occupying 87.43% of the 541 listed companies.
 The State shares are mainly held by State asset administration bureaus, State investment companies or the parent companies of the State-owned listed companies.
 To be sure, the percentage of State ownership is much higher as State ownership may be held by legal persons of other non-controlling State-owned companies.
 In 70.79% of the 541 listed companies, State shares range from 30-80%.
 Different from the traded shares held by individuals at the two stock exchanges, State shares and legal person shares of State-owned enterprises are not traded on the stock exchanges. Another piece of statistics shows that traded shares owned by individual investors in most listed companies are only between 25-40%.
 The next two sections will explain how the political goal of controlling the large State-owned listed companies makes it difficult to establish an efficient takeover market and a primary stock market.
III. The Use of an English Style Takeover Law

The takeover market, or the market for corporate control, is sometimes claimed to be able to discipline inefficient managers if they seek excessive perquisites or are not responsible or fail to improve the allocation of productive resources by employing synergistic practices to realize economies of scale or scope, and thus increase the revenue of the company. For this purpose, China has transplanted an English style takeover law, hoping to allocate the productive resources in a more efficient way. The remaining part will explain whether the use of an English style takeover law will well achieve the above goal.
China’s early takeover transactions were regulated by the Tentative Regulations on the Administration of the Issuing and Trading of Shares (ITS).
 In the ITS, provisions on takeovers are very similar to the Hong Kong Code on Takeovers and Mergers,
 which was itself based on the London City Code on Takeovers and Mergers.
While there are only seven articles on takeovers in the ITS, the key provision is based on the London City Code.
 According to this provision, within 45 working days after any legal person’s (other than a promoter’s) direct or indirect holding of outstanding common shares in a listed company reaches 30% of such company’s total outstanding common shares, such legal person shall make an offer of takeover to all the shareholders of such company, offering to purchase their shares through cash payment.
  The more recent Securities Law slightly modifies this 30% threshold. Pursuant to the Securities Law, if an investor acquires 30 % of the shares of a listed company through a stock exchange and continues to purchase such shares, that investor shall make a takeover offer to all the shareholders of the listed company unless exempted by the securities regulatory authorities.
 If a takeover is made, the higher of the following two prices should be adopted as the offer price: i) the highest price paid by the offeror for the purchase of such shares during the 12 months preceding the issuance of the takeover offer; or ii) the average market price of such shares during the 30 working days preceding the issuance of the takeover offer.
 I will call this provision the mandatory purchase provision and further discuss it later.

A few other provisions are related to fair treatment of minority shareholders and are much easier to justify. For instance, all the conditions contained in a takeover offer shall apply to all the holders of the same types of common shares.
 If the total number of shares that the maker of a takeover offer prepares to buy is less than the total number of shares for which the offer is accepted, the offeror shall purchase shares from the offeree shareholders on a pro rata basis.
 In the event of a change in any of the main conditions of offer after a takeover offer has been issued, the offeror shall promptly notify all offerees.
 The notice may be made in the form of a press conference or newspaper announcement or by another means of dissemination. During the term of a takeover offer and for a period of 30 working days thereafter, the offeror may not purchase the shares in question on any conditions other than those set forth in the offer.
 

Still other provisions are related to disclosure and the facilitation of potential competing takeover offers. If a legal person holds, pursuant to the disclosure provision, directly or indirectly, more than 5% of the common shares of another listed company, a public announcement shall be made and a written report disclosing the fact shall be sent to the listed target company, the relevant stock exchange and the China Securities Regulatory Commission (CSRC) within three working days from the date of acquisition.
 In addition, any change of increase or decrease of the above acquired shares of such a legal person reaching 2 percent will again trigger the reporting duty. 
  The Securities Law has raised this 2% threshold to 5%.
 When this threshold is trigged, such a legal person shall not directly or indirectly buy or sell shares of the target company two working days from the date when it makes the announcement and submits the report and before the submission of the report.
 According to another provision for the purpose of facilitating takeover offers, the takeover offer period, calculated from the date of issuing the offer, shall not be less than 30 working days.
 Offerors shall not withdraw their takeover offer during the offer period.
 Furthermore, the offeree shareholders have the right to withdraw their acceptance during the offer period.
 As will be discussed later, the political goal of maintaining control over the large State-owned enterprises makes the disclosure provision and the provision for facilitating competing takeover offers irrelevant in the 1990s.

The mandatory purchase provision was adopted in the United Kingdom in 1968
 and later widely spread to many other countries or regions such as Australia, 
 Germany, Portugal, Italy, and Switzerland.
 The takeover law in the United States does not have such a provision. The rationale behind the provision is the equality of treatment of minority shareholders. If an acquiring company pays a premium to the majority, block or some shareholder(s) in a target when purchasing their shares, the acquiring company shall also be required to extend the same premium to the minority shareholders in the target company. An introductory provision in the London City Code reflects that policy concern. The provision stipulates that the Code is designed principally to ensure fair and equal treatment of all shareholders in relation to takeovers.
 This rationale, however, is based on an unrealistic assumption that whatever the law, the number of takeovers will not be reduced. While others
 also made a similar point, it is empirically difficult to verify this claim. To do so requires the collection of two sets of evidence at the same time in a same country. One set of evidence shows the number of takeovers under a regime with mandatory purchase provisions and the other set reveals the number of takeovers under a regime without mandatory purchase provisions. As at any particular time a country normally only has one set of rules, the goal of using empirical evidence to directly assess the mandatory purchase provision is impossible to achieve. Assessing the mandatory purchase provision at different times in the same country is affected by other factors. For instance, despite the adoption of the City Code in the United Kingdom in 1968, the larger number of takeovers in the 1970s and 1980s than that in the 1950s is affected by the factor that the economy in the United Kingdom in the 1950s and early 1960 was just started to recover from the World War II. Inter-country comparisons of the number of takeovers between the United States and the United Kingdom are affected by other factors. For instance, in the United States, the share-holding structure is far more widely dispersed. Limited evidence does indicate, however, that the small number of takeovers in the United States in the 1990s
 is possibly affected by the state anti-takeover law enacted in the 1980s.
 Similar to the mandatory purchase provision, the anti-takeover law in most states of the U.S. appears to increase the costs of takeovers.
Before proceeding to an evaluation of the mandatory purchase provision, it is necessary to discuss the motivations of acquiring companies in taking over target companies. The transfer of a controlling interest in a given company will take place in two types of situations. First, an acquiring company may believe that the target company in question can be managed in a more efficient manner and will thus generate more profit as the incumbent mangers are indulging in excessive perquisites or are not working hard.
 Second, the acquiring company may be able to employ synergistic practices to realize economies of scale or scope after the takeover to increase the profits.
 In both of the above cases, the transfer of control will be efficient at a price between the ceiling price of the present value of the future income stream generated by the acquiring company and the floor price of the present value of the future income stream of the firm as it is currently being operated by the target management. While abusing minority shareholders may occur in some takeovers, which can be safeguarded by the general corporate law on the protection of minority shareholders and on penalties being imposed on looters,
 empirical evidence to a large extent support the theories of disciplining inefficient managers and of synergy effects.
 

Despite the overwhelming evidence that target shareholders make abnormal investment returns in takeovers, the mandatory purchase provision mainly takes the ex post view that the gains,
 once a takeover takes place, from takeovers should be shared equally by all the shareholders in the target. I will evaluate this mandatory purchase provision by using both the autonomy value and the welfare value. Neither criterion can justify this premium sharing provision. On a Nozickian rights-based approach, a distinction is made between threats and offers.
 Threats reduce the possibilities open to the recipient of an offer whereas offers expand them. From that perspective, takeovers would seem properly to be viewed as offer rather than as threat to minority shareholders in the target company when the assets under the incumbent management are not efficiently utilized. The possibility of having a new management team indicates that takeovers increase target shareholders’ possibilities relative to their position prior to their interaction with the acquirer. Even the threat of takeovers disciplines managers in a potential target company.

Despite the conclusion that takeover transactions enlarge shareholders’ contractual possibilities and despite the overwhelming empirical evidence that shareholders of target companies receive abnormal returns resulting from takeover transactions, an enormous body of academic writing has focused on the problem of coercion in takeovers, particularly in partial bids.
 Coffee notes that demonstrated examples of coercion remain as rare as confirmed sightings of the Loch Ness monster.
 The ex ante Nozickian rights-based approach provides hardly any justification for the mandatory purchase provision. If takeovers enlarge the opportunities of the target shareholders as they are considered as offers rather than threats, mandatory purchase provisions cannot be justified. Even from the perspective of the remaining target shareholders, mandatory purchase provisions may reduce their contractual opportunities as the heavy burden of the provision on the acquirer could result in few takeovers ex ante. Ex post, mandatory purchase provisions may be viewed as offers to particular offeree shareholders in the target as they can choose either to sell their shares to the acquirer with the premium or to remain in the target and expect the improvement of the target by the acquirer. Mandatory purchase provisions, however, are certainly threats to the shareholders in the acquiring company. If takeovers through control transactions do not create third party effects of coercion on the remaining shareholders in the target, it is not clear why the freedom of contract between the acquirer and part of the shareholders in the target should be restrained at the expenses of the minority shareholders in the acquiring company by a mandatory purchase obligation. 

It is often argued that the absence of the rule would permit the acquirer to put pressure on those to whom private or market offers are made to purchase shares which will give the acquirer control.
 The following statement describes: “I offer you an attractive price for your shares. If you do not accept it now, you may lose the benefit of the offer and, in addition, find that your shares have declined in value because I will be prepared to make only a lower offer (or not at all) once I have obtained control of the company.
 In a jurisdiction where two-tier bids are outlawed and assuming takeover transactions are efficient in most cases, it is not clear why the share price will decline significantly. In other words, the above statement is purely arbitrary. Further, the pressure generated by takeover offers can be dealt with by the requirement of independent advice to shareholders and provisions on minimum offer period and shareholders withdrawal rights to facilitate takeover auctions. 
It is also argued that permitting the acquisition of control over the whole of the company’s assets by purchasing only a proportion of the company’s shares would encourage transfers of control to those likely to exploit the private benefits of corporate control rather than make the most efficient use of the corporate assets.
 The above statement is neither supported by empirical evidence nor consistent with corporate law. I have already provided empirical evidence that most takeovers are efficient enhancing. Further, corporate law never prohibits the holding of control of corporate assets by having a controlling proportion of shares. Therefore, the mandatory purchase provision cannot be supported on this ground. For instance, after any possible going private transaction following the mandatory purchase, the target is still entitled to go public again. Any abuse of the rights of minority shareholders can be protected by the general corporate law. Obviously, the mandatory purchase provision cannot permanently ensure that shareholders in the target are not abused.  

The autonomy value provides little support for the mandatory purchase provision. Welfare value would also object to the mandatory purchase provision. Mandatory purchase provisions increase the cost of acquiring the control of target companies. The harmful effects of the mandatory purchase provision are obvious. In the first place, mandatory purchase provisions may reduce the number of offers by making targets more expensive to acquire. According to the economic law of demand, the higher the price, the lower the demand from purchasers. Lower demand in the context of takeovers means fewer takeovers, hence, possibly a smaller pie for society. Secondly, the philosophy of sharing the gains from takeover transactions contained in the mandatory purchase provision reduces the return of investment on the part of the acquirer. The inability of acquirers to appropriate the full value of their investment will lead them to undertake too few takeovers. This is the classic public good problem.
 The proper management of an inefficient target company is a public good to all the shareholders of the target. Grossman and Hart have pointed out that there are significant costs in ensuring that directors/managers act in the interest of the shareholders.
 If one shareholder (acquirer) devotes resources to improving management, then all the shareholders benefit.
 The mandatory purchase provision exacerbates the externality problem by allowing the remaining shareholders of the target company to share equal gains from takeovers. This severe externality problem indicates that it cannot be assumed that a company which is not being run in the interests of shareholders will always be vulnerable to a takeover bid. The declining number of takeovers in the 1990s in the United States after the adoption of anti-takeover legislation in most of the states warrants public attention. An antidote of this externality problem is to exclude the remaining shareholders in the target from sharing equal gains
 resulting from takeovers ex post, hence, an argument for abolishing the mandatory purchase provision at least at the low threshold of 30% or to allow them to share the premium at a discount of the control transfer premium. 
The support of either a higher threshold of mandatory takeover offers or the sharing of a low premium in takeover offers can be found in the takeover laws of many countries. The Swiss law permits shareholders, by provisions in the company’s constitution, to raise the triggering percentage from one third to up to 49 per cent or to display the obligation entirely.
 Article 187(4) of the Portuguese Securities Code also permits the constitutions of unlisted companies to raise the mandatory bid threshold to 50 per cent.
 Austrian law sets the takeover price at the higher of the average market price of the securities in the preceding six months and 85 per cent of the highest price paid by the acquirer for the shares in the previous 12 months.
 Swiss law goes even further by requiring only that the offer be at not less than the higher of the market price when the bid is made or 75 per cent of the highest price paid for the shares by the acquirer over the previous 12 months.

To understand how the imported takeover law adjusts to China’s local conditions, we need to understand the ownership structure of the listed companies on the two stock exchanges. As discussed previously in Section II, the development of China’s corporate law and the establishment of the stock market at the beginning of the 1990s were closely related to the reform of the State-owned enterprises. 
The structure of shareholding in most listed Chinese companies examined in Section II makes it impossible for an acquiring company to accumulate control through buying shares on any stock exchange. So far, there has been no successful acquisition of control of a listed company by purchasing shares on the stock market. To acquire sufficient percentage of shares in a target listed company, instead, requires the purchase of part of the non-traded shares owned by the State or other companies. This makes the negotiated takeover the preferred method of takeovers in China. Under this method, an acquiring company negotiates with a majority or block shareholder and enters into a share transfer agreement with that shareholder in the target listed company. 

Negotiated takeovers in China, however, have to overcome some procedural and legal hurdles. On the procedural side, acquiring State shares or legal person shares of State-owned enterprises requires approval by the relevant authority. Article 29 of the Provisional Measures on the Administration of State-owned Shares of Joint Stock Companies provides that the transfer of State-owned shares need the approval of the State Asset Administration Commission and the provincial government.
 Transferring more than 30% of the State-owned shares in a listed company requires the joint approval of the State Asset Administration Commission and the State Economic Restructuring Commission.
 The approval procedure is consistent with the goal of the Government to maintain control of the large State-owned enterprises on the stock market.

In addition to overcoming this procedural hurdle, negotiated takeovers have to comply with the requirement of the mandatory purchase provision, which is central to the London City Code. The cost of following such a mandatory purchase provision is well recognized by regulators in China.
 The practice of dealing with negotiated takeovers and the adjustment of the English style takeover law to the Chinese takeover market reflect the concern that strictly following the mandatory purchase provision is inefficient.

The first negotiated takeover took place in 1994 under the early takeover regime. Hengtong Investment Ltd (Hengtong) was incorporated in Zuhai in 1981.
  Focusing on real estate development, Hengtong has also developed into areas of shipping, communications, textile and electronic products. To market its electricity meters in Shanghai, Hengtong planned to acquire a property development company in Shanghai. Search efforts revealed that Shanghai Lingguang Ltd (Lingguang), which produces glass and electronic components, is a suitable target. Lingguang issued 33.8 million shares in total. Among all the issued shares, Shanghai Construction Ltd held 55.26% of the shares on behalf of the State while individual investors and legal person investors accounted for 32.55% and 11.89% of the shares respectively. Shortly before the transfer of control, the price of the shares of Lingguang was trading around 13 yuan per share on the secondary market. Hengtong’s motivations of acquiring a controlling block of the shares of Lingguang were two folds: i) mainly to rely on Shanghai Construction Ltd’s connection with the property market in Shanghai, and ii) partly to take advantage of Lingguang’s technology. The deal was encouraging news to Lingguang and Shanghai Construction Ltd based on the information available then as Lingguang was short of funds to carry out ambitious development projects. An agreement was reached among Hengtong, Shanghai Construction Ltd, and Lingguang to transfer 35.5% of the shares held by Shanghai Construction Ltd to Hengtong at the price of 4.3 yuan on April 28, 1994. Transferring more than 30% of the shares of a target, however, triggers the mandatory purchase provision. To avoid the high cost of mandatorily purchasing the rest shares of Lingguang, Hengtong applied to China Securities Regulatory Commission (CSRC) for an exemption from the mandatory purchase requirement. The CSRC granted its permission mainly on the ground that the transferred shares are the non-trading State-owned shares.

The Hengtong case raises a number of questions. Could the CSRC approve the transfer price of 4.3 yuan when the shares held by individuals and traded on the secondary stock market were around 13 yuan? Is the significant discount of control shareholding able to ensure that the productive resources of the target would move towards a more efficient purchaser? Another question is the legal ground that the CSRC gave the exemption from the mandatory purchase obligation when the ITS contains no legal provision, which confers the discretion to the CSRC. The lack of legal provision of course did not constrain the CSRC when the rule of law is not deeply entrenched in China. Finally, should China follow the U.S. approach by exempting transfer of control through agreement under the need of protection test
 if it is well recognized that the cost of following the English mandatory purchase provision is too high?

Later development of the takeover law partially addressed the issues arose from Hengtong. The Securities Law
 modifies the mandatory purchase provision and deliberately gives the CSRC the discretion to exempt acquirers from following the mandatory purchase requirement if they acquire shares through any stock exchange.
 The modified mandatory purchase provision now provides that if an investor holds 30% of the issued shares of a listed company and continues to buy such shares through a stock exchange, the investor shall make a takeover offer to all the shareholders of the target listed company.
 The Securities Law seems to make a difference with respect to negotiated takeovers. Article 89 of the Securities Law stipulates:


In the case of takeover by agreement, the acquirer may execute the equity transfer by entering into an agreement with shareholders of the target company as prescribed in laws and administrative regulations.


When a listed company is taken over by agreement, the acquirer must, within three days after the agreement is reached, submit a written report on the takeover agreement to the State Council’s securities regulatory authority and the stock exchange, and make an announcement.

The above article seems to be based on the need of protection test in U. S. securities regulation on the ground that selling shares by sophisticated investors does not need the protection of law.
 It is relatively clear that the article does not expressly compel the acquirer to make an offer to all the shareholders in a negotiated takeover. Nor does the article require the acquirer to obtain approval from the CSRC for such a negotiated takeover except for the compliance of the reporting and announcement requirement. The article seems to recognize the high cost of the mandatory purchase provision and the need of a corporate control market to improve the inefficient State-owned listed companies. This article, however, has not been used in that way. The CSRC’s position is that, whatever the method of acquiring control, the mandatory purchase provision must be complied with unless it granted the acquirer an exemption. This position is consistent with the practice of negotiated takeovers in China. By the end of 2000, all the 121 negotiated takeovers had followed the pattern of Hengtong in that an exemption is obtained from the CSRC.


As discussed previously, most of China’s State-owned enterprises on the stock market are not very efficient. A study has found that there is a negative correlation between firm performance and the percentage of State-owned shares.
 Empirical evidence in another study also suggests that takeovers in China are largely efficient compared with the status of many companies before the takeover although the market could be more efficient if ideological issues are properly dealt with.

The inefficiency of the State-owned listed companies and the need of an active takeover market to facilitate the reallocation of productive resources requires that China should modify the English style takeover law in the Chinese takeover environment. This objective has led the CSRC to reconsider its position on negotiated takeovers. In 2002, the CSRC issued the Procedures on the Administration of the Takeover of Listed Companies (Takeover Procedures).
 While the Takeover Procedures reaffirm the position of the CSRC that, whatever the method of acquiring more than 30% of the shares in a target listed company, the mandatory purchase requirement must be complied with unless exemption from the CSRC is obtained, 
 the Takeover Procedures have provided numerous ground upon which the CSRC is prepared to grant an exemption. 

Among the exceptions, some are related to debt restructuring and insolvency reorganization. For instance, an exemption will be given if the transfer of shares is applied for on the basis of a court ruling and results in the percentage of shares held or controlled by the purchaser exceeding 30% of the listed company’s issued shares.
 An exemption will also be provided if a bank engaging in the normal business has acquired more than 30% of the issued shares of a listed company but the bank has no intention or taken no action to actually control such a listed company and has made arrangements to transfer the excess shares to non-affiliated parties.
 The exemption on insolvency is provided to an acquirer which is taking over a listed company in financial distress in order to rescue it and has proposed a feasible restructuring plan.
 

Other exceptions are based on the ground that no shareholder in a target listed company has received any takeover premium. For example, when an acquirer accumulated more than 30% of the shares of a listed company resulting from the company’s issuing new shares.
 Another exception is if the acquisition of more than 30% of the issued shares of a listed company is caused by the reduction of the capital of the company.
 

In the past, the CSRC frequently gives exemptions if the administrative transfer of State-owned shares has caused the transferee to hold or control more than 30% of the issued shares of a listed company. This exemption is still kept.
 Finally, the Takeover Procedures have added a catch all provision, giving the CSRC the discretion to exempt the mandatory purchase provision if the CSRC considers it necessary to meet the needs of the development and changes of the securities market and the need to protect the legitimate rights and interests of investors.
 The transfer of control through administrative means as practiced in the past has made the mandatory purchase provision largely irrelevant. If the catch all provision is also liberally used, the mandatory purchase provision will also be made partly irrelevant. 

The discussion of the adjustment of the English style mandatory purchase provision clearly shows that application of the provision in China is path dependent. The political goal of maintaining control of the State-owned listed companies has completely changed the rationale of using such a provision. The past socialist system of public ownership of the means of production created interested parties which controlled both the political and economic resources. These interested parties will try to protect their vested rights and interests. An easier way of continuing their control is to maintain the control of the large State-owned listed companies to serve ideological purposes. The insistence of this political goal requires a different way of using the law of takeovers. I echo the view of Art and Gu that China’s developing securities market can be properly understood only in the context of its underlying motivation, by carefully avoiding the mistake of assuming that adoption of western-style structures and laws implies movement toward western goals.

If we take the ex ante efficiency view discussed previously, the adjustment of the imported takeover law is very positive in the sense of achieving the primary goal of improving the large number of inefficiently run State-owned listed companies. Another positive use of the English style takeover law is the adoption of the position of non-frustration on the part of the directors in a target listed company when facing a takeover offer.
 Article 33 of the Takeover Procedures provides that the decisions made and measures taken by the directors, supervisors and senior management of the target company with respect to the takeover offer made by an acquirer may not prejudice the legitimate rights and interests of the company or its shareholders. More specifically, the said article prohibits the adoption of measures of issuing new shares or convertible bonds, the repurchase of its own shares, the amendment of articles of association, and the signing of contracts, which could have a major effect on the company’s assets, liabilities, rights, interests or business outcome except in the ordinary course of business, after an acquirer has announced its takeover intention.

In the United States, whether the board of directors or the shareholders should be given the ultimate power to decide whether the corporation should be sold to a bidder that offers to buy all the corporation’s shares at a substantial premium above the current stock market price is very controversial. Easterbrook and Fischel argue that the management should remain completely passive in the face of a takeover bid.
 Their argument is based on the assumption that most takeovers are efficient in that they discipline incumbent managers in the target. When incumbent managers are facing a takeover bid which tends to remove them, it is unlikely that their action of defeating the takeover will be for the best interest of the corporation.
 Bebchuk argues that, once mechanisms to ensure undistorted shareholder choice are in place, boards should not be permitted to block offers beyond the period necessary for putting together alternatives for shareholder consideration.
 In contrast, Lipton argues against a regime of shareholders voting and no board veto.
 According to Lipton, there are significant costs to corporations in being managed as if they were constantly for sale.

The Delaware General Corporation Law (DGCL) takes a middle ground. The DGCL gives the board of directors a central role in corporate decision-making,
 but it also requires stockholder assent for many fundamental transactions.
 The DGCL is, however, silent on the most contentious question in the debate: in what circumstances, and to what extent, are directors empowered to prevent shareholders from accepting a tender offer? The Delaware judicial view also follows a middle ground. While in principle Delaware case law holds that the purpose of the corporation is to maximize the wealth of its stockholders,
 Delaware decisions also give directors substantial authority to deploy the powerful weapon of a poison pill
 and to block takeover offers that appear to be in the best interests of the current array of stockholders.
 The Delaware courts, however, have subjected defensive measures to a heightened form of judicial review under which directors must prove the reasonableness and good faith of their actions.
 The result is a regime in which directors are given substantial authority to forge corporate strategies while leaving room for stockholders to vote down management preferred directors and to use the election process to avail themselves of a tender offer.

The adoption of the English style mandatory purchase provision at the beginning of 1990s has educated regulators in China relatively well on other parts of the London City Code. When the CSRC issued the Takeover Procedures in 2002, it again chose the English position of non-frustration over the Delaware type of takeover law on the proper role of the target board when the target is facing a takeover offer. The choice is largely satisfactory in the context of China. There are at least two reasons. First, Delaware law is very complicated. At this stage, regulators and judges in China are still not sophisticated in takeover law. To expect them to administer the Delaware type of takeover law when even the judges in other parts of the U.S. are not able to do well is likely to be counterproductive. Second, directors in the U.S. are subject to greater constraints by very strict fiduciary duties, derivative suits and various market mechanisms which are not available in China.

While the adoption of the English style takeover law and the adjustment of the law in China are in the right direction, negotiated takeover transactions have a serious defect. As discussed previously, only shares held by individuals in listed companies are traded on the two stock exchanges. State shares and legal person shares of State-owned enterprises are not traded on the stock exchanges. This raises the issue of pricing the control block of State-owned shares. In the Hengtong case, the control block was priced at 4.3 yuan per share when the shares traded at the stock exchange were around 13 yuan per share.
 The Opinions Concerning the Exercise of State-owned Shares in Joint Stock Companies
 dictate that the lowest transfer price of State-owned shares is the net asset value per share.
 In Hengtong and all the other cases before 2004 when the control block of State-owned shares was transferred, the price of the shares of the block was several times lower than the price of the shares traded on the stock market. In a few cases, even the requirement of the lowest transfer price of net asset value per share is not followed.
 The practice of negotiated takeovers in China also indicates why the mandatory purchase provision, which is central to the London City Code, is not followed in China. The mandatory purchase provision is based on the premise that the acquirer has to extend the same premium to all other shareholders if it buys shares at a price higher than the market price from the majority, block or some shareholders, who are more likely to get the benefits because of their position. This ensures the equality of treatment of all shareholders in the target. In China, when the control block is priced at a much lower price than the market price of other shares traded on the stock market, the mandatory purchase provision lost its rationale. Obviously, the CSRC and the Government are more interested in the facilitation of the reallocation of the productive resources of State-owned listed companies. The interest of the minority shareholders is to a large extent ignored. This again leads to the conclusion that the political goal of maintaining the control of State-owned listed companies has made the imported law considerably irrelevant. While not following the mandatory purchase provision can be justified on efficiency ground, cheap transfer of control block in China left minority shareholders with no adequate protection. 

In the United States and United Kingdom, the concern of takeover law is to ensure the minority shareholders a premium over the market price if the acquirer gains control by offering the outgoing shareholder(s) in the target a price higher than the market price. Because of the benefits of control, the price of control block is normally higher than the price of the shares of a target on the secondary market. The higher price of control block is a basic market mechanism to protect the minority shareholders in that only those who are able to manage the target better can obtain the control given the constraints. There might be mistakes in prediction or judgment on the part of the acquirer and the effect of takeover may be disastrous. The market in the long run will correct the mistake. The cheap transfer of control in China, however, is not able to ensure that acquirers are necessarily better than the existing management in targets.  Furthermore, the discount of share price of the control block creates serious risks of exploitation of minority shareholders. Recently, the State Asset Administration Commission and the Ministry of Finance jointly issued the Provisional Measures on the Administration of the Transfer of State-owned Shares in January 2004 (Provisional Measures).
 The Provisional Measures now permit but do not compel the use of auctions or biddings in takeovers in addition to negotiated takeovers. Similar to other administrative rules, however, this Provisional Measures are more interested in ensuring that the State-owned assets are not depleted in low price transfer of control to private enterprises rather than liberalizing the control of SOEs. 

While auctions and biddings in takeovers will alleviate the problem of cheap transfer of control in listed companies in China, the move towards an efficient takeover market requires a radical reform of large scale exit of State-owned enterprises in many sectors of the economy. State-owned enterprises are unlikely to be efficient. As Trebilcock has persuasively argued that there are not adequate means to motivate the agents in State-owned enterprises and there are not adequate means to discipline such agents in State-owned companies compared with the means available to private-sector firms.
 If the governments are not pursuing the political goal of maintaining the control of the large listed companies, it is more likely to have a competitive takeover market where private-sector companies are able to join the competition of acquiring control of some large State owned listed companies. The involvement of private-sector companies will significantly increase opportunities for takeovers of inefficiently run State-owned listed companies. The recent case of bidding the control of Harbin Brewery by two foreign transnational companies on China’s takeover market provides a very good example.
 In that case, not only the price of takeover is 50 times the earnings of Harbin Brewery in 2003 but also the competing bidders are making a takeover bid for 100 % of the shares in the target company. It must be acknowledged that this is a very exceptional case. Only when the governments are serious in thinking exit from most listed companies will the regulators pay more attention to the protection of rights and interests of the minority shareholders in listed companies in China. To realize the goal of achieving efficiency through corporate law in general and takeover law in particular, the Chinese Government must abandon the concept of controlling the State-owned listed companies for the purpose of political control. Only then can the law of takeover fully realize its efficiency goal of disciplining inefficient managers and realizing synergy gains. Currently, the use of an English takeover law does not well achieve the goal of improving the inefficiency of SOEs.
IV. Weak Enforcement of the Law on Securities Fraud


In a market economy, private companies compete for scarce financial resources. They obtain capital either through retained earnings or from the capital markets through new equity or debt investment. In a relatively efficient capital market, the cost of capital formation is lower for companies with strong corporate governance than for companies with weak corporate governance. Competitive discipline requires a company not to waste resources; if it does, retained earnings will disappear and new investment will not be forthcoming. Efficient capital market not only requires law to deal with abuse but also the threat of using the law must be credible.


In contrast, State-owned enterprises do not face a “hard” budget constraint.
 Rather, governments have access to capital through their taxation powers and may use those monies to fund operations, even if those operations would not survive in the private setting.
 Megginson and Netter have pointed out that the risk of using the taxation powers is present when governments supply goods and services directly or through the vehicle of SOEs.
 The lack of discipline upon the SOEs in the capital market is another reason why SOEs are far less motivated and efficient than private companies.

As discussed in Section II, China’s stock market was mainly designed at the beginning of 1990s to solve the inefficiency of SOEs. That is why the State owned listed companies dominate the two stock exchanges.
 This section will explain that the privilege China’s SOEs enjoyed in using the stock market is another form of soft budget constraint. So long as SOEs do not have to compete with other private-sector or foreign companies for capital on the stock market, it is unlikely that they will have the same motivation to maximize profits. When the stock market is also used to achieve the political goal that the governments will maintain the control of the large SOEs in many sectors of the economy, it is unlikely that Western type of securities regulation will be strictly enforced. The section will also explain that if a public framework of accountability cannot be developed to deal with abuses in State-owned companies, it is doubtful whether such a system can be developed in a cost effective way to curb abuses in private-sector companies on the market. 
A. Cases of Securities Fraud

Chengdu Hong Guang Industrial Ltd (Hong Guang)


In 1996, Hong Guang applied to China Securities Regulatory Commission (CSRC) for listing its shares.
 Despite the fact that the company suffered a loss of Rmb 103 million yuan, the company claimed that it had a profit of Rmb 54 million. Falsification of profit record also occurred in 1997 and 1998 after its shares were listed. In addition to covering the huge losses it suffered, Hong Guang used 34.3% of the capital raised (Rmb 140 million) to buy and sell shares on the stock market by itself and through a securities company. As speculative trading by state owned enterprises and listed companies were prohibited,
 the speculative trading of shares was carried out through the opening of 228 individual trading accounts. As a matter of fact, Hong Gunag only used 16.5% of the capital for the projects described in the prospectus. Most of the capital raised was actually used by the company to pay its debts to banks both at home and abroad. After investigation, the CSRC confiscated the illegal trading profits of Rmb 4.5 million derived from speculative trading, imposed an administrative fine of Rmb 1 million, and permanently prohibited the chairman of the board of directors, the general manager, and the deputy financial officer from assuming senior officer positions in listed companies or securities institutions. Subsequently, the Intermediate People’s Court of Chengdu sentenced these three people for a jail term of three years or less.
 While this was the first case that criminal liability was imposed on responsible persons in listed companies, the court refused to hold a trial for the claim of civil liability. Even through the fraud would be a clear case of tort of deceit in well developed common law jurisdictions and civil liability can also be grounded on Article 77 of the Provisional Regulation on the Administration of Issuing and Trading of Shares
 and Article 63 of the Securities Law,
 the Court justified its decision on the ground that the loss suffered by investors was not necessarily caused by the fraud.
 It is not clear whether criminal liability would have been imposed had the responsible persons not used the raised money for speculative trading (a purely personal act compared with the raising of funds for the company).
Energy 28


Energy 28
 falsely claimed to have a profit of Rmb 16 million yuan at the time of application for listing its shares and a total profit of Rmb 211 million during the three years thereafter. Furthermore, the company changed the use of funds as specified in the prospectus in 1996 and in the documents for additional issue of shares in 1997. The CSRC imposed an administrative fine of Rmb 1 million on the company; Rmb 50,000 upon the chairman of the board of directors, and Rmb 30,000 upon three other directors. There was neither criminal proceeding nor civil lawsuits instituted in this case.

Sanjiu Medical and Pharmaceutical Co. Ltd (Sanjiu)


During an investigation conducted by the CSRC in June 2001, the CSRC discovered that the controlling shareholder of Sanjiu improperly used a total of Rmb 2.5 billion yuan of the funds of Sanjiu, accounting for 96% of the net assets of Sanjiu.
 The board of directors and the supervisory board of Sanjiu did not support the use of such a large amount of funds of the listing company by the controlling shareholder for a connected transaction. Except for a public criticism by the CSRC, no shareholders’ action was taken against the controlling shareholder in this case. Lack of clear provisions on derivative actions by shareholders makes it very difficult for individual shareholders to sue the wrong doers, who violate provisions either in the Company Law or in the Articles of Association of Listed Companies.
 Improper use of funds by listed companies also occurred in Hubei Meierya Co Ltd (Meierya).
 In that case, the controlling shareholder improperly used the amount of Rmb 368 million belonging to Meierya, accounting for 41% of the net assets of Meierya. It does not appear from the report that either the board of directors of the Meierya or the shareholders of Meierya authorized the use of fund.


These cases in China provide strong evidence that managers are not working for the best interest of the residual claimants. They cheated investors’ money at the time of listing by falsifying a profit record (the case of Hong Guang). The strategy of using a false profit record is also adopted for the purpose of subsequent distribution of shares after the company has become a listed company (the case of Energy 28). The controlling shareholders’ abuse of the fund of the listing company in the case of Sanjiu and Meierya shows the lack of consideration on the part of controlling shareholders for the interest of the minority shareholders. A Chinese way of vividly describing the cheating of capital suppliers by the insiders (managers and controlling shareholders) is “quanqian” (circling money). 

The Chinese Government has tried to get rid of the problem of soft budget constraint in that the State owned banks cannot tighten the credit provided to SOEs. This has created problems for those SOEs which are not well managed. The use of the stock market is expected to provide the necessary funds so that some symbolic large State-owned listed companies can survive while subjecting them to some stock market disciplines. From an agency perspective, when managers and directors in SOEs are not motivated to pursue the clear goal of profit maximization and not subject to hard budget constraint if their companies are not inefficiently run, their will seek personal gains. The above cases have provided good examples. The cases also reveal another important point that the political goal of maintaining some symbolic large listed SOEs requires the continuous supply of capital. If the past problem was that State owned banks could not tighten the credit on inefficient SOEs, the current problem is that the governments cannot tighten the supply of capital on the stock market. If capital markets cannot penalize inefficient SOEs because of political concerns, it is unlikely that corporate law and securities regulation including civil remedies will be strictly enforced. The evidence that the courts are more willing to impose criminal penalties on higher level managers in Stat-owned listed companies than civil compensation provides some support of my argument. I will canvass this issue further in the next part. 

B. Weak Enforcement of Securities Regulation

Since the establishment of the Shanghai Stock Exchange in 1990 and the Shenzhen Stock Exchange in 1991,
 the stock market in China has developed relatively quickly. By the end of 2000, there had been 1,211 corporations listed domestically and internationally.
 In December 2000, 30% of the capital of corporations was raised on the stock market as compared with the 10% figure in 1993.
 The capitalization of the stock market is 57% of the gross domestic products.
 This is very puzzling considering the weak protection of minority shareholders. The high saving rate and lack of alternative investment channels explain why the stock market in China can develop quickly when investors are frequently cheated. Measured by the criterion whether corporations assure a reasonable return to the suppliers of capital, the corporate governance system in China requires considerable improvements.

The weak protection of minority shareholders is caused be several factors. In the first place, criminal prosecution is rarely instituted for misrepresentation cases. Although the Company Law
and the Provisional Regulation on the Issuance and Trading of Shares (ITS)
 do not contain clear provisions on criminal liability for misstatements in disclosure documents, the Decision on the Punishment of Crimes in Violation of the Company Law (Decision)
 provides that if a company issues shares or corporate bonds with a falsified prospectus, subscription forms, or corporate bond distribution documents, thereby raises huge amount of capital and causes serious consequences or other serious events, the persons directly responsible shall be sentenced for a term of less than five years and/or subject to a criminal penalty of 5% of the amount raised.
 A similar provision was subsequently incorporated into the 1997 Criminal Act.
 Despite such a clear provision and numerous cases of misrepresentation, the first case where criminal liability was imposed on three directors occurred only in 2000.
 

Second, the civil liability regime is not only poorly framed but also weak in enforcement. Compared with relatively clear provisions on criminal liability, there are only a few major provisions on civil liability. Article 77 of the ITS stipulates that anyone who violates the ITS and causes losses to others shall bear civil liability according to law.
 Since four types of misconduct, covering misrepresentation, insider trading, market manipulation, and fraud committed by securities intermediaries against customers are regulated by the ITS, it is very difficult for judges who are not sophisticated and do not have law-making power to apply such a vague provision to deal with civil liabilities when capital users or intermediaries deliberately or negligently mislead investors through disclosure documents. Because of this reason, Article 77 of the ITS has not been used to hold any defendant civilly liable for misrepresentation. The Securities Law
 provides in Article 63 that if the prospectus, documents of offer of corporate bonds, financial or accounting reports, listing documents, annual reports, mid-term reports or ad hoc reports distributed by the issuer or distributing securities company contain a falsehood, misleading statement or major omission and thereby causes investors to sustain losses in the course of securities trading, the issuer or distributing securities company shall be liable for damages and the responsible directors, supervisors and/or the managers of the issuer or distributing securities company shall be jointly and severely liable for damages. While Article 63 catches issuing companies and underwriters both for negligent statements and fraudulent statements made in these relevant disclosure documents, Article 202 provides the ground for civil liabilities in connection with fraudulent misstatements produced by intermediaries. Article 202 provides, among other things, that if a professional organization that issues documents such as audit reports, asset valuation reports or legal opinions for the issuance of or listing of securities or securities trading activities provides false certification and causes losses to investors, the professional organization shall bear liability.
  The article further stipulates that if the fraud results in losses to investors, the intermediary shall bear joint liability. There are at least two problems with Article 202. First, fraudulent misrepresentation is difficult to prove in practice. A better approach is to add negligent misrepresentation as a ground for holding the intermediaries civilly liable. Second, there is no need to always hold the intermediaries jointly liable for damages as provided at the end of the article. They should also be independently liable to pay civil damages for their own negligence, particularly when the issuer has no fault. Leaving aside the problems in Article 202, civil liabilities for negligent misrepresentation provided in Article 63 are relatively clear. By the end of 2002, however, there had not been a single case where an issuer had borne civil liability despite the large number of cases of negligent or fraudulent misrepresentation.

In the “Hong Guang case discussed previously, the First Intermediate People’s Court of Chengdu in the Province of Sichuan sentenced several directors to three years’ imprisonment or other criminal penalties.
 Investors in that case also instituted civil actions, claiming for damages on the ground of misrepresentation. The first person brought a lawsuit is Jiang.
  The District People’s Court of Pudong, however, did not accept his case, explaining that the case did not fall within the scope of acceptance.
 Civil lawsuits were also instituted in several courts in a similar case of “Yin Guang Xia.”
 Whereas many courts refused to accept cases of misrepresentation, a court in Wuxi originally planned to entertain a similar lawsuit.
 Shortly after the acceptance of the case by the court in Wuxi, the Supreme People’s Court instructed all courts not to accept civil cases related to securities fraud, insider trading and market manipulation.
 Upon receiving the Notice, the Wuxi Court suspended the treatment of the case. The Notice of the Supreme People’s Court had invited a great deal of criticism.
 Four months later, the Supreme People’s Court circulated another notice to the lower courts, instructing them to accept civil suits related to misrepresentation in disclosure documents.
 In this subsequent Notice, the Supreme People’s Court conditioned the acceptance of civil lawsuits upon investigation and punishment of the wrong doer by the CSRC.
 Further, the Supreme People’s Court states that no class action, which contains in the 1991 PRC Civil Procedure Law,
 should be allowed as class actions are not deemed “appropriate” by the Supreme People’s court in securities cases.
 Although the Supreme People’s Court subsequently issued a relatively detailed judicial opinion,
 up to the end of 2004, there has been no court judgment, requiring an issuer committed securities fraud to pay large sums of damages to hundreds and thousands of small investors.
In addition to the weak enforcement of criminal and civil provisions, lack of shareholders remedies is another factor, contributing to the weak corporate governance system in China. Neither the Company Law nor the Securities Law contains any provision, giving the shareholders the right to bring actions derivatively against corporate directors or managers for their wrongful activities. Evidence in the United States shows that lawsuits are more common in firms more likely to need monitoring and that the probability of CEO turnover increases after a lawsuit is filed.
 

Japan’s experience is also helpful. In October 1993, Japan’s Commercial Code was revised to reduce the fees required to file a derivative lawsuit.
 Since then derivative lawsuits have increased by five times.
 Japanese managers have also heightened their awareness of their duties to corporations and their shareholders.
 Law reform in China is also necessary in order to facilitate shareholders’ derivative actions. This is particularly so when most of the listed companies in China are majority-controlled. Among the 1124 listing companies in April 2001, 79% of the listing companies are controlled by a shareholder who owns more than 50% of the shares.
 In 65% of the listing companies, the State shareholding dominates.
 That further indicates that insiders control most of these listed companies. Without the threat of derivative actions, the interest of minority shareholders is unlikely to be well protected.

Still another factor contributing to the weak protection of minority shareholders is the low quality of certification by intermediaries. When companies, which raise capital cannot be trusted, third party certification plays important roles in solving the adverse selection problem.
 Third parties here include investment banks, accounting firms, and securities counsel. The principal role of securities intermediaries is to vouch for disclosure quality and thereby reduce information asymmetry in securities markets.
 The system of third party certification works well, however, only when the securities intermediaries are subject to constraints. Some of the constraints include self-regulation, licensing system, civil liability to investors, and criminal liability. 

The role of self-regulatory organizations in China is currently too weak to curb serious securities fraud. The licensing system works better in China. The China Securities Regulatory Commission (CSRC) administers the licensing system. For securities companies (investment banks), a license from the CSRC is required in order to carry out underwriting of share issues. Qualified accounting firms still need a license jointly issued by the CSRC and the Ministry of Finance in order to do securities related accounting. During the last several years, the CSRC suspended the licenses of and penalized many securities companies and accounting firms. Due to the limited resources of the CSRC, however, many wrongdoers are unlikely to be caught. Under these circumstances, criminal liability and civil liability are needed to deter false certification. By the end of September 2002, there had not been a single case where an accounting firm or underwriter had been subject to criminal liability. As far as civil liability is concerned, holding accounting firms liable requires fraudulent misrepresentation.
 Since it is difficult to prove the intention of cheating, imposing civil liability on accounting firms will be far more difficult. Securities underwriters may also bear civil liability for misrepresentation as specified in the Securities Law.
 In addition to the duty of verifying the truthfulness, accuracy and comprehensiveness of disclosure documents, securities underwriters are also responsible for determining the prices of distribution of shares. Although it is relatively easy to catch securities underwriters as negligent misrepresentation or important omission gives rise to civil liability under article 63 of the Securities Law, there is not a single case where a securities underwriter has been sued. The logic is simple. If issuers have rarely been held liable for the losses suffered by hundreds of thousands of investors, how can securities underwriters be held civilly liable for the losses suffered by investors? When securities intermediaries are not subject to adequate constraints, the role of third party certification is considerably weakened.
Section II has pointed out that China’s stock market and the relevant law were initially designed to improve the inefficient SOEs. If at the time of enterprise reform various governments knew that the SOEs were not efficiently managed and yet they urged these enterprises to go to the stock market for capital, it is unlikely that violations of imported Western type of securities regulation will be heavily penalized. Strict enforcement of civil liability provisions is inconsistent with the political goal of the governments to maintain some symbolic large SOEs in key sectors of the economy as many SOEs would be denied the benefit of using the supply of capital on the stock market and became bankrupt. This explains the phenomenon of soft budget constraint on China’s capital market. It also partly explains the weak enforcement of the law, which is a cause of the defect of market institutions in China. 

Some may argue that the weak enforcement of cases of securities fraud is no different compared with the weak enforcement of law in China in general. While this argument may be true to some extent, the government is much less politically hard to enforce cases of violation of intellectual property law or the law on tax evasion. The weak enforcement of cases of securities fraud stands on a different ground. Others may argue that if there are political hurdles in enforcing the civil remedies against State-owned listed companies, there should be cases of applying the civil remedies against non-state owned listed companies for securities frauds. This argument, however, will put the courts onto a terrible position of discrimination of state and non-state owned listed companies and is unlikely to be adopted by the courts.

C. A Public Framework of Accountability


While recognizing the benefits of privatization, Professor Minow has also pointed out some concerns.
 One of the concerns is that privatization can undermine a value as basic as guarding against the misuse of public funds.
 According to her, a shifting mix of public and private providers of education, welfare, and prison services requires a system of public accountability:

Privatization of public services soared precisely when major corporations engaged in unfettered private self-dealing and one major religious group reeled from scandals, cover-ups, and mounting distrust among the faithful. The coincidence in timing should be all the reminder anyone needs of the vital role of public oversight and checks and balances.

Professors Trebilcock and Iacobucci have already pointed out the fundamental problem with Minow’s article.
 Their view is that it is inadequate to move directly from making observations about flaws in private markets to drawing conclusions about the importance of maintaining public sector influence in various settings.


The cases discussed in this section provide an interesting test ground. If a public framework of accountability works well, such a system should be relevant to Chinese SOEs in which governments are heavily involved. I will briefly discuss in the context of China why a public framework of accountability does not work well or cannot be easily established. As most listed SOEs in China only provide non-public goods, it is unnecessary to discuss in detail non-instrumental values like democracy, equality and pluralism.


Accountability in the public framework means being answerable to authority that can mandate desirable conduct and sanction conduct that breaches identified obligations.
 More specifically, accountability includes the use of contracts when working with private enterprises to deliver social services. At a minimum, a public framework of accountability for these activities would disclose the facts surrounding the contracting process to the public.
 

The distribution of shares of SOEs in China involves contractual arrangements with intermediaries and disclosure of underwriters and the nature of the issuers. In order to issue shares to the public, issuers are required to contract with accounting firms and securities companies, both of which are mainly SOEs. When acting as securities underwriters, securities companies must examine the truthfulness, accuracy and completeness of the public offer documents.
 If they find that such documents contain any falsehoods, misleading statements or major omissions, they may not carry out the sales activities.
 Issuers are also required through contracts to get the financial and accounting reports of the company for the last three years verified by accounting firms.
 Furthermore, issuers are required to disclose detailed information about themselves to the CSRC and the public.
 Despite these contractual arrangements and legal requirements, securities fraud in disclosing false or misleading information to the public persist as discussed.

Minow’s second model of public accountability imposes constitutional obligation upon the governments.
 At least, these constitutional values are meant to guard against self-dealing or other conflicts of interest that arise when private parties are entrusted with public duties.
 As part of the provision of non-public goods or services is carried out by SOEs in China, various rules against self dealing or other conflicts of interest are available. These rules include Party discipline, criminal liability and civil liability. Party rules require that members of the Chinese Communist Party (CPC) shall not seek special interest or privilege except within the scope of law or policy.
 Violations of CPC rules may result in warning, serious warning, removal of position within the CPC, putting the violator onto a monitoring list while keeping CPC membership, and expelling the violator from the CPC.
 To be sure, in a country always ruled by one party, the loss of party membership is a significant and real cost. In addition, criminal law penalizes misconduct of managers and directors related to bribery,
 competition with the company,
 seeking self interest or interest for friends. 
 Moreover, company law also prohibits or restricts self-dealing or conflicts of interest transactions.
 Despite all these rules, connected transactions between parent companies and subsidiaries or between associated companies of SOEs are very frequent, harming the interest of minority shareholders. Statistics show that 84.6% of the listed companies carried out connected transactions in 1997.
 While seeking personal gains in conflicts of interest transactions will be heavily penalized,
 connected transactions between associated companies of SOEs rarely attract legal liability. This again shows the failure of public accountability related to public involvement in the provision of goods and services in China.


A third model of accountability advocated by Minow is administration.
 While it is not easy to specify the content of administration, the term requires the collection of information so that providers of goods or services can be properly chosen, assessed, and monitored.
 The case of China shows that Minow’s approach is unlikely to be successful. To ensure the quality of issuers and to control the speed of development of the stock market, the Chinese Government specified a quota
 for the distribution of shares by issuers in the early and middle of 1990s. To get a quota, potential issuers have to apply to provincial governments or ministries under the State Council for approval.
 The locally selected companies have to obtain a further approval from the CSRC, which also consulted the then State Economic and Trade Commission and the State Development and Planning Commission.
 Despite the heavy involvement of various governmental agencies, abuse of the process is widespread as discussed in the early part of this section.

The fourth legal model for public accountability advocated by Minow is democracy.
 Democracy involves both the processes and values committed to governance by the people.
 Disclosure of relevant information, accompanied by periodic occasions for the expression of public views on certain decisions and the standards set and used to assess them, would enhance democratic values.
 While China never adopted any Western democratic form of government, the concept and system of socialism reflect a value of rule by the people. In a rigid socialist country, the means of production were all in the hands of the State. Employees or people in general are the masters of enterprises and the country. Rational passivity and free rider problem, however, led people to the direction of irresponsibility. The vehicle of SOEs was originally intended to serve better the people who are the residual claimants of SOEs. The reality, however, does not reflect well the socialist ideal.

The widespread of securities fraud in China’s listed SOEs reveals the failure of a system of public accountability. It is a puzzle why a public framework of accountability along the line advocated by Minow does not work in China or cannot be developed to better deal with the waste of public resources in SOEs. Trebilcock and Iacobucci also doubt whether public accountability mechanisms work to discipline public actors.
 They conclude that the features that undermine the market often undermine public provision of goods or services as well.


If a public framework of accountability does not work well in the case of public provision of goods by using the vehicle of SOE, it is doubtful whether such a public framework works to discipline private actors. At least, the imposition of legal accountability or other constraints on the private sector may entail costs in terms of reduced competition, innovation, and flexibility which may negate any advantage of private sector over public sector provision.

V. Conclusion

This article uses the example of takeovers and securities fraud to examine why the imported Western style of takeover law or securities regulation cannot be fully enforced in China. The political goal of maintaining the control of a large number of State-owned listed companies appears to be a significant contributing factor, explaining why China cannot fully utilize the benefits of Western law in the establishment of a market-oriented economy. If China wants to compete successfully in a globalized economy, the Chinese Government has to consider seriously the issue whether the Government should withdraw or considerably reduce the ownership in the large number of State-owned listed companies. The two examples of takeover and securities fraud can be extended to other areas to show that the institutional defects in State-owned companies do not provide adequate means to motivate managers and directors in these companies to work for the best interest of companies or adequate means to discipline the managers and directors if they do not work for the best interest of the companies they serve. During the transition from a planned economy to a market-oriented economy, corporate governance matters, particularly after China’s accession to the WTO, within which China has to complete with other developed nations under similar background rules.
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