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Abstract: Recent negative publicity regarding fraud in Chinese public companies that 

entered the U.S. markets via reverse mergers has tended to paint all Chinese companies 

with the same toxic brush. Such capital markets’ cynicism regarding Chinese listed 

companies is overblown and counterproductive. A recent study has shown that the 

performance of Chinese companies, when compared to their peers in the U.S. reverse 

merger market, was actually superior to their Western company counterparts. 

Notwithstanding, much can be done to improve important aspects of corporate 

transparency and disclosure in China. The authors examine corporate governance issues 

particularly endemic to China and offer observations to ameliorate perceived market 

dysfunction while building a bridge towards greater global capital market efficiency.  
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Recent negative publicity regarding alleged fraud, supposedly perpetrated by Chinese public companies 

listed in the U.S., primarily Chinese companies that entered the U.S. markets via reverse mergers,
1
 has 

tended to paint all Chinese companies with the same toxic brush. Market perception of Chinese 

companies has suffered, and the pricing of many U.S. listed Chinese companies has been impacted.  

Since 2011, negative market perception has largely curtailed Chinese listings in the U.S. marketplace.  

Following a plethora of accounting scandals, depressed valuations, and perceived governance issues, 

many listed Chinese companies retreated from U.S. exchanges2 and sought to “delist” through 

“privatization” transactions.  Chinese fraud rhetoric has, at times, taken on strident tones, but such 

sentiments appear overblown when viewed through an empirical lens.  

Recent empirical data demonstrates much performance-based criticism of Chinese companies listed 

in the U.S. is unsubstantiated and exaggerated, if not outright false.  China’s unique cultural and political 

underpinnings may compromise important aspects of financial reporting and transparency metrics, but 

China’s integration into global capital markets is inevitable. A candid assessment of obstacles to more 

complete integration is timely, particularly given the efforts China has made and is making to address 

corporate governance issues. 

This paper asserts that, while China's participation in international (particularly U.S.) capital markets 

has presented some challenges, many of the related criticisms have been overblown. To that end, we will 

first discuss several controversial issues, including negative publicity surrounding Chinese reverse 
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mergers, accounting issues and the tension between full disclosure and the legitimate need to protect state 

secrets, the discovery standoff between the Chinese government and the U.S. regulators, and the interplay 

between China's state capitalism and shareholder protections. Next, we will explore some of the evolving 

statutory and practical aspects of corporate governance in China as they relate to, among other things, 

shareholder rights, director independence, related party transactions, and insider information.  

 

Challenges to China’s Integration into International Capital Markets 

While there are challenging issues confronting Chinese companies integrating into international capital 

markets, such issues appear to have pragmatic and attainable solutions. In this section, we will discuss 

some of these issues and explore how they can be effectively managed to facilitate international 

cooperation. 

China Reverse Merger Companies – An Empirical Assessment 

During the past decade, outside investment interests have taken aim at China, hoping to participate in its 

robust economy. Concern exists, however, regarding highly publicized corporate governance issues that 

may inhibit transparency and distort or obscure financial metrics upon which market analysts outside 

China rely.  International markets remain cautious regarding Chinese investment and, in the U.S., 

securities fraud class suits and SEC enforcement actions proliferate against Chinese companies that went 

public through the reverse merger process.  

The Sarbanes-Oxley Act was enacted in 2002 ("SOX"),3 and was intended to, among other things, 

ensure the quality and transparency of company disclosures and the reliability of accounting information 

for U.S. listed companies. Gaps in SOX, which was designed to protect against accounting fraud and 

inaccurate or inflated stock prices, and in the U.S. securities laws and regulations,4 have rendered judicial 

enforcement of claims against Chinese listed companies problematic. Lack of judgment reciprocity 

between China and the U.S. and the absence of a bilateral extradition treaty for criminal conduct have 

exacerbated problems in enforcing investor claims.5  

A recent study undertaken jointly by professors from Stanford, Toronto, and Peking universities (the 

“Study”) provides helpful information regarding the extent of alleged fraud by Chinese reverse merger 

("CRM") companies.  The Study compares CRM financial profiles to their U.S. counterparts, matched 

reverse merger peers and a group of exchange-industry-size matched firms. The Study concludes that, 

despite a virtual avalanche of negative publicity, much of which comes from self-interested short sellers,6 

there is little evidence that the U.S. capital markets have been harmed by admission of CRMs.7  

Specifically, the Study addresses head-on the issue of whether CRMs are “toxic,” including whether 

or not CRMs, as a separate asset class, substantially underperform comparable U.S. companies trading on 

the same U.S. exchanges. The Study examines a number of metrics to compare CRM performance, as an 

asset class, with non-Chinese peers, including post-listing stock returns, survival rates, changes in bid/ask 

spread, upward/downward exchange mobility, percentage of going concern qualified audit opinions, 

operating performance, and financial risk parameters.8  

The Study points out that while corporate governance issues may exist with Chinese companies, 

positive economic factors apply to Chinese companies entering the U.S. markets via reverse merger that 

mitigate corporate governance detriments and enhance CRM performance, vis-à-vis U.S. reverse merger 
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peers. The Study explains that companies seeking reverse merger treatment in the U.S. generally exhibit a 

less desirable financial profile than IPO-eligible companies.9 Painting with a broad brush, reverse merger 

companies (“RMs”) are typically early stage companies that trade over-the-counter. CRMs, in contrast, 

are more often established companies, further on in their lifecycle, less speculative in nature, and more 

economically sound, than their U.S. RM counterparts.  Relative to U.S. peers, the Study found the 

typical CRM economic profile more robust than U.S. counterparts and that a majority of RM firms were 

never eligible for more stringent IPO treatment.10  

The Study found that through the end of 2011, CRM companies outperformed their U.S. counterparts 

in terms of profitability, current ratio, book leverage, operating cash flows, upward mobility in exchange 

tiers, percentage of firms with qualified audit opinions, survival rate, market liquidity, and percentage 

stock return.  Despite negative publicity, empirical evidence does not show CRMs systemically more 

problematic than their U.S. peers, trading on the same exchanges.11 Market characteristics of Chinese 

companies do, however, present analytical challenges for investors outside China. 

Accounting Issues and State Autonomy and Secrecy 

Before turning to Chinese corporate governance and what can reasonably be done to enhance 

transparency, we discuss a current impasse between forces in the U.S. seeking to protect investors and 

Chinese forces wishing to ensure, among other things, appropriate PRC economic autonomy.  In 

response to perceptions of widespread fraud by China companies, the Securities and Exchange 

Commission (“SEC”) initiated a broad investigation of Chinese firms accused of fraud, particularly those 

having gone public in the U.S. via reverse merger. The SEC demanded access to audit work papers of 

foreign public accounting firms, primarily the "Big Four,” 12 which provided audit opinions on many 

Chinese listed firms accused of fraud. The SEC was seeking to test the quality of the underlying audits.
13

 

The Big Four operate as separate entities in China and are subject to sometimes conflicting U.S. and 

Chinese legal rules.  

In the U.S., for example, any foreign public accounting firm that prepares or furnishes an audit report 

with respect to any issuer is subject to the Sarbanes-Oxley (SOX) Act and the rules of the Public 

Company Accounting Oversight Board (“PCAOB”),
 14 in

 addition to the related SEC rules issued under 

SOX.
15

 Any foreign public accounting firm that plays a substantial role in the audit of the U.S. listed 

company is, likewise, subject to U.S. rules.
16 

 

Under U.S. interpretation, audit firms that participate in the audit of a foreign company listed on a 

U.S. exchange must produce related work papers upon SEC or PCAOB demand. Under Chinese law, 

audit work papers subpoenaed by U.S. authorities may not be produced if the documents contain 

information deemed a “state secret.” China's State Secrets Law
17

 can be problematic in that it may 

effectively preclude production of the private Chinese accounting and financial documents necessary for a 

securities fraud claim to be proven in the U.S., particularly where the operations of state-owned 

enterprises ("SOEs") are involved. The law provides severe penalties of five years in prison to death, and 

contains a broad and uncertain description of what constitutes a “state secret.” All related proceedings are 

closed to the public. Because of this, the Big Four Chinese accounting firms have withheld financial 

records demanded by the SEC and/or PCAOB relating to their respective inquiries into alleged fraud by 

Chinese companies listed in the U.S.  
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What is Really at Stake in the Discovery Standoff Between China and the U.S.? 

China is plainly entitled to domestic prerogatives and the U.S. to defend investor rights. At issue is 

whether Chinese companies will be afforded access to the substantial liquidity provided by U.S. markets 

or whether China companies will look inward to mainland China or Hong Kong for capital and, 

conversely, whether the U.S. may lose the benefit of adding world-class enterprise activity to its markets. 

A corollary issue is whether China private companies, in non-sensitive sectors, will be allowed to raise 

capital abroad, subjecting them to foreign regulation. If China SOEs possess information they deem too 

sensitive to endure foreign regulatory scrutiny, they may not be permitted to raise capital abroad.  

Chinese and U.S. regulators have sought to negotiate a solution.  

The SEC, the PCAOB, the China Securities Regulatory Commission (“CSRC”), and the Chinese 

Ministry of Finance have held ongoing discussions regarding cross-border accounting practices.  

However, on January 23, 2014, an SEC Administrative Law judge, Cameron Elliott, fired a shot across 

the bow by suspending the Chinese Big Four from practicing before the SEC for six months, during 

which the Big Four cannot audit China companies listed in the U.S.
18

 This decision, which raises the 

stakes between the U.S. and China, seems to empower the PCAOB to revoke Chinese audit firm 

registrations to practice in the U.S. if they do not provide work papers subpoenaed for inspection. Such a 

ruling could lead to a delisting from the U.S. of SOEs and other enterprises that may possess information 

China's state secrets law protects. Currently, any Chinese auditing firm resisting a request for work papers 

relating to a Chinese company listed in the U.S. may arguably be banned from auditing U.S. listed 

companies. If such Chinese auditors were banned, all U.S. listed Chinese companies could, arguably, be 

removed from U.S. exchanges. The implications for U.S. based multinational companies (“MNCs”) are 

serious because if an auditor plays a material role in the audit of an MNC, e.g., relating to Chinese 

operations, such auditors must be PCAOB registered. Thus, MNCs could encounter serious problems 

getting their Chinese operations audited.  

China’s State Capitalism and its Information Environment 

China’s information regulatory environment for its companies is on par with Western financial 

community requirements, generally. Pursuant to the China Securities Regulatory Commission (“CSRC”) 

2008 Annual Report, one of the primary objectives of the CSRC is to “give priority to protecting the 

legitimate rights and interests of investors... and maintain the principles of an 'open, fair and just' market.” 
19 

Transparency is the foundation of such protection, as disclosure and accurate financial reporting provide 

the market with information on which to make informed decisions. Although the CSRC has recently 

adopted Western-style regulations and standards promoting transparency and strong corporate 

governance,
20  

significant issues remain, and systemic weaknesses still need to be addressed. 
 

According to the National Bureau of Economic Research (“NBER”) project “Capitalizing China” 

(the “Project”), Chinese  listed company reporting remains opaque, despite regulatory action designed to 

foster transparency.21 Per the Project, such opacity appears to be a function of local institutions and 

arrangements that create adverse financial reporting incentives. The Project also concluded there are four 

key areas where China’s financial information environment is significantly impacted by state controlling 

ownership of listed firms, including the government's control of capital markets, limited legal protection 

of property rights, lack of local auditor independence, and the importance placed on social networks and 
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political connections.22  

China is often thought to represent a new breed of capitalism – “State capitalism.” As such, the 

mechanisms and infrastructure of Chinese capitalism, as well as their concomitant influence on corporate 

governance practices and financial transparency, present challenges to financial observers outside of 

China. The State’s central role has given rise to approximately one hundred mammoth SOEs controlled, 

directly and indirectly, by national government organs.
23

 Controlling interests in these firms are held by a 

central holding company known as the State-Owned Assets Supervision and Administration Commission 

of the State Council (“SASAC”).
24

  

The role of the State as majority shareholder in China's dominant companies remains a subject of 

debate. How does this shareholder structure, separate and distinct from a traditional Western model, 

influence and/or fundamentally transmute corporate governance principles relating to such issues as  

minority shareholder rights, board of director independence, related party transactions, and insider 

information?  

All of these challenges to China's participation in international capital markets, and others that will 

undoubtedly arise in the future, appear to be solvable through thoughtful cooperation among the 

interested parties. China's remarkable evolution in economics and governance sets the stage for its 

appropriate ascendancy to a responsible role among global corporate citizens. The successful evolution of 

Chinese corporate governance statutes, as discussed below, will facilitate this transition. 

 

Corporate Governance in China 

Shareholder Rights in China 

China has made great progress in establishing and developing its securities market in recent years, but its 

protection of shareholder rights remains a subject of continuing criticism. SOEs are subject to substantial 

government ownership and individual shareholders frequently lack meaningful influence over entity 

decision-making. Shareholders often have limited access to corporate information and, where they do 

have access, they often lack sufficient knowledge or expertise to effectively evaluate corporate 

performance. Opportunities for related-party transactions abound, and, in many cases, outright 

misappropriation of corporate assets threatens shareholder wealth maximization.  

Reconciling the twin goals of shareholder wealth maximization and maintaining the interests of the 

State is a challenge. China’s 1998 Securities Law prohibited some forms of market misconduct, e.g., 

insider trading, market manipulation, and inaccurate disclosure, and a 2005 revision set stringent 

requirements regarding information disclosure and provided for increased legal responsibilities on 

shareholders and officers that control listed companies.
25 

Such legal provisions have improved the 

integrity of shareholder rights, but in the view of some, current law continues to over-emphasize the 

government’s role in companies and markets, to the detriment of shareholder rights. The CSRC is charged 

with ensuring the orderly, lawful operation of the market, but its enforcement efforts have been hampered 

by resource constraints and conflicts arising from its roles as China’s primary market regulator and 

promoter of listed corporations. 

In principle, shareholder rights are guarded by China’s courts. However, China's legal system has not 

had significant historical experience adjudicating the complex legal issues that frequently arise in 
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securities litigation. Some courts have refused to hear investor securities fraud cases, nominally, because 

courts lack operational-procedural rules on how private securities suits can be brought.
26

 Lack of financial 

incentives in bringing securities suits, substantial filing fees, underdeveloped group litigation rules, and a 

lack of judicial infrastructure, have substantially impaired private enforcement and, in fact, are widely 

understood to be a disincentive for public investors to prosecute frauds which would otherwise protect 

shareholder rights. 
27

  

Current law, for example, restricts the scope of cases for which civil compensation may be sought.  

Relief can be sought in misrepresentation cases, which include cases involving false or misleading 

statements, material omissions, or improper disclosures, but other forms of abuse, e.g., insider trading and 

market manipulation, are not well-defined and have been thought, for that reason, to have deprived 

defrauded investors of compensation even where the CSRC has determined liability and/or imposed 

administrative penalties against the wrongdoers in issue.
28

 

Contingency fee arrangements to compensate attorneys are generally prohibited in China, and if an 

action fails, investors must reimburse the expenses of prevailing defendants. If an action is successful, 

investors may not be able to recover lawyers' fees from the losing party and, coupled with an absence of 

litigation funding in China, shareholders are widely thought to have been dissuaded from even trying to 

sue when plainly meritorious claims exist. In addition, fearful that listed companies could become targets 

of public anger over widespread fraud, and, in light of apprehension that floodgates may be opened to 

many securities cases, the Supreme People's Court (“SPC”) has effectively denied would-be plaintiffs 

from using Article 55 litigation rules used to bring civil compensation claims that are generally regarded 

as robust.
29

 In a mature economic and legal environment, aggressive shareholder action is seen as 

protective of shareholder rights and serves as an impediment to most forms of corporate governance 

abuse, including insider trading, officer conflicts of interest, and forms of related-party abuse.
 30

 

According to one recent Study, only about 15% of suit-eligible companies have been sued – a 

company is suit-eligible where the CSRC or another Chinese administrative authority has already 

sanctioned it for misrepresentation in disclosure documents.
31

 Because the finding of wrongdoing has 

already been made in such cases, one would think they would be attractive as securities suit targets. 

Nevertheless, more than 80% of these companies have not been sued, and only a handful have been the 

subject of legal liability findings.
32

 One authority estimates claimed damages represent less than 5% of 

the losses public investors incurred due to securities fraud.
33

 Yet, even if Chinese regulators punished 

some securities market offenders, lack of wide, effective enforcement would continue to encourage 

misappropriation and fraud. The risk of being caught and penalized is so slight as to be negligible -- 

whereas the potential gain from engaging in such abuse can be great.  

China’s laws and regulations are evolving to meet the challenges of China's expanding commercial 

environment, an environment that spawns complex legal issues. 

Director Independence in China � �

China's securities regulators have established formal requirements for director independence.  Exchange 

listed companies are required to be operated “in an independent manner” with directors “independent 

from the listed company that employs them and the company's major shareholders.”
34

 The law mandates 

that directors “diligently perform their duties for the best interests of the company and all the 
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shareholders.”35 The Code of Corporate Governance for Listed Companies sets forth rules governing 

independent directors, as well as financial regulators, including the CSRC, and related party transactions.   

China's companies must consider the PRC’s general welfare, not just public shareholder interests, 

and for this reason, director independence in China does not mean independence from government 

involvement in governance matters.
36

 This is unsurprising, as the State is, itself, a controlling shareholder 

in a majority of listed companies. SOEs are, for good reason, often viewed as vehicles for the 

implementation of State policies, and this includes control over certain industries. As such, they are not 

solely committed to maximizing shareholders' wealth. In this respect, China's corporate directors have 

been criticized for not prioritizing investor returns and many, in fact, are bureaucrats and politicians who 

must balance their fiduciary duties towards the State with their obligation to public shareholders.  There 

is little question that, on occasion, China's directors have advanced State interests by, for example, 

maintaining depressed prices for essential products, enforcing state birth control policies among 

employees, or pursuing urban full-employment policies.
37

 Where politically connected chief executives 

are concerned, the Board faces challenges in monitoring and disciplining company management.   

If international involvement and requisite capital is to find its way into China's SOEs, the influence 

of the State with respect to the particular corporate entity should be disclosed. State ownership, per se, is 

not necessarily adverse to shareholder rights. Relevant information regarding controlling interests should 

be provided and should be sufficient to inform shareholders regarding the effect of State interests on 

shareholder profit maximization. Any attendant conflicts should be disclosed under appropriate corporate 

governance principles. Assuming adequate transparency and disclosure, the market may determine related 

risk factors, if any, and incorporate such risk into pricing. If individual corporate State control involves 

“state secrets,” the materiality (both qualitative and quantitative) of the withheld state secret information 

(as opposed to the precise "content" of the information) regarding the financial statements of the 

corporation should be disclosed so investors can make informed decisions and entertain appropriate value 

adjustments for any perceived attendant risk.  

Another problem is that where Chinese non-State owned companies are involved, they are frequently 

controlled by family members or small groups where that control may negatively impact other 

shareholders through increased agency costs. A common criticism is that majority stakeholders place their 

own directors on boards, circumventing independence requirements by, for example, having non-relative 

family representatives (who are really committed to family, not shareholder, interests), serve.
38

 Even 

institutional shareholders often lack sufficient shares to place members on boards that are truly 

independent and, for that reason, cannot prevent self-dealing transactions by controlling shareholders 

and/or their allies.  Increases in board size and numbers of directors have helped the situation, but State 

primacy over shareholder rights and low institutional investor board presence is a continuing challenge.  

Director loyalty to the State, according to many, trumps fiduciary obligations to shareholders.
39

  

Related Party Transactions 

Related party transactions, which often divert funds from shareholders to controlling persons or entities, is 

widely perceived to be a serious problem, undermining the capacity of China companies to optimize 

shareholder profits.
40

 Even where the State is not the largest shareholder because directors, as discussed, 

often owe their Board positions to another large stakeholder to whom primary allegiance is owed, director 
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independence may be undermined. 

In 2003, the CSRC, along with the State-owned Assets Supervision and Administration Commission 

(“SASAC”), a government department governing state-affiliated controlling shareholders,) issued a notice 

addressing funds transfers by listed companies to their controlling shareholders, as well as those 

shareholders' affiliates, and listed company guarantees of the financial obligations of controlling 

shareholders or those shareholders' affiliates.
41

 The notice prohibited certain funds transfers from the 

listed company to the controlling shareholders or their affiliates and set forth provisions related to external 

guarantees by the listed company for the benefit of its controlling shareholder or any 50% or more such 

shareholder-owned subsidiaries.
42

  

The 2003 notice limits the aggregate amount of listed company external guarantees to less than 50% 

of net assets in the most recent fiscal year and forbids guarantees for any debtor carrying excess 

leverage.
43

 The notice institutes supermajority/direct shareholder approval requirements for external 

guarantees, two-thirds of the board or mandatory general shareholders' meeting approval.
44 

These 

provisions, though helpful, are widely perceived as insufficient to constrain related-party transactions. 

This is because the controlling shareholder in a PRC listed firm is likely to control all or most of the 

directors,45 and a required supermajority at the board level is not a serious impediment.  Controlling 

shareholders are likely to simply use majority voting power in the general shareholders' meeting to assure 

required approval is obtained.  

In 2005, another CSRC notice was issued together with the newly established China Banking 

Regulatory Commission that reasserted value limits on guarantees and required company articles of 

association to set forth the board’s approval authority with respect to external guarantees. The notice 

requires a supermajority (two-thirds)  board approval for guarantees within approval authority or for 

external guarantees that must be submitted to the shareholders' meeting, board approval and then 

shareholder majority approval, but with the proviso that both the controlling shareholder and its affiliates 

not be permitted to vote. The 2003 and 2005 notices provide for controlling shareholder joint and several 

liabilities on non-conforming external guarantees. These CSRC notices suggest a recognition that 

controlling shareholders have a duty to their firms and/or minority holders of the public float consistent 

with a long CSRC campaign to articulate fiduciary duties for controlling shareholders.  

Insider Information Regulation 

Inside information refers to information that concerns a company’s business or finance or undisclosed 

information that might have a substantial effect on the market price of company securities.  Trading on 

inside information is both unlawful and widespread in China, as it is in many countries, and the problem 

has been recognized and frequently discussed.
46

 China has addressed insider trading through a 

combination of laws, regulations, and guidance promulgated by regulators and its law is fast evolving. 

The following is a quick overview of China's insider trading law, beginning in the 2005-2006 period, 

running through the present. 

The 2006 PRC Securities Law (“Securities Law”) addresses insider trading in eight articles.
47 

 

Article 73 prohibits persons with knowledge of inside information from using it to trade securities.
48

 

Persons “with knowledge” include statutory insiders, including corporate directors and officers, as well as 

supervisors, managers, deputy managers, and other corporate and/or holding corporate senior managers.  
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Lower-level employees may be “insiders” if they obtain employment-related inside information,  and 

large shareholders and outsiders who participate in trading pursuant statutory duties or private contracts, 

may also become “insiders.”
49

 Securities Law Article 75 defines “inside information” as information that 

is not made public because, in the course of securities trading, it concerns the company’s business or 

financial affairs or may have a “major effect” on the market price of the company’s securities.”   

Article 75 non-exhaustively sets forth types of facts regarded as inside information, including the 

major events listed in Article 62, examples of which include company plans concerning distribution of 

dividends or increase of registered capital, major changes in the company’s equity structure, security for 

the company’s debts, and, also, the “major events” listed in Article 67, which includes its own catch-all -- 

“other information” -- in Article 67(12).  

Such “major events” include significant changes in business guidelines or the scope of business in 

which a company engages, decisions regarding large investment or asset purchases, or the entering into or 

loss of contracts material to company business. It might also include undertaking or becoming subject to a 

large debt or a default on same, suffering a large loss (e.g., exceeding 10% company NAV) or a 

significant change in business conditions, e.g., a change in company management or replacement of  

board members. It may include a decision to reduce registered capital, merge, dissolve, or file bankruptcy, 

or to file a large litigation or cancel an important shareholder resolution. 

Securities Law Article 76 provides that a person who has illegally obtained material non-public 

information has an insider’s duty and is, thus, prohibited from trading on the basis of that information.
50

 A 

person illegally obtains inside information if the inside information is obtained where, for example, theft, 

cheating, tapping, spying, or bribery is involved, where close relatives of primary insiders, or people with 

other types of close relationships with primary insiders or from people who have contact with primary 

insiders during sensitive periods. Under Securities Law Article 202, administrative liability can be 

imposed with the following consequences:  

[The inside trader] shall be ordered to dispose of the illegally obtained securities 

according to law, his illegal gains shall be confiscated and, in addition, he shall 

be imposed a fine of not less than the amount of but not more than five times the 

illegal gains, or a fine of not more than the value of the securities illegally 

purchased or sold. 

If an insider trading case is serious enough to constitute a crime, criminal liability, under Criminal Law, 

Article 180 provides that insider traders:  

shall be sentenced to not more than five years in prison or criminal detention, 

provided the circumstances are serious. They shall be fined, additionally or 

exclusively, a sum not less than 100 per cent and not more than 500 per cent as 

high as their illegal proceeds. If the circumstances are especially serious, they 

shall be sentenced to not less than five years and not more than 10 years in prison. 

In addition, they shall be fined a sum not less than 100 per cent and not more 

than 500 per cent as high as their illegal proceeds.  

“Serious circumstances” and “very serious circumstances” are defined terms for Criminal Law Article 

180 purposes.
51 

In 2007, the CSRC largely restructured its insider trading framework though its “Insider 

Trading Guidance Provisions (“2007 Guidance”), Article 12: 
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Article 12. Securities trading activity that conforms to the following conditions 

shall constitute insider trading: (1) the person undertaking the behavior is an 

insider; (2) the information involved is inside information; and (3) the subject 

person buys or sells related securities during the price sensitive period of the 

inside information, or suggests that other persons buy or sell related securities, or 

[publicly] reveals the [inside] information. 

 

Article 12 of the 2007 Guidance introduces a new term – “insider” – which did not appear in the 2006 

Securities Law. The definition  of “insider” was expanded in the 2007 Guidance Articles 6(2)-(5) to 

include the securities issuer or listed company, the controlling shareholder of the issuer or listed company 

and their directors, supervisory board members and senior management, any party involved in a listed 

company’s merger, acquisition or reorganization and their relevant personnel, people who gain inside 

information in the performance their work, the partners and spouses of natural persons included in Article 

74(i)-(vi) of the 2006 PRC Securities Law, parents or children or other relatives of natural persons in the 

above-mentioned categories who come into possession of inside information, those who employ illegal 

methods such as “trickery,” as well as eavesdropping, coaxing, monitoring, and secret trading to gain 

inside information and those gaining inside information through “other channels.”   

The 2007 Guidance provides insiders may be “legal” as well as natural persons,
52

 and makes trading 

in possession of inside information (during a price sensitive period) a basis for insider liability, which but 

for the requirement of intentional/reckless conduct, is akin to a strict liability standard for a class of 

persons who would not have been liable under the 2006 Securities Law.
53

 On June 1, 2012, CSRC issued 

a Judicial Interpretation on Insider Trading Law in Criminal Cases was issued which reversed the normal 

burden of proof in insider trading criminal prosecutions (“the 2012 Interpretation”).
54 

 Under the 2012 

Interpretation, Article 1, insiders listed in the 2006 Securities Law Article 74, e.g., directors and senior 

managers, are presumed to possess inside information, and that presumption exists for close relatives of 

primary insiders, or persons with other types of close relationships with primary insiders, or even those 

who have contact with primary insiders during the sensitive periods, if their transactions appear 

“obviously abnormal.” To determine if a transaction is “obviously abnormal,” the totality of 

circumstances is considered, including, among other things, when the trading in issue occurred (relative to 

when the insider information was obtained) and how different the trading in issue was from the 

defendant’s prior/normal trading. The presumption of insider information possession can be rebutted if 

defendant shows a lawful reason for having the information. 

The 2006 Securities Law contains a provision prioritizing private civil liabilities for securities 

violations. Securities Law Article 232 states: “If the property of a person, who violates the provisions of 

this Law and who therefore bears civil liability for damages and is required to pay a fine, is insufficient to 

pay both the damages and the fine, such person shall first bear the civil liability for damages.” Article 232, 

however, lacks detailed procedures for civil damages, and Chinese courts, for that reason, have not been 

enthusiastic about adjudicating such cases. China's regulators have strengthened insider trading laws and 

they are strengthening enforcement efforts to assure China markets are fair and perceived to be fair.
55

 

Private parties have started bringing civil actions, a development which will play a role in deterring those 

who would abuse positions to gain an unfair trading advantage in China’s securities markets.  
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Conclusion 

If China seeks to benefit from participation in international capital markets, it must play by rules consistent 

with those markets, and this requires real transparency and disclosure. There is every indication that China is 

willing to do this.  Modern notions of corporate social responsibility, universally embraced as desirable in 

developed and undeveloped countries alike, are arguably analogous to the PRC concept of state responsibility 

to its citizens. China should be encouraged to smooth the rough patches in its evolving legal system, as noted, 

to accommodate and protect the interests of individual shareholders in China companies.   

China's president, Xi Jinping, and the Chinese government, have targeted the fight against party 

corruption and conflicts of interest, as a major priority. President Xi has made pervasive graft a central theme 

since becoming president in March of 2013, and he has urged the government to improve channels for people 

to report on graft while strengthening supervision and transparency.
56 

Certainly, in the relative infancy of its 

remarkable economic boom, China should be encouraged and supported to enhance and refine mechanisms for 

strengthening corporate governance and financial transparency in its markets.  

Western capital markets, including the U.S., should join hands in this effort by contributing rational 

dialogue and good faith negotiation regarding areas of common interest. Such negotiation and dialogue must 

not, however, compromise the need for maintenance of international standards regarding transparency and 

financial disclosure. A balanced global capital market that welcomes China as a solid, contributing, and valued 

citizen, will ensure the benefit of an integrated, optimal global society. 
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