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Text

   [*185] During a state visit to Kazakhstan in 2013, President Xi announced what has been called "the most 
ambitious infrastructure project ever conceived": the Belt and Road Initiative (BRI).           1  

  This global development strategy aims to create a vast network of infrastructure projects across land and sea in 65 
different countries from Italy to Malaysia. Gone are the days of Deng Xiaoping's expression "to cross a river by 
feeling the stones," in which China's rise was pragmatic and slow. Ambition now looms large. It is estimated that 
BRI could cost China more than $ 1.2 trillion U.S. dollars and lead many of the partner nations into a debt trap as 
they borrow from China to in turn pay Chinese companies to build infrastructure projects such as ports, railways, 
and powerplants. Using Chinese companies is a requirement in many BRI contracts and with the bidding process 
lacking transparency many foreign investors are wary of embracing Chinese companies.           2Moreover, BRI has 
heightened the concern surrounding the opaque ownership structure of Chinese companies and corporate 
governance practices. In China, and elsewhere, corporate governance is a system of rules and practices by which a 
company is directed and controlled. In short, it determines how a corporation is governed and who is accountable to 
whom in terms of boards of directors, management, and shareholders.  

  The UK led the world in issuing a formal corporate governance code in 1992 titled the "Financial Aspects of 
Corporate Governance."           3Today it is more commonly known as the Cadbury Report after its author Sir Adrian 
Cadbury and is looked on as a standard for what is considered acceptable corporate governance. It provided a set 
of principles and associated guidance for listed companies on board composition and development, remuneration, 
and most importantly shareholder engagement. Companies are expected to apply these principles in a flexible 
manner on a comply or explain basis. Despite carrying a stamp of approval from Parliament, the Code, however, is 

1       Andrew Chatzky and James McBride,       China's Massive Belt and Road Initiative, COUNCIL ON FOREIGN RELATIONS 
(May 21, 2019).

2                 Id.      

3       The Financial Reporting Council,       The U.K. Corporate Governance Code (2018).
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not legally binding. Nevertheless, failure to adhere to it can lead to civil penalties by the Financial Conduct 
Authority.           4  

  Unlike peer countries, the United States has no set canon of corporate governance. Instead, the bulk of the 
policies and best practices that make up U.S. corporate governance is determined by the listing requirements of 
stock exchanges--such as the Nasdaq and the New    [*186] York Stock Exchange (NYSE)--the 1934 Securities 
and Exchange Act, Sarbanes-Oxley, and most recently Dodd Frank Act. The Delaware General Code Law states 
that "the business and affairs of every corporation organized under this chapter shall be managed by or under the 
direction of a board of directors."           5Traditionally that standard has been understood to mean the board's 
responsibility is to oversee management and act with its best business judgement in the interests of shareholders in 
accordance with its fiduciary duties of loyalty and care.           6To that end, corporate governance has been a 
conversation about the relationship between boards and shareholders.  

  The framework for China's corporate governance is the Company Law (2013) and Code of Corporate Governance 
for Listed Companies ("the Code"), which together lay out the three governing bodies by which mainland 
corporations are led: (1) shareholders; (2) a board of directors; and (3) a board of supervisors. The Company Law, 
the Code, which is simply policy and not binding, and securities regulation issued by the China Securities 
Regulatory Commission ("CSRC") provide a framework that directs and controls corporate behavior of companies 
listed on China's exchanges. Yet despite this auspicious body of law and policy, remain many concerns amongst 
investors and international lawyers regarding shareholders' rights, the continued outright market dominance of 
SOEs (State Owned Enterprises), the outsize influence of government over privately listed companies, and the 
continued prevalence of founder-controlled companies.  

  This paper engages with these corporate governance challenges to examine how minority shareholders of 
Chinese listed companies can protect their investment and hold directors and management accountable for 
company mismanagement. At the center of this debate is corporate purpose. This paper argues that while debates 
over corporate purpose in China and the U.S. may in fact be converging, the continued role of a corporation in 
China as a social service entity in which the government and founders wield immense control has dramatically 
limited the ability of shareholders to have a legal right of action against Chinese listed companies on U.S. and 
Chinese exchanges. This paper is divided into three parts. Part I illustrates the changing notions of corporate 
purpose in the U.S. and China. Part II discusses the challenges minority investors    [*187] face in holding securities 
of Chinese companies listed on U.S. exchanges. And Part III, in turn, examines the challenges minority investors 
face in holding securities of Chinese companies listed on Chinese exchanges, with a particular focus on the 
accessibility of the derivative action lawsuit as an effective legal protection.  

      Part I: Changing Corporate Purpose    

  Internationally, discussions over corporate governance seem to be converging from Washington to Beijing. Yet 
very real differences remain even as China continues to reform its policies and practices. In the West, the concept 
of what is proper corporate governance has changed and has changed very quickly. If academics, business 
leaders, and industry experts are to be believed, the nature of corporate governance has changed because the very 
purpose of the corporation has evolved and with it our expectation of its responsibilities. Writing in his 2019 
shareholder letter, Larry Fink, the CEO of BlackRock, the world's largest institutional investment fund, wrote that by 
focusing on quarterly profits and maximizing returns in the immediate future, companies and fund managers have 

4       Ernst & Young,       2018 U.K. Corporate Governance Code and New Legislation (July 2018).

5       DEL. CODE ANN. TIT. 8, § 141.

6       Jay Lorsch,       The Future of Boards: Meeting the Governance Challenges of the Twenty-First Century, HARV. BUS. REV. 
PRESS, 13-14 (2010).
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shifted capital away from investments that create long term, sustainable value.           7Through decades of 
expansion and mergers, U.S. corporations have become larger and wealthier than ever before. As of 2018,   
Fortune 500 companies comprise two-thirds of the U.S. GDP, with $ 12.8 trillion in revenues, $ 21.6 trillion in 
market value, and employ 28.2 million people worldwide.           8This, he argued, has led to an inefficient market 
that has promoted inequality and squandered public trust in corporations.           9Answering what is the purpose of 
a corporation and for whose benefit does it service presents no easy conclusions and has confounded American 
courts and legal scholars, who have vacillated between two competing positions.  

  Judge William Allen, one of the longest serving Chancellors of the Delaware Court of Chancery, described this 
divide as "America's schizophrenic concept of the corporation," where the corporation exists simultaneously to 
serve the interests of its shareholders, while also having a social purpose.           10The first concept leads to the 
conclusion that the corporation should    [*188] maximize shareholder profits, while the second supports the idea 
that the corporation has obligations to support the broader social welfare of its constituents. Courts over the course 
of American history have supported both concepts in Orwellian doublethink. They have upheld the duties of loyalty 
and care owed to shareholders and the right of shareholders to a return when the company is sold, while at the 
same time allowing for corporate expenditures on social welfare programs for employees, such as healthcare, sick 
leave, vacation, and charitable donations to local philanthropic causes. Judge Allen believes this discrepancy as to 
where to draw the line between the rights of shareholders and a corporation's constituents, such as its employees 
and community, is the raging crisis at the center of American corporate law.           11  

  For investors and market makers in the West, however, the answer is increasingly the latter. Fink's letter exhorted 
to his investors--some of the largest public pension funds in the world--that corporations and boards have a 
multitude of stakeholders--from the environment to employees--not just shareholders, whose interests they must 
regard. Fink's BlackRock along with the other large institutional investors view environmental, social, and 
governance (ESG) criteria as critical to their investment strategy. These institutional investors, the Big 3 as they are 
known--Vanguard, State Street, and BlackRock--together are the largest single shareholder in almost 90% of S&P 
500 firms, including Apple and Coca-Cola.           12While the playing field has become much larger in terms of 
global competition, the business community has been narrowed to a small few who wield incredible power. The 
Head of ESG Investment at State Street, Rakhi Kumar, articulated that institutional investors are eager to engage 
boards to better understand a company's long-term strategy, how they operate, and how they are promoting the 
welfare of all their constituents. To that end, she noted her office had over 700 engagements with corporate boards 
just this last year alone.           13  

7       Larry Fink,       Chairman's Letter to Shareholders, BlackRock's 2018 Annual Report (2018).

8       Mark Hocket,       Where Industrial Distributors & Suppliers Landed On The 2018 Fortune 500, INDUSTRIAL 
DISTRIBUTIONS (May 2018) https://www.inddist.com/blog/2018/05/see-where-industrialdistributors-suppliers-landed-2018-
fortune-500. 

9       Fink,       Chairman's Letter to Shareholders, supra note 7 at 2.

10             See generally William T. Allen,       Our Schizophrenic Conception of the Corporation, 14 CARDOZO L. REV. 261 
(1992).

11             Id.; see supra note 10 at 279-81.

12       Jan Fichtner & Eelke Heemskerk,       These 3 firms own corporate America, BUSINESS INSIDER (May 10, 2017), 
https://www.businessinsider.com/american-corporation-big-three-firms-2017-5?IR=T. 

13       Rakhi Kumar,       The Implementation of ESG Investing Strategies,, Investors and ESG Conference, NYU INSTITUTE 
FOR CORPORATE GOVERNANCE & FINANCE (Sep. 27, 2018). 
https://www.youtube.com/watch?v=HK6QZmhZje8&list=UUPIj95W1bHT9NSpNMm2oVbQ&index=6 6 (starting at 43:53 
minutes).
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  Shareholder engagement has not only increased in the U.S., but around the world, and particularly in Asia. 
According to Anu Ayengar, head of the Global Investment Bank at J.P. Morgan, this type of activism is not only 
driving mergers across the globe, but also encouraging    [*189] governments to enforce corporate governance 
codes or rewrite them altogether to level the playing field so that companies can be held to account by the same 
standards. While codes of corporate governance and stewardship are not law, they are frameworks by which 
companies must operate under or face very real legal consequences by shareholder activists who use these 
standards as reasons to either acquire more of the company or split part of it off, the repercussions of which usually 
leads to extensive court battles. Activist attacks in the Asia-Pacific region have risen 12% from 2011,           14and 
foreign investors have increasingly played a role.  

  Well known U.S. hedge funds - Eliot Management, Third Point, and ValueAct Capital - have been involved in 
several substantial campaigns. In 2017 alone, two of the six activist campaigns Elliot Management led were in 
Japan.           15But it's also institutional investors that increasingly demand more of boards. That same year, 
BlackRock reported 125 engagements with companies in Asia, with BlackRock voting against management 24% of 
the time.           16As engagement has become a core component of how investors calculate risk and the security of 
their investment, Japan has led the Asia Pacific region as the recipient of 92 activist campaigns in the last five 
years. During the same period, China, in contrast, has had almost half the amount, with only 47.           17While 
boards of companies in Japan and Korea have changed their practices to increase their communication with 
shareholders, that trend has not extended to China.  

  In September 2018, the CSRC issued its first revised Code of Corporate Governance for Listed Companies since 
2002. According to the Harvard Asian Corporate Governance Association, that timing is a very unlikely coincidence. 
In its 2017 Foreign Institutional Investor Survey, Harvard found that 90% of respondent foreign investors strongly 
analyzed the corporate governance of every Chinese company in which they considered investing.           18As 
foreign investors have taken a harder look at Chinese companies' corporate governance policies and practices, it 
would seem China has responded by making an attempt to ostensibly be more transparent in showing how its 
companies are run and the extent to which their corporate    [*190] governance policies are in line with global 
norms. Yet as Professor Donald Clarke has noted, the challenge in China is the difference between policy and 
practice and whether good principles on paper are actually enforced.           19Harvard found 80% of respondent 
foreign investors said that engagements with companies have led to no productive outcomes.           20  

  Corporate governance in China is slightly more dynamic than in Japan, Korea, Europe or the U.S. The standards 
to which Chinese companies are held reflect the varied roles a corporation serves in Chinese society that I would 
classify the following ways: a state enterprise, a private institution that is also a national champion, and the 
employer of last resort. Many of the leading publicly listed corporations in China are still state owned or are state 

14       J.P. Morgan M&A Team,       Shareholder Activism in Asia: Confrontation Gaining Momentum, 5, (May 2018), 
https://www.jpmorgan.com/jpmpdf/1320745400533.pdf 

15             Id. at 13.

16             Id. at 8.

17             Id. at 9.

18       Jamie Allen and Li Rui      , Awakening Governance: ACGA China Corporate Governance Report 2018, HARVARD LAW 
SCHOOL FORUM ON CORPORATE GOVERNANCE AND FINANCIAL REGULATION, August 25, 2018, Fig. 1.3 
https://corpgov.law.harvard.edu/2018/08/25/awakening-governance-acga-chinacorporate-governance-report-2018/. 

19       Donald C. Clarke,       Law without Order in Chinese Corporate Governance Institutions, 30 NW. J. INT'L L. & BUS. 131, 
133 (2010).

20       Jamie Allen & Li Rui      , Awakening Governance: ACGA China Corporate Governance Report 2018, Fig.1.11, 
https://corpgov.law.harvard.edu/2018/08/25/awakening-governance-acga-china-corporategovernance-report-2018/. 
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controlled through convoluted funding schemes or social networks. According to the Organization of Economic 
Cooperation and Development ("OECD")--a Paris based intergovernmental economic organisation--at the end of 
June 2016 there were 2,887 listed companies in China, of which 1,019 were state-controlled. This is about 47% of 
the total market value of all listed companies in China.           21Many leading SOEs are energy firms, like Sinopec 
an oil conglomerate, and prominent banks, such as Bank of China and China Construction Bank. However, the 
number of SOEs may in fact be higher if analysts take into account what Professor Wenjing Chen of East China 
University of Political Science calls the "inside system"--a web of social, commercial, and patronage relationships 
that allows the Party to indirectly control a corporation without directly running the company or having a director on 
the board. For example, ZTE, the second largest telecommunications company in China, is 51% owned by a 
holding company which in turn is owned by two SOEs, and, is 49% owned by a private enterprise, Zhongxing WXT, 
which is contractually authorized to manage the affairs of ZTE. In appearance, ZTE is privately run, but in fact the 
government is the largest equity controller.           22  

  Another example is Huawei, which is ostensibly owned by employees in what is similar to an Employee Stock 
Ownership Plan. Yet Nathaniel Ahrens of the Center for Strategic Studies,    [*191] has suggested that Huawei is a 
"national champion" of the Chinese government and consequently receives major funding from state banks.           
23For example, in 1998, Huawei received 3.9 billion RMB in buyer's credit from the China Construction Bank, which 
was forty-five percent of the total credit the bank extended that year.           24It's beyond imagination that an 
equivalent bank in the U.S. or Europe--whether it be Goldman Sachs or Barclays--would extend almost half their 
credit to simply one company.  

  Curtis Milhaupt and Wentong Zheng have argued that the state in fact can wield even greater influence over 
private companies than outright state-owned ones. Their study found that ninety-five of the top one hundred private 
firms have a founder who is currently or formerly a member of the central or a local party organization.           
25They also contend that party affiliation is not always public information so as not to arouse suspicion, like in the 
case with the founder of Huawei, Ren Zhengfei.           26But party association can nevertheless be profitable and 
have clear business justifications. Hongbin Li from Chinese University of Hong Kong has further argued that the 
Party's affiliation with private companies has helped to improve performance and profitability.           27  

  Nonetheless, such political associations have raised concerns in the West. Because of the suspicious ties of 
Huawei's and ZTE's founders, however extraneous, to the Party, a report composed by the United States House 
Select Committee on Intelligence wrote that "the U.S. government systems, particularly sensitive systems, should 

21       OECD (2017), OECD Corporate Governance Factbook 2017, at 12, www.oecd.org/corporate/corporate-governance-
factbook.htm. 

22       Curtis J. Milhaupt & Wentong Zheng,       Beyond Ownership: State Capitalism and the Chinese Firm, 103 GEO. L.J. 665, 
674-76 (2015) http://scholarship.law.ufl.edu/facultypub/696. 

23       Nathaniel Ahrens,       China's Competitiveness: Myth, Reality, and Lessons For The United States and Japan--CASE 
STUDY: HUAWEI, CENTER FOR STRATEGIC & INTERNATIONAL STUDIES, 6 (2013).

24       Milhaupt & Zheng,       supra note 23, at 685.

25             Id. at 684.

26                 Id.      

27       Hongbin Li, Lingsheng Meng, Qian Wang, & Li-An Zhou,       Political Connections, Financing, Firm Performance: 
Evidence from Chinese Private Firms, JOURNAL OF DEVELOPMENT ECONOMICS 87, 284-90 (2008).
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not include Huawei or ZTE equipment, including any component part."           28The report went farther to declare 
that the government must block acquisitions by Huawei or ZTE as a matter of national security. It was sent to the 
Committee on Foreign Investment in the United States ("CFIUS,") which screens foreign investment in vital 
industries, such as telecommunications and finance, for potential    [*192] threats to national security. The concern 
to the U.S. government is that because many private companies are founder controlled, the state has enormous 
leverage to control private companies by simply manipulating one individual. Inculcating wealthy and successful 
entrepreneurs into the party apparatus is a strategy that China scholar Bruce Dickenson has called "the integration 
of wealth and power" which serves to give political and economic elites the same vested stake in China's status 
quo.           29  

  These national champions are not only China's image to the world, but they serve as vehicles for the country's 
employment. A legacy from China's Marxist past is the notion that the purpose of a corporation is to deliver what 
scholars call the "iron rice bowl" system of lifetime employment and social benefits. This is particularly true of SOEs, 
whose goal, Robert Art of Yale Law School, has argued is to perform the welfare services a government would 
provide in the West such that, "profitability is neither the central goal nor a likely outcome."           30  

  Nevertheless, because China's government views unemployment and the ebbs and flows that come with an 
economy guided by the invisible hand of the market as largely unacceptable, it has used not only state owned 
corporations, but also liberalized the use of private companies through a series of Company Laws over the last 
decade as a supplementary measure to address this concern. According to Chinese government reports, China's 
private sector now employs 340 million people.           31Huawei alone employs 100,000 people in the mainland.           
32This blurred line between state owned and private companies and a dual corporate purpose of financial success 
and social welfare directly impacts, as this paper will show, how foreign minority investors can access China's 
securities market and the challenges they face.  

      Part II: U.S. Listed Chinese Companies and Shareholder Value    

   [*193] As of February 2019, there were 156 Chinese companies listed on U.S. exchanges with a total market 
capitalization of $ 1.2 trillion, with 11 companies being SOEs.           33The best capitalized, however, are ostensibly 
private companies, many of which are Variable Interest Entities. The Variable Interest Entity ("VIE") is a common 
corporate structure used by Chinese companies to list on U.S. and other foreign exchanges. The Harvard 
Corporate Governance Survey found that foreign investors are more comfortable holding Chinese securities listed 
on American or European exchanges than they are of those listed in China. In terms of assets under management, 
68% of foreign investors said that they held 10% or less of their assets in Chinese companies on foreign 
exchanges, while 82% of those interviewed said they only held 1% or less of their assets actually in Chinese 

28       Mike Rogers & C.A. Dutch Ruppersberger, H.R. Permanent Select Comm. on Intelligence, 112th Cong.,       Investigative 
Report on U.S. National Security Issues Posted By Chinese Telecommunications Companies Huawei and ZTE, § VI (Oct. 8, 
2012).

29       Bruce J. Dickson,       Integrating Wealth and Power in China: The Communist Party's Embrace of the Private Sector, 192 
CHINA QUARTERLY 827, 827-28 (2007).

30       Robert C. Art & Minkang Gu,       China Incorporated: The First Corporation Law of the People's Republic of China, 20 
YALE J. INT'L L. 278 (1995).

31       "      China's private sector contributes greatly to economic growth,"       Top News, The State Council The People's 
Republic of China (March 6, 2018) http://english.www.gov.cn/news/top_news/2018/03/06/content_281476068861230.htm. 

32       "      About Huawei," Huawei Company Website, https://www.huawei.com/us/about-huawei (last visited on June 25, 2019).

33       U.S.--China Economic & Security Review Commission, C      hinese Companies Listed on Major U.S. Stock Exchanges, 
https://www.uscc.gov/chinese-companies-listed-major-us-stock-exchanges (last visited Mar. 2, 2020).

15 Rutgers Bus. L. Rev. 184, *191
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companies listed on the domestic Chinese exchanges of Shanghai and Shenzhen.           34Chinese companies 
seeking foreign investment create VIEs to avoid the restrictions set by the Ministry of Commerce's Catalogue of 
Industries for Guiding Foreign Investment (MOFCOM) which restricts what industries--particularly those that are 
strategic--foreign investment can be involved in, such as energy, internet and broadband, financial services, 
agriculture, telecommunications, transportation, and education.           35  

  A VIE is a complex web of contractual relationships that is composed of three entities: a Chinese company 
operating a state recognized legitimate business in China, a sister company established as a wholly foreign-owned 
enterprise (WFOE) in China, and an offshore shell company that lists on an overseas exchange. In order to bypass 
the MOFCOM restrictions on foreign investment, the parent Chinese company will create a series of contractual 
obligations with the WFOE in which the parent leases its assets to the WFOE. As the WFOE does not directly own 
the assets it can consequently receive foreign investment, which it does by creating a shell company usually in the 
Cayman Islands or the British Virgin Islands that lists on a foreign exchange like the Nasdaq or the New York Stock 
Exchange.  

   [*194] Some of China's most prominent companies use a VIE corporate structure, particularly many Chinese 
companies that are listed in the U.S. Examples include Alibaba, Baidu, JD.com, and YY, Inc., which are all listed on 
the New York Stock Exchange.           36Since 2000, more than 150 VIEs have listed on U.S. exchanges. In 2017, 
sixteen alone listed in the U.S. including two of the largest IPOs of the year: Segou at $ 585 million and Best, Inc., 
which was supported by Alibaba raising $ 450 million. This was almost triple the VIEs that were listed in 2016.           
37  

  Yet despite their popularity, VIEs present many legal challenges to investors. The first of which is the gray legal 
area in which they operate. For now, MOFCOM has turned a blind eye to VIEs reliance on foreign capital, but at 
any given moment it could choose to enforce its own rules. And there are several precedents of MOFCOM doing 
exactly this. In 1998, the government intervened to shut down the widely used corporate structure--the China-
China-Foreign (CCF) entity--common amongst telecommunication companies which employed this structure with 
the similar intent of bypassing MOFCOM prohibitions on foreign investment in restricted industries. In 2011, the 
government directly squashed an attempt by Baosheng Steel from going public on the Nasdaq through its VIE 
Buddha Steel incorporated in the Caymans.           38In 2012, the China Supreme Court ruled that the VIE contracts 
of Chinachem were unenforceable because the VIElike structure amounted to concealing illegal intentions with a 
lawful form.           39This was also the conclusion reached by a Shanghai arbitrator in Gigamedia as well.           
40Charles Comey of Morgan Forrester, who has studied these cases in the Chinese Courts, has noted that the 
foreign investors were left with no legal recourse. To turn the screws even further, in 2015, MOFCOM revised the 

34       Jamie Allen & Li Rui      , supra note 18, at Fig.1.11

35       Brandon Whitehall,       Buyer Beware: Chinese Companies and the VIE Structure, COUNCIL OF INSTITUTIONAL 
INVESTORS AT 2 (December 2017) 
https://www.cii.org/files/publications/misc/12_07_17%20Chinese%20Companies%20and%20the%20VIE%20Structure.pdf. 

36             Corporate Governance in China, MSCI ESG RESEARCH LLC (Sept. 2017) 
https://www.msci.com/documents/10199/1d443a3d-0437-4af7-aa27-ada3a2655f6d. 

37       Whitehall,       supra note 36, at 12-3.

38             See Sec. Exch. Comm'n, SEC Form 8-K: Current Report for Buddha Steel, Inc. (Mar. 28, 2011), 
https://www.sec.gov/Archives/edgar/data/1367777/000114420411017680/v216334_8k.htm. 

39             See Neil Gough,       In China, Concern About a Chill on Foreign Investments, N.Y. TIMES (June 2, 2013), 
https://dealbook.nytimes.com/2013/06/02/in-china-concern-of-a-chill-on-foreign-investments/. 

40       Gillis, P., & Lowry, M. R.       Son of Enron: Investors Weigh the Risks of Chinese Variable Interest Entities, J. APPLIED 
CORP. FIN., Summer 2014, at 61-63.

15 Rutgers Bus. L. Rev. 184, *193
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Foreign Investment Law to give the commission the "ability to exercise decisive influence over a company by way of 
contractual arrangements," which in sum is the direct authority to eliminate the VIE structure in its entirety.           
41But the threat of government confiscation is not the only concern.  

   [*195] The second red flag for VIE investors is the extensive prevalence of founder control. Of the 16 VIE 
companies that listed in the U.S. in 2017, 12 are founder firms, of which 8 are governed by dual class share 
structures where the founder has complete control due to superior voting rights. Alibaba, JD.com, and Baidu are 
also such examples.           42As the corporate purpose of many private companies is to be "national champions" 
and supporters of the "iron rice bowl" system, founder control continues to plague many VIEs. Like Baosheng Steel, 
many of the 16 VIEs listed above are incorporated in the Caymans, which presents an additional concern: an 
exemption from holding annual meetings. The Cayman Islands 'Exempt Companies' provides that companies are 
not required by law to hold annual general meetings. JD.com has not held a general meeting since it went public in 
2014 and Baidu has not since 2008.           43Because founders exercise unilateral control over the company 
through majority voting shares, minority foreign investors have absolutely no say over company affairs. But the 
threat to foreign investors is not simply a lack of voting rights.  

  Foreign investors have almost no legal recourse to combat management and director self-dealing behavior and 
prevent management buyout that depresses minority shareholder value. As seen in Chinachem and Gigamedia, 
Chinese Courts certainly won't easily entertain suits on the grounds that VIE structures are entirely designed to 
circumvent the law and completely illegal.  

  There is also little opportunity to pursue such suits in U.S. courts as well, because as a legal entity in the U.S., 
VIEs are simply shell companies. The company remains incorporated in China and all the assets and legal owners 
of the companies also remain abroad. The shell company is usually listed in the U.S. as a Foreign Private Issuer 
(FPI). FPIs are subject to their home country's rules and are exempt by securities laws from many corporate 
governance practices to which domestic companies must adhere. They are not required to report quarterly 
earnings, or have a completely independent audit committee, or file proxy solicitation materials for annual meetings 
of its shareholders.           44Most significantly, an FPI may delist and terminate its membership on the exchange 
much easier than a U.S. company without shareholders having the    [*196] right to an independent appraisal of the 
company's value.           45These exemptions are used by many foreign companies, but what compounds the 
problem with Chinese VIEs, however, is their high degree of founder control and their incorporation in the Cayman 
Islands, leaving foreign minority shareholders with little recourse to stop the founder and management from taking 
the company private at a price that is less than fair market value.  

  Since 2013, more than 60 U.S. listed Chinese companies have gone private, with the average premium offered to 
U.S. shareholders at 20.6% versus the 28.4% average control premium paid in all U.S. buyouts.           46Peter 
Halesworth, manager for Heng Ren Partners in Boston, wrote a white paper on Chinese companies delisting 
arguing, "they're trying to squeeze every last drop of blood out of U.S. shareholders and then go on and relist and 

41             See also Whitehall,       supra note 36, at 7.

42       Whitehall,       supra note 36, at 17-9.

43       Corporate Governance in China      , supra note 37, at 3.

44             See generally SEC. EXCH. COMM'N,       Accessing the U.S. Capital Markets -- A Brief Overview for Foreign Private 
Issuers (2013) https://www.sec.gov/divisions/corpfin/internatl/foreign-private-issuersoverview. shtml;see also Frequently Asked 
Questions About Foreign Private Issuers, MORRISON FOERSTER, 
https://media2.mofo.com/documents/100521faqforeignprivate.pdf. 

45             See generally 17 C.F.R. § 240.12h-6.

46       Peter Halesworth, Heng Ren Partners LLC,       Chinese "Squeeze Outs" in American Stock Markets and the Need to 
Protect U.S. Investors, 1 (2019).
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do a new IPO in Chinese markets for three times or five times the transaction price in the U.S."           47For 
example, Mindray Medical went public on the Nasdaq at a valuation of $ 3.5 billion U.S. dollars in 2006. It later went 
private in 2016 at $ 3.3 billion.           48Two years after that it relisted on the Shenzhen exchange for $ 8.5 billion. In 
2015 alone, 32 Chinese companies went private with 19 bought out by their founders at prices below their U.S. IPO 
price. In these cases, foreign minority shareholders are simply outvoted, and U.S. securities laws give them little 
protection as investors in an FPI to challenge the buyout appraisal value in U.S. courts.  

      Part III: Listed Companies in China and Derivative Action Suits    

  Foreign investors in Chinese companies on the mainland face another set of challenges regarding how to protect 
their investment and hold directors and managers accountable. The Company Law and the Code of Corporate 
Governance govern the two main corporate structures in China: the limited liability corporation and the joint stock 
corporation. A limited liability corporation (  youxian zeren gongsi) (LLC) is a corporate structure where the owners 
of the company are not personally liable for the company's liabilities and debts. There are three common types of 
LLC corporations available to foreign investors. The first is a Wholly Foreign    [*197] Owned Enterprise (WFOE) 
where the foreign parent company has complete ownership without a Chinese partner, but WFOEs face a clear 
disadvantage in that Chinese law prohibits and/or limits the scope of WFOEs business activities in key industries, 
such as finance, healthcare, and mining. The other two LLC types are the equity joint venture and the cooperative 
joint venture, both of which require a domestic partner owning a majority stake in the enterprise in most industries, 
but allow for much greater market access.           49  

  In late 2017, however, China's Securities Regulatory Commission (CSRC) issued a new rule allowing foreign 
ownership up to 51% in securities joint ventures, which was previously capped at 49%. As of May 2019, JPMorgan 
became the first foreign firm to own a majority stake of 51% in a Chinese mutual fund, the China International Fund 
Management, after the CSRC gave the bank permission to buy an additional 2% from its local partner, the 
Shanghai International Trust owned by the Shanghai Pudong Development Group which had owned 51%. While 
JPMorgan and other banks that are WOFEs have securities fund management licenses, these current licenses do 
not allow them to sell products to mass market retail investors. Foreign firms may only do this through joint venture 
mutual funds.           50The practical effect of this rule, nevertheless, has still yet to be seen. While a majority stake 
of 51% gives foreign firms slightly more flexibility in their business decisions, this is only a 2% larger stake than 
many firms already had and does not dismiss the enormous influence the local partner will still have as the senior 
partner in navigating the political and commercial webs that underline China's economy.  

  A joint stock company otherwise known as a company limited by shares   (gufen jouxian gougsz) (CLS) is the 
equivalent to a U.S. Delaware corporation. It may be private or publicly listed.           51As this paper is concerned 
with securities ownership, it will focus on the publicly listed CLS. According to Article 120 of the Company Law, "for 

47             See id. at 4.

48             See generally Mindray Medical International LTD (MR) IPO, https://www.nasdaq.com/markets/ipos/company/mindray-
medical-international-ltd-720126-51429; see also Venus Fang      , A New Billionaire and an Eightfold Increase in Value: the 
Magic of Listing in China, BLOOMBERG (May 4, 2019).

49             See Raymond Shi,       China: Corporate Governance 2019, TIANYUAN LAW FIRM REPORT (2019), 
https://iclg.com/practice-areas/corporate-governance-laws-and-regulations/china. 

50       Stella Yifan Xie,       JPMorgan Plans to Seek Controlling Stake in Chinese Venture, WALL ST. J., May 14 2018.

51             See Donald C. Clarke,       Law without Order in Chinese Corporate Governance Institutions, 30 NW. J. INT'L L. & 
BUS. Winter 2010, 131, 144.
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the purposes of the Law, the term listed company refers to a company limited by shares whose shares are listed 
and traded on a stock exchange."           52  

   [*198] Since entering into the WTO in late 2001, China has developed a rapidly growing securities industry to 
finance some of its largest companies.           53To give Chinese companies greater access to capital markets 
abroad, the government has taken steps to facilitate greater international investment in Chinese companies listed 
on domestic exchanges. A cross-boundary stock exchange channel was established in 2014 between Shanghai 
and Hong Kong, later extended to Shenzhen in 2016, allowing Chinese investors to trade securities (stocks) in each 
other's markets on each city's exchange. Currently there are just over 100 companies dually listed in both Hong 
Kong and China.           54  

  Targeting foreign investors, President Xi pledged at the Party Congress in Beijing in mid-October 2017 to "protect 
the legitimate rights and interests of foreign investors."           55More recently in June of 2018, the People's Bank of 
China and the State Administration of Foreign Exchange eased certain rules governing foreign investor 
participation. The three-month lock up on the repatriation of any investment principal (amount originally invested) 
and the 20% limit on repatriation of any investment return (profit) were eliminated for all Qualified Foreign 
Institutional Investors (QFII).           56Originally launched in 2002, The QFII program allows licensed foreign 
investors to trade securities on China's mainland exchanges up to a group quota of $ 100 billion U.S. dollars in 
trading volume. As of April 2018, there were just under 300 licensed foreign investors.           57  

  But by any measure, the quantity of permissible investors and trading volume is small. Comparatively, China's 
stock market has over 3500 listed companies and $ 7.5 trillion U.S. dollars in market capitalization.           58To that 
end, foreign investors who seek to directly invest in the    [*199] equity of Chinese companies can really only 
access 1.4% of China's entire public securities markets. So despite the modest changes, capital controls remain 
strict. Nonetheless, foreign investors have shown a keen interest in getting involved. Börse Frankfurt created a 
cooperative with the Shanghai Exchange in 2016 called the China Europe International Exchange (CEINEX) that 
has listed several prominent blue-chip Chinese companies, including Qingdao Haier, a major electronic producer. 
The London-Shanghai Stock Connect went live in June 2019 allowing companies from both cities to raise funds and 
sell shares in a scheme similar to the Hong Kong Connect. But despite this opportunity for interconnectivity, traders 

52       Zhonghua Renmin Gongheguo Gongsifa (<<Foreign Language>>) [Company Law of the People's Republic of China] 
(promulgated by the Standing Comm. Nat'l People's Cong., Dec. 29, 1993, effective July 1, 1994), art. 120 [hereinafter       
Company Law].

53       Thomas W. Lin,       Corporate Governance in China: Recent Developments, Key Problems, and Solutions, J. ACCT. 
CORP. GOVERNANCE, June 2004, at 2.

54             What is Stock Connect? A Unique Collaboration Between the Hong Kong, Shanghai and Shenzhen Stock Exchanges, 
H.K. EXCH. https://www.hkex.com.hk/Mutual-Market/Stock-Connect?sc_lang=en. 

55       Tay Hwee Peng,       19th Party Congress: 7 key themes from President Xi Jinping's work report, STRAIT TIMES (Oct. 18, 
2017), https://www.straitstimes.com/asia/east-asia/19th-party-congress-7-key-themesfrom-president-xi-jinpings-work-report. 

56       SOPHIA MAN, BAKER MCKENZIE, CHINA LIBERALIZES CAPITAL REPATRIATION AND ALLOWS CNY-FX HEDGING 
FOR QFII/ RQFII (2018).

57             See James Chen,       Qualified Foreign Institutional Investor (QFII), INVESTOPEDIA (April 19, 2019), 
https://www.investopedia.com/terms/q/qualified-foreign-institutional-investor-qfii.asp. 

58       Jennifer N. Carpenter, Fangzhou Lu, and R. F. Whitelaw,       The Real Value of China's Stock Market, NYU STERN, 14 
(Jan. 24, 2020), http://people.stern.nyu.edu/jcarpen0/pdfs/Carpenter%20Lu%20Whitelaw%20-
%20The%20Real%20Value%20of%20China%27s%20Stock%20Market.pdf. 
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in London and Frankfurt are nevertheless still held to QFII requirements, because foreign investors are purchasing 
actual shares of Chinese companies still listed in China.           59  

  More commonly, foreign investors that trade through the QFII program trade through exchange traded funds 
(ETFs), such as the Morgan Stanley Capital International (MSCI) Index, which is the leading emerging markets 
index. As of 2018, MSCI recently increased the weight of the Chinese companies in its portfolio from 5% to 20%, 
including additional A-shares of 234 large-cap companies. A-shares are equity shares of mainland Chinese 
companies available to foreign investors.           60But as the Index itself notes to shareholders in its corporate 
governance brief, investing in Chinese securities involves significant controlling shareholder risk, with an astounding 
81.9% of companies in the Index having a controlling shareholder, either a founder or the state itself.  

  The larger question this paper addresses is that given the above constraints of continued state ownership and 
founder control over publicly listed companies, how can foreign investors, owning the small minority of shares that 
they do, hold management and directors accountable for abuse of their power in ways that depress shareholder 
value. The recourse to a legal right of action in which a shareholder may bring suit on behalf of the company 
against the board of directors is called a derivative suit in many common and civil law countries. In the U.S., 
derivative suits are brought against boards of directors for breaches in duties of care and loyalty--such as failing to 
make an informed decision, or inadequately overseeing management,    [*200] or engaging in self-interested 
transactions--and whereby those actions financial harm is caused to the company and its shareholders.           
61While scholars are divided as to whether derivative suits are, in fact, an effective determent mechanism, due to 
director indemnification policies many companies have, derivative suits are, nonetheless, an important check on the 
board and management and the number of derivative settlements in the U.S. has increased substantially over the 
last 10 years.           62  

  In China, the derivative suit has had a mixed history of success and has incrementally become a part of Chinese 
corporate law since the early 1990s following Deng Xiaoping's great opening up. Its acceptance as a legal standard 
began with guidance from the courts and not as clear text codified in statute. The scope and standing of derivative 
suits have evolved through different revisions of the Company Law, Corporate Governance Code, and securities 
rules promulgated by the CSRC. As much as China's different constitutions have been temporary solutions to the 
country's current political situations, China's Company Laws have been temporary frameworks to support the 
State's current economic policy.           63  

  To that end, China's first corporate legal framework, the Company Law of 1993, contained no specific language 
guaranteeing a derivative lawsuit. Article 111--the most relevant--gave shareholders a right of action against the 

59             See generally CHINA EUROPE INTERNATIONAL EXCHANGE CEINEX, https://www.ceinex.com/aboutus. 

60       Press Release, MSCI, MSCI Will Increase the Weight of China A Shares in MSCI Indexes (Feb. 28, 2019), 
https://www.msci.com/documents/10199/43f3ee8b-5182-68d4-a758-2968b4206e54 (in order to hold Chinese securities, the 
Morgan Stanley Capital Index (MSCI) fund would also have to be registered as a Qualified Foreign Institutional Investor (QFII)).

61             See Zapata Corp. v. Maldonado 430 A.2d 779 (Del. 1980) (holding that derivative suits are governed by state law, but 
most states follow the structure of FED. R. Civ. P. 23.1);       see also DEL. CODE ANN. TIT. 8, § 327.

62             See Thomas P Kinney,       Stockholder Derivative Suits: Demand and Futility Where the Board Fails to Stop 
Wrongdoer, 78 MARQ. L. REV. 172 (1994) (holding that derivative suits are a powerful deterrent against board 
mismanagement);       see also Aronson v. Lewis, 473 A.2d 805, 811 (Del. 1984) (finding that when a corporation is faced with 
an injury by directors "a stockholder is not powerless..."The machinery of corporate democracy and the derivative suit are potent 
tools to redress the conduct of a torpid or unfaithful management.");       but see Bernard Black, Brian Chefins, & Michael 
Klausner,       Why Directors' Damages May Harm Investors, FIN. TIMES, January 20, 2005, at 19 (arguing that derivative suits 
can be an ineffective determent mechanism because the company ends up bearing the brunt of the costs, which in turn hurts 
shareholder value).

63             See generally Jerome Alan Cohen,       China's Changing Constitution, 76 CHINA Q., 1978, at 794, 795-99.
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company but did not lay out any procedural or substantive rules to make a claim many critics argue.       64Article 
111 states:  

   [*201] If the resolutions of a shareholders' meeting or board of directors violate laws or administrative 
regulations and infringe the legitimate rights and interests of shareholders, the shareholders shall have the right 
to institute proceedings with a people's court requesting the cessation of such illegal activities and acts of 
infringement.           65

  Scholars have pointed to three reasons why the article fails to provide grounds for a derivative suit. Firstly, Article 
111, requires shareholders to sue on behalf of themselves, not the company, which in a derivative suit is the 
opposite: shareholders sue on behalf of the company.           66Secondly, the harm for which a shareholder can sue 
is very narrow, being only illegal board and shareholder resolutions. This of course leaves out a wide range of other 
nefarious activities the board acting with the controlling shareholder could take against the interests of minority 
shareholders. Finally, in providing for a "cessation of such illegal activities," the article seems to only offer an 
injunction and not damages as the remedy. To that end, the article simply allows for the possibility of a personal suit 
against the company, a right which was hardly acted upon in the 1990s when the vast majority of companies were 
SOEs.           67  

  The first case in which a court acknowledged a derivative suit is generally regarded to be Zhangjiagang Polyester 
Fiber Factory ("the Factory") case brought in 1993 in Jiangsu Province. The Factory had entered into a joint venture 
("the JV") with a Hong Kong Company, Jixiong Corporation. A contract dispute arose between the JV and one of its 
vendors, Daxing Engineering also from Hong Kong. The court was asked to decide whether the Factory could bring 
a suit against the vendor on behalf of the JV. Having begun in the Jiangsu local court, the case was appealed to the 
People's Supreme Court, and in a break with the Maoist era judicial reticence, the Court decided that the Factory 
had standing to bring suit and exercise ligation rights on behalf of the JV. Nevertheless, in regard to the facts of the 
case, the Court then declared that the Factory couldn't proceed with the suit because a preexisting arbitration 
lawsuit prevented it from doing so. The Court's recognition of a derivative suit in principle was a monumental step 
forward. Yet some scholars argue that the Court's decision here was limited to the facts at hand and only provided 
a narrow scope in which a Chinese entity could sue a foreign    [*202] company in a joint venture and not the other 
way around. As such, this right of action most likely excluded foreign minority shareholders.           68  

  Regardless, the precedent set by the Court in the Polyester Fiber Factory case ("Fiber One") began to be used by 
the lower courts. For example, The Zhejiang provincial court cited Fiber One in the Zhejiang Wu Fang Zhai 
Company case almost a decade later in 2000 to allow standing for a suit against a company director. Zhu Chuanlin 
and Jiaxing Commercial Holding Company each held 50% of the Wu Fang Zhai Company. Zhu Chuanlin as a 
stockholder sued the chairman of the Wu Fang Zhai company, Zhao Jianping, for violating Article 147 of the 
Company law, which lays out directors' duties of diligence and loyalty by not accepting bribes or "encroaching on 

64             See Jingchen Zhao,       A More Efficient Derivative Action System in China: Challenges and Opportunities through 
Corporate Governance Theory, 64 N. IR. LEGAL Q. 233, 235 (2013); Shaowei Lin,       Derivative Actions in China: Case 
Analysis, 44 H.K. L.J. 621, 623 (2014); Donald C. Clarke & Nicholas C. Howson,       The Derivative Action in Asia: A 
Comparative and Functional Approach, Pathway to Minority Shareholder Protection: Derivative Actions in the People's Republic 
of China, 284-85 (Cambridge Univ. Press 2012).

65             Company Law, supra note 52, Art. 111.

66       Ann M. Scarlett       Investors Beware: Assessing Shareholder Derivative Litigation in India and China, 33 U. PA. J. INT'L 
L. 173, 212 (2011).

67       Zhao,       supra note 64, at 235;       see also Scarlett       supra note 66, at 215-16.

68       Donald & Howson,       supra note 64, at 264;       see Jiong Deng,       Building an Investor-Friendly Shareholder Derivative 
Lawsuit System in China, 46 HARV. INT'L L.J. 347, 365 n.108 (2005);       see also Zhao,       supra note 64, at 253 n.130.
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the property of the company."           69He alleged that the chairman had inappropriately guaranteed another 
stockholder's debt and that the company consequently ended up paying the debt of the stockholder. The Court 
decided in Zhu Chuanlin's favor, stating that although the Company Law didn't explicitly provide for a derivative suit, 
"the principle is clear" from Fiber One's interpretation of Article 111 of the Company Law.           70Fiber One was 
again cited in GuangZhou Tianhe SciTech in 2003.           71The judgment, however, was issued after the 
publication of the revised Company Law on January 1, 2006, but the Court interestingly chose not to rely on the 
new law and instead on Fiber One. Donald Clarke has called the Court's decision in Fiber One an "approving 
response" used by plaintiffs post the 2006 Company Law as an argument that their case should not be dismissed 
even if they failed to meet statutory requirements.           72  

   [*203] Despite the willingness of the courts to at times recognize derivative suits, that recognition was almost 
exclusively given to domestic plaintiffs in litigation between privately held limited liability companies (  youxian zeren 
gongsi) (LLC). Derivative suits against publicly listed companies--companies limited by shares (  gufen youxian 
gongsi) (CLS)--were almost non-existent.           73In the decades before the Company Law of 2006, there were 
three derivative lawsuits filed in court by minority shareholders of a CLS, but strikingly only one recorded case filed 
by a minority shareholder against a publicly listed CLS.           74  

  The suit was   Shao v.   Zhao Xinxian in April 2003, which involved the misappropriation of company funds by a 
director. Mr. Shao, a minority shareholder of Sanjiu Pharmaceutical Company based in Shanghai, filed suit against 
Sanjiu's chairman, Mr. Zhao, for recovery of the damages Zhao's conduct wrought on the company through 
interested party transactions that caused Sanjiu to be fined 500,000 yuan. Mr. Shao originally brought the case 
under his own name in the Shenzhen's Futian Basic-Level People's Court, but his case was dismissed.           75He 
then brought suit under the company's name in the Shenzhen's Intermediate People's Court, and again his case 
was dismissed on the grounds he needed the approval of all shareholders in order to sue in the company's name. 
This of course was an unscalable task given that the two largest shareholders combined owned 70% of the 
company and they were both implicated in dealings with chairman Zhao.           76As much as Chinese courts are 
not bound to the common law concept of   stare decisis, and as much as Sanjiu Pharmaceutical was factually 
unique in being the first derivative suit against a publicly listed company, Shaowei Li of Shanghai Jiao Tong 

69             Company Law, supra note 52, Art. 147.

70       Donald C. Clarke,       Law without Order in Chinese Corporate Governance Institutions, 30 NW. J. INT'L L. & BUS. 131, 
194 (2010).

71       Donald & Howson,       supra note 64, at 265.

72             Id. at 265 n.53. Donald Clarke has written that this defense has been effective in several of the post-2006, such as 
Wang Bin v. Wang Yuanquan and Beijing Peieryou Technology Company Limited re: Shanghai Peieryou Technology Company 
Limited, unidentified Shanghai Basic-Level People's Court; on appeal Shanghai no. 1 Intermediate People's Court (after 2006), 
www.qzfz.qz.gov.cn/about.asp?ID=2621, [Shanghai Peieryou 2006]; Zhao Yu v. Zhou Yuchao re: Shunde Municipal Zhaoyu 
Electronic Hardware Company Limited, Guangdong Province Foshan Municipal Shunde District Basic-Level People's Court 
(2006).

73       Donald & Howson,       supra note 64, at 281-- 82.

74             Id. at 268 n.59. The 3 cases Clark cites are the following: Zhejiang Wu Fang Zhai 2001; Li Kai v. Henan Lianhua MSG 
Co., Ltd and Lianhua Group Company, Daqing Municipal Ranghu Road Basic People's Court (2004), reported in Shanghai 
Zhengquanbao [Shanghai Securities Daily] (2004), 7 July [Henan Lianhua MSG 2004]; and Shanghai Yaoguo Energy Science 
and Technology Company Limited v. Gao Baoquanre: Shanghai Lujiazui United Real Estate Company Limited Intermediate 
People's Court (2005).

75       Lin,       supra note 64, at n.38.

76       Zhao,       supra note 64, at 236.
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University writing in the Hong Kong Law Journal aptly described the Court's reasoning in Sanjiu Pharmaceutical as 
"groundless and absurd."           77The requirement of unanimous consent from all    [*204] shareholders he 
believes was a complete arbitrary prerequisite the Court conjured from the air because "court attitudes towards 
such litigation were very hostile."           78  

  Moreover, Donald Clarke has noted the Court's ruling went against the spirit Article 4 of the 2002 Code of 
Corporate Governance issued just a year earlier, allowing in cases of management or board misconduct or actions 
in violation of law, that the "shareholders shall have the right to request the company to sue for such 
compensation."           79While the Code is not binding, it nonetheless carries the stamp of approval of the China 
Securities Regulatory Commission, an approval the judiciary it appears did not fully believe was genuine. To add 
even less clarity, a year later in 2004, higher people's courts in Beijing, Shanghai, Jiangsu, and Zhejiang issued 
guidance supporting derivative suits, but it is unclear how binding statements were on lower courts.           80This 
inconsistency is an example of what I would characterize as the schizophrenic culture of Chinese law, where black 
letter law, guidance from the government regulating agency and courts, and judicial enforcement all diverge. As 
such, the decade in which the Company Law of 1993 stood marked a period of inconsistent rulings on the right to a 
derivative suit, largely because of the procedural deficiencies of the Company Law itself and a judicial diffidence to 
enforce substantive law that would have an enormous social and political impact, particularly in the case of publicly 
listed companies.  

  The new Company Law became effective on January 1, 2006 and more clearly articulated the right to a derivative 
suit. Stating in Article 152 the following:  

Where a director or senior manager is under the circumstance as mentioned in Article 150 of this Law, the 
shareholder(s) of the limited liability company or joint stock limited company separately or aggregately holding 
1% or more of the total shares of the company for 180 consecutive days or more may request in writing the 
board of supervisors or the supervisor of the limited liability company with no board of supervisors to initiate a 
lawsuit in the People's court. If the supervisor is under the circumstance as mentioned in Article 150 of this 
Law, the aforesaid shareholder(s) may request in writing the board of directors or the acting director of the 
limited liability company with no board of directors to lodge an action in the People's court.

   [*205]   If the board of supervisors, or supervisor of a limited liability company with no board of supervisors, 
or board of directors or acting director refuses to lodge a lawsuit after it (he) receives a written request as 
mentioned in the preceding paragraph, or if it or he fails to initiate a lawsuit within 30 days after it receives the 
request, or if, in an emergency, the failure to lodge an action immediately will cause unrecoverable damages to 
the interests of the company, the shareholder(s) as listed in the preceding paragraph may, on their own behalf, 
directly lodge a lawsuit in the people's court.           81

  On its surface, Article 152 seems to provide a sound basis for a derivative action suit, allowing shareholders to 
request the board to bring suit on behalf of the company against a board member or manager to enforce Article 150 
which is "where any director, supervisor or senior manager violates any law, administrative regulation, or the 
articles of association during the course of performing his duties, if any loss is caused to the company, he shall be 

77       Lin,       supra note 64, at 632.

78             Id. at 632.

79       Clarke,       supra note 19, at 190.

80       Guanghua Yu,       Derivative Actions in China: Path Dependence Revisited, 11 J. COMP. L. 151, 61 (2016).

81             Company Law, supra note 52, Art. 152.
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liable for compensation."           82If the board refuses such a demand, the article allows shareholders to bring suit 
themselves.  

  Despite the statutory clarity of the new law and opportunity for more derivative claims to be filed, there have only 
been several suits filed by minority shareholders on behalf of CLS companies.           83Most derivative suits filed 
since 2006 have involved limited liability companies.           84Even more striking, again there is only one case filed 
by minority shareholders on behalf of a publicly listed CLS that has actually been accepted in court.

  The case was brought in 2009 on behalf of 78 shareholders of the Sanlian Shangshe company in Shandong 
Higher People's Court against the board alleging breaches of several fiduciary duties in regard to an interested 
party transaction with a controlling shareholder.           85The judgment was issued three years later on October 12, 
2012 finding against the plaintiffs. Legal scholars in China, Hong Kong, and the West have not been able to get 
access to the entire written judgment of the case to properly understand on what grounds the Court found for the 
defendant.           86According to Wenjing Chen of East China University of Political Science, not every   
 [*206] case in China is published. Professor Chen's study of newspaper articles and another case involving 
Sanlian Shangshe in a trademark dispute has led her to believe that the "inside system" in which the Party and the 
State wields influence over the judiciary strongly encourages the courts to protect economically and politically 
important companies, whether they are SOEs or privately owned companies.  

  On a micro level, the Party's influence can be exerted over the judiciary by the local government, the local 
People's Congress, and the local party organization, all of which can impact the funding of a local court. The Party 
also influences the courts through the less observable but more important social network of businessmen, elders, 
and local leaders who dominate each community. The Party, after all, controls the transportation system, the 
education department, the energy department, and the health care system. Important department heads can bring 
pressure against a judge and his or her family, whether it be by influencing a child's placement in school or offering 
more luxurious medical treatment.           87  

  On a macro level, the Party's influence is yielded by the Standing Committee of the People's Congress which 
appoints members of the judicial committee and the president of the People's Court. According to William Alford of 
Harvard, "loyalty to the Party remains a crucial, if not the most important, criterion in the selection of new judges."           
88There is no greater irony than the Party's exemption from the formal legal system, while still maintaining complete 
control of it. In Alford's view, because of this, additional due process and clarity in substantive law, will do little to 
assuage uncertainty about the transparency and equity in China's legal system if the Party continues to be 
exempted from the rule of law.           89  

  To that end, derivative suits against directors or large shareholders of important companies particularly pose a 
threat to the Party, as many company managers and directors often have associations with Party members through 

82             Company Law, supra note 52, Art. 150.

83       Clarke & Howson,       supra note 64, at 275 n.81.

84       Zhao,       supra note 64, at 237 n.30.

85       Id. at 237.

86       Lin,       supra note 64, at 621;       see also Clarke & Howson,       supra note 64, at 276; Chen,       supra note 64, at 137.

87       Chen,       supra note 64, at 116 -- 22.

88       William P. Alford,       The More Law, The More...? Measuring Legal Reform in the People's Republic of China, How Far 
Across the River? Chinese Policy Reform at the Millennium n.12 (Nicholas C. Hope, Dennis Tao Yang & Mu Yang Li eds., 
2003).

89             Id. at 12.
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patronage, commercial and social dealings. This entire web of influence that Wenjing Chen calls the "inside system" 
allows the Party to squash a derivative suit from beginning to end, from the formation of shareholder collective 
action, to filing suit, to courts accepting the suit, to issuing a final judgement. It is not surprising to    [*207] scholars 
such as Wenjing Chen and Donald Clarke that derivative suits led by minority shareholders against publicly listed 
companies go nowhere.           90  

  Professor Chen uses the example of the Sanlian Shangshe trademark dispute, which also went in favor of 
Sanlian, as a vignette to hypothesize why the 2009 derivative suit failed. Again the defendant, Sanlian argued at 
trial that if the company lost it would sustain irreparable financial harm and be forced into insolvency.           
91Professor Chen believes this testimony depicting Sanlian's status as a large corporation in Shandong, employing 
many people and having a great presence in the community, is a fact no court in China would ignore. The interests 
of the community would compel the Court to ensure the company's reputation is not harmed. While this line of 
reasoning may sound conspiratorial or rudimentary, it is hard to ignore given that Sanlian Shangshe of 2009 is the 
only derivative action case since before and after the reformed Company Law of 2006 filed by minority shareholders 
of a publicly listed company and accepted by a court.           92Such a lack of cases seem to indicate perhaps there 
are more forces at play than inadequate statutory authority. Yet other scholars point to the text of the 2006 
Company Law and its procedural deficiencies that create enormous obstacles to filing a derivative suit against a 
publicly listed company. Firstly, Article 152 creates a high threshold to have standing. Plaintiffs must own at least 
1% of the company.           93Publicly listed companies in China are often valued at billions of RMB, so a 
shareholder owning just 1% of a small 1 billion RMB valued company would need to own 10 million RMB worth of 
the company in order to qualify to bring suit, in many ways an impossible threshold to reach. The U.S. and U.K., in 
contrast, require no minimum percentage in order to make a demand. To reach the 1% threshold of any large 
publicly traded Chinese company would require collective action by a large group of shareholders and not just a 
dissatisfied few, introducing a whole range of logistics and coordination problems that would hamper a suit from 
going forward.  

  Additionally, shareholders must hold their shares for 180 days in order to have standing. Donald Clarke has 
argued there are two glaring omissions in this requirement that created ambiguity for plaintiffs. It doesn't state that 
those bringing suit have to have been shareholders at    [*208] the time the harm was caused. He cites the earlier 
2003 Omnibus Regulation which used similar language as evidence that the CRC intentionally sought a very 
relaxed holding period for plaintiffs.           94Article 152 also doesn't directly state that the plaintiffs need to have 
been the same shareholders that made the original demand to the board. However, Clarke has noted that 
provisions from the Supreme People's Court immediately following the 2006 Company Law made clear that 
shareholders must retain ownership of their shares up to the date the suit is brought. These threshold requirements 
of 180 days and owning 1% remained the same in the third revision of the Company Law in 2013 as Article 152 
regarding derivative suits became Article 151.           95Based on the exhaustive efforts of this author, as of 2019, 
Sanlian Shangshe remains the last and only derivative action suit against a publicly listed company on a Chinese 
exchange.  

      The Iron Rice Bowl and Foreign Investors' (In)security    

90       Wenjing Chen,       supra note 64, at 124.

91             Id. at n.202.

92       For clarification, the pre 2006 case of Sanjiu Pharmaceutical Company was simply filed and then dismissed. The merits of 
the case were never argued in Court.       See supra note 74.

93       Zhang Zhong,       The Shareholder Derivative Action and Good Corporate Governance in China, 28 UCLA PAC. BASIN L. 
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  China's economic growth--inspiring at best and tolerable at worst--has encouraged many foreign investors to rush 
into purchasing securities of Chinese companies listed on U.S. and Chinese exchanges. Yet the purpose of a 
corporation in China as an entity with dual economic and social functions--being both national champions and 
employers of last resort--has created an economy in which the state and company founders wield controlling 
influence over corporations and where the line between state and private companies has now blurred. In this 
bouillabaisse of uncertainty, lies the greatest challenge facing foreign investors in Chinese securities: no real legal 
recourse to hold directors, managers, or controlling shareholders accountable for abusing their positions and 
depressing minority shareholder value. The vast majority of foreign investors own securities of Chinese companies 
listed on exchanges abroad, like the New York Stock Exchange, through the VIE corporate structures. This type of 
corporate structure represents some of China's most commercially successful companies and is completely illegal 
in China, existing at the discretion of the government. Chinese VIEs list in the U.S. as Foreign Private Issuers, 
which allows them to bypass the requirement that shareholders have the right to an independent appraisal of the 
company's value in the case of a buyout. Chinese VIEs have gone private by increasing numbers at prices less 
than fair market value, depriving minority shareholders the true value of their investment with no legal recourse 
available in U.S. courts.  

   [*209] The Harvard Law School Forum on Corporate Governance found investors held only around 1% of their 
assets in Chinese companies actually listed on Chinese exchanges. Nonetheless, foreign investors status as 
minority shareholders present them with very serious legal obstacles. The traditional method to hold management 
and directors accountable in many common and civil law countries is the derivative suit. But in China that has been 
slow to develop. The derivative suit has incrementally become a part of Chinese jurisprudence as the Company 
Law has evolved and as guidance opinions from the courts have reinforced its legitimacy; however, high threshold 
requirements and judicial reticence to harm politically important companies due to the Party's influence through the 
"inside system" has reduced derivative suits against publicly listed companies to a meaningless remedy. If China is 
to continue to cross the river, it must ameliorate these corporate governance challenges facing foreign investors in 
its securities market. China's body of corporate law must be a permanent, not temporary solution.
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