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The Abstract
China has embarked on major economic liberalization reform with the ascension of former President Deng
Xiaoping since the late 1970s, which reestablished its national securities markets during the early 1990s. Today,
China stands as the second largest economy and securities market in the world. But it is also recognized as one
of the most opportunistic securities markets troubled by rampant securities fraud due to its inefficient socialist
economic system and skewed corporate governance. These securities fraud cases generally result in the loss
of millions of yuan, which may stymie economic growth, or even affect political stability, particularly for those
involving a large number of aggrieved shareholders. However, due to China’s particular state-centered ownership
scheme, the government, by default, tends to seek alliances with the judicial system, in which the courts reject
to hear large-scale securities fraud cases initially, which then allows the executive branch to retain enforcement
actions within its own discriminatory purview. As a result, the securities regulators is set up to fail in its ability
to maintain accountable enforcement policies, and neither is private enforcement able to check and balance arbitrary agency discretion in China. Although prominent theories of securities law treat coordinated public-private
securities enforcement of securities fraud as a necessary factor to develop securities markets, thereby fostering
national economic growth, this dissertation asserts that a country’s securities enforcement system is shaped by a
nation’s specific corporate ownership structure and legal culture. Thus, path-dependent limitations restrict not
only China, but also other regimes, such as the U.S., from seeking optimal hybrid securities enforcement models.
In sum, establishing hybrid enforcement models in compliance with market nuisances is much easier said than
done. However, this dissertation provides solutions to coordinate public and private enforcers and harmonize
their relationships through a series of innovative hybrid models. By virtue of a comparative analysis between
the U.S. and China, this dissertation divides securities enforcement reform proposals along a spectrum according
to their ability to exclude other enforcers, ranging from the strongest to the weakest, which are as follows:
(1) The Predomination approach, which concentrates enforcement power to either public agencies or private
litigants; (2) The Supervision approach, which allows the coexistence of public and private enforcers but grants
one sector a certain degree of intervention over the other; and (3) The Compensation approach, where private
enforcement may fail to compensate victims, resulting in the public agency to supplement, but not replace, this
compensatory function. More importantly, this dissertation further posits that this divide along its strength of
exclusivity aiming to centralize all power to one enforcer is least conducive because it fails to take comparative
advantage of various different enforcers necessary within this rapidly changing market. Thus, policymakers
should remain flexible in their response, thus not treating these approaches as fixed, but constantly in flux across
sectors, which can best serve specific market conditions. Based upon this assumption, this dissertation debunks
China’s false belief that the 2015 amendments to the Chinese Securities Law are a significant stride towards
hybrid enforcement regime due to its intent to consolidate a quasi-public nonprofit organization (the Chinese
NPO) as a de facto monopolistic enforcer on behalf of the government. Therefore, this dissertation resolves that
the transfer of this Chinese NPO from an exclusive enforcer role to that of an intermediary connecting public
and private sectors will benefit the flexibility necessary amongst this dynamic marketplace. In contrast with
the proposed Predomination approach, where China intends to concentrate all private enforcement actions to
a quasi-public counsel, the Chinese NPO, I suggest that the Chinese NPO should not take all burden on itself,
but outsource the cases involving controversial industry principles to private enforcers who are willing to invest
resources in pursuing innovative theories of wrongdoings. With reference to the present Supervision approach,
China may retain excessive supervisory power over private actions through the Chinese NPO, thus, I propose
the Chinese NPO to serve as a two-way supervisory role between the public and private enforcer, in which it can
receive and review tips from private citizens to absorb any agency’s slack, or supervise private actions on behalf
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of the government. Finally, in terms of the present and further proposed Compensation approach, China aims
to intervene within the compensation regime via a veil of “private” settlement. I argue that the Chinese NPO can
serve as a vehicle for the government to provide civil relief for aggrieved shareholders through either distributing
penalties and disgorgements via public enforcement to defrauded investors or insuring investor losses stemming
from securities fraud via a risk-rating mechanism.
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Chapter 1
State Assets or People’s Money?—The Chinese
Dilemma in Pursuing Optimal Hybrid Models to
Enforce Securities Fraud
1. Statement of the Problem
According to the China Securities Regulatory Commission (CSRC) 2015 Annual Report, while the U.S. securities
market retains the top spot in terms of market capitalization, China’s two major stock exchanges, the Shanghai
Stock Exchange (SSE) and the Shenzhen Stock Exchange (SZSE), taken together, has hosted 2,827 listed companies with a market capitalization of 53.15 trillion yuan (about USD 7.97 trillion), which accounts for 78.54% of
China’s gross domestic product. Clearly, these statistics rank China as the second largest securities market, and
within the top ten, with respect to the number of listed companies in the world.1
Despite China’s growing market size, which competes in hot pursuit of its American competitor, the China’s
securities market acts very differently with the U.S. in terms of its securities law enforcement mechanism. Ideally,
public regulators and private litigants should work in concert with each other to detect and deter securities law
violations, particularly in the context of securities fraud resulting in losses to its shareholders. On one hand,
public agencies can take action to investigate alleged fraud and prosecute securities infractions via administrative
sanctions; on the other hand, private enforcement, typically initiated by defrauded shareholders, requires the
filing of lawsuits seeking monetary remedies. In the U.S., due to resource constraints, political pressure, and
behavior biases, the Securities and Exchange Commission (SEC) has historically relied on private enforcement
to serve as a “private attorney general” and supplement its enforcement limits.2 On the contrary, this important
complementary function supplemented by private enforcement virtually does not exist in China.
Although the number of sanctions in terms of public enforcement imposed by the CSRC can never compete with
that of the SEC due to low administrative penalties placed in China’s securities laws,3 however, the number of
public enforcement actions generated by the CSRC was comparably equivalent with that of its U.S. counterpart,
the SEC, in terms of each relative market capitalization of domestic listed companies. For example, by the end
of 2015, the U.S. stock market capitalization stood at USD 61.781 trillion, which was approximately 7.54 times
that of the Chinese securities market, which stood at a total value of USD 8.188 trillion.4 The SEC ended 2015
with 807 enforcement actions,5 which was only 4.11 times that of the CSRC, which investigated a total of 196
securities fraud cases in the same year.6 This comparison between the U.S. and China of public enforcement in
terms of market size illustrates that not only that public securities enforcement is quite active in China, but also
demonstrates that securities fraud is widespread in China.
In contrast to the proportional number of public enforcement actions between the U.S. and China, the level of
private enforcement actions between these countries is a totally different story. The huge gap of private securities
1
2
3
4
5
6

See CSRC Annual Report 14 (2015), available at http://www.csrc.gov.cn/pub/newsite/zjhjs/zjhnb/201610/
P020161012641106288538.pdf.
See, e.g., William W. Bratton & Michael L. Wachter, The Political Economy of Fraud on the Market, 160 U. Pa. L. Rev. 69, 150
n. 308 (2011) (quoting the then-Chairman Harold Williams’s statement).
See Han Shen, A Comparative Study of Insider Trading Regulation Enforcement in the U.S. and China, 9 J. Bus. & Sec. L. 41, 66
(2009).
Market Capitalization of Domestic Listed Companies, The World Bank, http://data.worldbank.org/indicator/CM.MKT.LCAP.CD.
See SEC Annual Report 16 (2015), available at https://www.sec.gov/about/secpar/secafr2015.pdf#mission.
See CSRC Annual Report (2015), supra note 1, at 35.
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enforcement actions between the U.S. and China may be easily dismissed in people’s mind due to their “different
legal environments and cultures,” but the actual disparity is still beyond normal comprehension. While the
Chinese court system does not publicly disclose all judgments, but rather “selectively” publishes “classical” cases
at its discretion, and there are no transparent and reliable database, such as LexisNexis or Westlaw in China,
the actual number of private securities litigation is difficult to exactly determine. Thus, most scholars have no
choice but to adopt different and creative approaches to tease out the accurate number of private securities
fraud litigation in China. For example, Tianshu Zhou surfed through websites, including Google and Baidu (the
most famous Chinese search engine), and searched out only thirty-eight misrepresentation cases from 2006 to
2012, amounting to approximately 300-million-yuan (about USD 45 million) compensation for around 7,818
aggrieved shareholders.7 In two separate studies, Robin Hui Huang adopted the same method by searching
widely-used database of Chinese law, such as “chinalawinfo.com” (beida fabao), and found this database incomplete, as it omits some well-known cases. In conjunction with reading media reports on the Internet, he finally
located thirty-nine insider trading cases from 1991 to 2001,8 and sixty-five misrepresentation cases from 2002 to
2011.9 Although their findings cover several types of securities fraud overlapping different periods of time, there
is no doubt that the number of case and the amount of compensation in China was both significantly dwarfed by
hundreds of private securities class actions filed by numerous shareholders seeking billions of dollars in remedies
in the U.S every year.10
Moreover, China is recognized as one of the riskiest securities markets in the world. By virtue of interviews covering a number of occupational groups, including CSRC officials, securities professionals, lawyers, judges, and
retail investors, Robin Hui Huang concluded that securities fraud is rampant in China’s securities market.11 More
empirical studies have also shown that China’s securities market ranks as one of the most volatile markets due to
a poor of regulatory enforcement system.12 Conversely, the U.S. represents one of the most reliable markets due
to its much lower incidents of insider trading.13 Therefore, the disproportionate number of private enforcement
actions between the U.S. and China appears to contradict with people’s assumption that a securities market
plagued by fraud like China would result in more aggrieved shareholders, who in turn file more private litigation.
Despite the enormous number of manipulative securities schemes, the Chinese court system is limited and
self-constrained in their dealings with these wrongdoings. For example, in the wake of a series of securities
misstatement scandals that occurred in 2001, hundreds of defrauded shareholders rushed to the courts for help,
where the courts rejected to accept their cases. Moreover, the Chinese Supreme People’s Court (SPC) even
released a notice requesting all lower courts to temporarily halt the acceptance of private securities lawsuits.14 As
indicated by the then Vice President of the SPC, Guoguang Li, the courts refused to hear these securities fraud
cases due to several concerns; including possible inconsistent rulings against the same defendant; the sudden
overload of cases that the courts may not be able to handle; and the lack of experience or uniform standards for
7
8
9
10

11

12
13
14

2

See Tianshu Zhou, Controlling Misrepresentation in Securities Markets: Is Private Enforcement Trivial in China? in The Role of Law
and Regulation in Sustaining Financial Markets 150, 158 (Niels Philipsen & Guangdong Xu eds., 2014).
Robin Hui Huang, Securities and Capital Markets Law in China 206-07 (2014).
See Robin Hui Huang, Private Enforcement of Securities Law in China: A Ten-Year Retrospective and Empirical Assessment, 61 Am.
J. Comp. L. 757, 763-64 (2013).
See Svetlana Starykh & Stefan Boettrich, Recent Trends in Securities Class Action Litigation: 2015 Full-Year Review, NERA Econ.
Consulting (Jan. 25, 2016), available at http://www.nera.com/content/dam/nera/publications/2016/2015_Securities_Trends_
Report_NERA.pdf.
See Robin Huang, International Securities Market: Insider Trading Law in China 37-40 (2006); see also Stephen Green, China’s
Stock Market: A Guide to its Progress, Players and Prospects 135-36 (estimating that around seventy-two percent of China’s
listed firms had engaged in securities misrepresentation between late 1990s and early 2000s); Hui Huang, The Regulation of
Insider Trading in China: A Critical Review and Proposals for Reform, 17 Austl. J. Corp. L. 281,285-86 (2005).
See Yuwa Wei, Volatility of China’s Securities Markets and Corporate Governance, 29 Suffolk Transnat’l L. Rev. 207, 213 (2006).
See Julan Du & Shang-Jin Wei, Does Insider Trading Raise Market Volatility? 114 Econ. J. 916, 934 (2004).
See Chapter 3, Part 3.2.1 note 101.

Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

judges to adjudicate such mass litigation. While these concerns stemmed for a deep rooted fear of adjudicatory
inadequacy, Justice Li highlighted his most poignant concern by the mass onslaught of securities fraud litigation,
“if there would be numerous lawsuits against these listed firms mostly owned by the Party-state, and if the private
plaintiffs would be awarded rightfully deserved relief, it would lead to major losses of state assets.”15
As a result, in the U.S. public securities enforcement has historically been supplemented by a vigorous, arguably
even hyperactive, system of private enforcement, particularly in a manner of entrepreneurial class actions to
combat securities fraud. To the contrary, in order to retain the state interest in the securities market, China
is fixed with a government-led enforcement regime, which unfortunately blinds China to seek other creative,
hybrid enforcement models, which lie within a spectrum of overzealous private plaintiffs pursuing their financial
interests on one end, and public agencies holding absolute control over private enforcement on the other end.
Given most countries in the world utilize a default hybrid public-private synergy, however, China has not aligned
the public and private sector to achieve an optimal level of cooperation. Generally, this global hybrid enforcement practice subsequently leads me to ask why there is no substantial private enforcement mechanism in the
more speculative Chinese securities market? Is that because there are no substantive private causes of action for
aggrieved shareholders to bring litigation (e.g., who has the standing to sue or how to recognize loss causation)?
Or are there other factors preventing the defrauded investors from filing securities lawsuits? Whether China
could also coordinate public agencies and private plaintiffs to achieve an optimal hybrid enforcement system that
fits into its autocratic regime and socialist economy? These questions motivate this dissertation.
This dissertation is based on the popular norm that an effective investor protection regime, including a coordinated public-private securities enforcement system, fosters economic growth.16 As the presence of private
enterprises increases in the Chinese securities market, the Party-state is granting the private sector more of an
interest in the securities market than ever before, thus signaling China’s full awareness of the importance to
pursue a hybrid enforcement model.17 However, due to the simultaneous opposing state preference that sums
up China’s “political ambivalent” attitude toward securities litigation,18 China desires to promote private participation in investor protection on the one hand, and yet desires to retain public control over private enforcement
on the other. Against this schizophrenic backdrop, China remains split in its enforcement regime, where there
are no proposed feasible models to establish an optimal hybrid enforcement system.
My dissertation aims to resolve this split Chinese dilemma in securities enforcement, and provide feasible frameworks for future public-private enforcement patterns by reference to the U.S. legal framework, which illustrates
the most relevant hybrid institutional design. Prior to discussing the relevant issues in the following chapters,
as the starting point, this chapter provides an explanation of what factors rooted or fixed this particular Chinese
15
16

17
18

See Zhiwu Chen, Capital Markets and Legal Development, Yale School of Management Working Paper (Sept. 12, 2003), available at http://citeseerx.ist.psu.edu/viewdoc/download?doi=10.1.1.113.6535&rep=rep1&type=pdf.
The “legal origins” theory was created by four leading financial economists, including Rafael La Porta, Florencio Lopez-de-Silanes, Andrei Shleifer and Robert Vishny (known collectively as “LLSV”), which argues that strong investor
protection laws and enforcement in certain common law countries are a prime factor for them to prevail civil law countries
in economic development. See, e.g., LLSV, Law and Finance, 106 J. Pol. Econ. 1113 (1998); LLSV, Investor Protection and
Corporate Governance, 58 J. Fin. Econ. 3 (2000); cf., John C. Jr. Coffee, The Rise of Dispersed Ownership: The Roles of Law and
the State in the Separation of Ownership and Control, 111 Yale L.J. 1 (2001) (suggesting that the developed securities market led
to the minority investor protection regime); Paul G. Mahoney, The Common Law and Economic Growth: Hayek Might Be Right,
30 J. Legal Stud. 503 (2001) (arguing that better protections of property and contract rights rather than investor protection
laws led common law countries to a faster economic growth). For a detailed discussion of the relationship between investor
protection and economic development, see Stephen J. Choi, Law, Finance, and Path Dependence: Developing Strong Securities
Markets, 80 Tex. L. Rev. 1657, 1669-94 (2002).
See, e.g., Chenxia Shi, Protecting Investors in China through Multiple Regulatory Mechanisms and Effective Enforcement, 24 Ariz. J.
Int’l & Comp. L. 451, 490-95 (2007)
Rachel E. Stern, Environmental Litigation in China: A Study in Political Ambivalence 4 (2013) (adopting the concept of
“political ambivalence” to analyze environmental litigation in China).
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dilemma by asking following questions: (1) Why China initially established a securities market? (2) How China
retains the state’s interest in the securities market? (3) What are the major consequences of state control over the
Chinese securities market?

2. Critical Issues Behind the Chinese Dilemma
2.1. Why China Established the Securities Market?
When the Chinese Communist Party (CCP) took power in 1949, China had suspended the operation of a national securities market for almost three decades, as “private securities ownership” was considered politically
incompatible with the Chinese centrally-planned economy.19 As a result, any originally private company lost
its corporate value and was reorganized as “working and social entities” (known as danwei) in the form of either
state–or collectively-owned enterprises, the so-called “state-owned enterprises (SOEs).”20 Since then, SOEs have
rapidly dominated all aspects of the Chinese economy and served as the basic unit in the Chinese Party-state political system, providing a full spectrum of social services to its members and their families—from cradle to grave;
including food, housing, employment, health & retirement benefits, education, and even entertainment.21 One
of the most frequently quoted Chinese saying of political life centers on the slogan, “Social stability overwhelms
everything else.” As social stability stands paramount, retaining SOE operation becomes the most important political priority due to SOEs position as the largest employer, providing all social welfare needs for their workers.
In actuality, SOEs serve as the social welfare system, where a potential collapse of the SOE system would result in
a substantial percentage of unemployed and unprotected in the labor force.22 The resultant political opposition
and social unrest would be severe due to the SOE’s ability to touch upon millions of Chinese families.
As opposed to modern business organizations that are driven by profit maximization, SOEs were counterproductive to the Chinese economy. First, as noted above, in order to maintain political stability, SOEs assumed
many social functions belonging to different government departments, regardless of any resultant loss of productivity. Moreover, the power to run SOEs was segmented vertically among agencies at various levels from local
to central and shared horizontally among different bureaus. Simply stated, these social services are provided to
citizens through SOEs as the aggregation of countering goals and missions belonged to different and competing
bureaucratic bodies. In other words, the controlling power of SOEs does not necessarily belong to the same
administrative department of the central government nor at the corresponding central level. SOEs could be
effectively controlled by subordinate units of local government bodies at or above the county level, even if they
were formally subject to the control of a highest central administration.23 For example, a SOE may be requested
by the local government to hire a certain number of its citizens at a particular geographic area to increase a local
employment rate, which in turn allows the SOE to provide housing and a medical clinic to those employees. In
doing so, the local government can fulfill its political promise to its people at the expense of the SOE and the state
owner, which may contradict the SOE’s original stated goal of streamlining economic efficiency or increasing
productivity as mandated by the central government.

19
20
21
22
23
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Second, by virtue of its affiliation with the government and monopoly status, SOEs do not have to consider costs
or profits due to their lack of market competition, nor must SOEs meet market supply as their primary goal is
to ensure the achievement of government objectives, rather than wealth maximization.24 Furthermore, SOEs
tended to lack efficiency in any given sector as their ability to negotiate with the government allows for looser
budget limits (“soft-budget constraint”), where the state remains as a perpetual lifesaver to rescue any SOE,
should the firm be struck by financial difficulties.25
Finally, the SOE managers are neither owners nor professional CEOs hired by the SOE, but rather regarded as
comrades of the Party, who execute orders on the government’s behalf.26 Blatant party nepotism takes away
any independence and authority from the SOE management. Worse, although the nominal owner of SOEs is
the Chinese Party-state or the government, in reality the state serves as a collective interest holder on behalf of
all citizens in China, who are indeed the “ultimate owners.”27 Thus, at least in theory, the Chinese people own
SOEs collectively and indirectly. However, due to this remote and dispersed ownership, in conjunction with
the unconditional support to SOEs by the government, Chinese citizens have neither incentives nor resources
to monitor the SOE managers, as opposed to modern shareholders with direct ownership and residual rights to
claim corporate property.
Due to inconsistency of goals between the nominal shareholder (i.e., the state) and substantial owners (i.e., the
people), these factors led to much higher agency costs between the citizens and the government, than those
would occur between management and shareholders in private companies. This inefficient business model led a
majority of Chinese SOEs to inevitably face serious economic and financial problems. The continued unconditional support by the Party-state allowed financially troubled SOEs to take a lion’s share of the state-owned banks’
overall nonperforming loans, which in actuality were no more than masked substantial government subsidies,
especially during the 1980s and 1990s.28 As a result, the government could not bear the heavy burden any longer
and began to seek alternatives to finance the troubled SOEs.
As a result, in the mid-1980s, China began to experiment with conversions of SOEs into shareholding enterprises
as a means to bailout and shift the risk of operations from the state to private investors.29 As a result, there began
a rapidly growing need for share trading, where China established two nation-wide stock exchanges—the SSE
and the SZSE, respectively in 1990 and 1991. In sum, the creation of the Chinese securities market has been a
consciously designed mechanism for the sole purpose of improving the performance of inefficient SOEs in order
to prevent potential social unrest due to their coinciding role as a social welfare system, rather than for private
enterprises to raise capital.30 More importantly, the participation of the Chinese Party-state in the securities
market as a major shareholder creates a severe conflict of interest with its additional capacity as regulator. This
conflicting role played by the government creates a unique state-centered securities market, and thereby leading
to the government-controlled enforcement culture.
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2.2. How China Retains the State’s Interest in the Securities Market?
While the echoes of “privatization” may call some commentators to believe that selling shares of SOEs to individuals as illustrative of capitalization,31 it is important to note that the reform of Chinese SOE is in actuality a
process of “corporatization,” a limited and milder form of “privatization”, wherein the state never relinquishes its
majority shareholder status and control over the securities market.32 Even after a long and consistent campaign to
reduce state stock holdings, the reduction in the number of state-owned listed companies and the minimization
of the state’s proportion of shares has not lessened the state’s controlling position in Chinese listed companies.33
Due to the government’s invisible and far-reaching influence as both regulator and controlling shareholder, it is
a challenge to define whether a firm is a SOE based on the state-share percentage in a mixed ownership firm.34
Nevertheless, most studies indicate that more than half of all Chinese listed companies are still state-controlled.35
Thus, in order to discuss potential causes of the complexities in Chinese securities enforcement, any sensible
conclusion can only be reached by exploring the critical measures China has adopted to retain its control over
its securities market.

2.2.1. The Concentration of State Ownership
Due to China’s restricted foreign currency policy, the Chinese securities market differs from other countries
in shareholding structure of listed companies. The Chinese stock exchanges, including the SSE and SZSE, are
segmented by two major types of shares, known as A-shares (A gu) and B-shares (B gu). A-shares are basically
limited to domestic investors and denominated in Chinese currency (RMB), which takes a lion’s share of the
Chinese securities market.36 By contrast, B-shares are typically available to foreign investors, who must trade on
RMB-based face value in foreign currencies. However, B-shares may be purchased by domestic individual investors as well, in foreign currencies since after 2001.37 Aside from A-shares and B-shares, some corporatized SOEs
have issued other letter-designated shares, exclusively for overseas investors who trade with the local currency
in other stock exchanges outside of mainland China, such as H-shares (listed in Hong Kong), N-shares (listed in
New York), and so on.38 By virtue of this market segmentation policy, foreign investors only have limited access
to touch upon the periphery of the Chinese securities market, thus their smaller proportion of the market has no
potential to threaten China’s control over its own national economy.39
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In addition to A-shares owned by domestic individuals or institutional investors as mentioned above, there are
two other sub-types of A-shares, including state shares (guojia gu) and legal person shares (faren gu). First, with
respect to state shares, the process of corporatization of SOE has created a new category of shares that refers to the
state’s exchange of its assets during the SOE reform to corporate shares.40 Second, legal person shares, in China,
references those shares owned by any legal body with standing (i.e. SOEs and private corporations). However,
in this context, during the corporatization of SOEs, in essence, legal person shares shifted ownership to only
those SOEs where the state remained the controlling shareholder.41 In sum, state shares and legal person shares
are basically controlled by the state.42 More importantly, these shares generally do not circulate in the securities
market due to China’s insecurity in allowing private ownership under its state capitalism regime.43 As a result,
a corporatized SOE typically has a mixed ownership structure, in which the government controls approximately
two-thirds of total outstanding shares, and millions of dispersed retail shareholders remain with the one-third
minority of shares.44
In order to exercise state ownership in the securities market, China established a government agency, the StateOwned Assets Supervision and Administration Commission of the State Council (SASAC), described as the
largest controlling shareholder in the world,45 which serves as the agent to administer state assets. However,
the SASAC is unable to create a performance-based management system due to the fact that compensation of
directors and officers is largely determined by regulation. The SASAC lacks the power to appoint or dismiss
directors and officers as SOE managers are political in nature and the equivalent of SASAC staff. Thus, only the
CCP Central Committee Organization Department can terminate SOE directors and officers.46
Therefore, without a reliable accountability system, the concentration of nontransferable shares controlled by
a single state shareholder naturally breeds a host of securities enforcement problems. Issues can range from
widespread securities fraud stemming from a lack of efficient shareholder oversight against managers affiliated
with the government to discriminatory public enforcement in which the CSRC grants more lenient punishments
or impose fewer fines against the listed SOEs as opposed to privately-owned listed companies.47 More importantly, China’s concentrated state interest in the securities market works as a dam to block the private sector
from encroaching upon any type of enforcement regime that may drain state assets, where this backdrop lays
the foundation for a governmental need to control private securities lawsuits, and the final authority to enforce
securities fraud rests within the grasp of the CSRC. Nevertheless, while the government retains much power
within the law in practice, private causes of action for minority shareholders to file litigations only remain within
the purview of the law in the books.

2.2.2. The Presence of State Intervention
As discussed earlier, China’s securities market was created to serve the best interest of SOE issuers, thus the
dual role as controlling shareholder and securities regulator creates a skewed incentive for the government to
intervene in the market, either through administrative regulatory policies or to manipulate investor expectations
40
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by state-controlled media.48 In sum, the reach of state intervention is far, ranging from controlling the supply of
securities to issuing licenses to securities professionals to permitting newspapers or magazines to publish only
certain statements with respect to listed or prospective listed companies.49
One of the most salient examples illustrating state intervention rests on initial public offerings (IPO). From 1990
to 1999, the Chinese securities market had once introduced a quota system (peiezhi) in its infancy to determine
which companies’ shares could be listed. In essence, the quota system was a dual approval system, in which
the central government allotted a quota of listing opportunities to each provincial government, and the issuer
had to first reach the provincial government quota from where it was located, then to submit an application for
approval from the relevant authority at the central level.50 Although the quota system ended in 2000 (de facto
until 2004),51 China’s private securities enforcement still suffers from this “localism” problem. During the quota
system period, the listing slots predictably went to favored issuers, which were often controlled by the provincial
governments, thus any potential defendant listed companies will likely be substantially government-owned, often
by the provincial governments that also control the courts adjudicating private securities litigation.52 Therefore,
this apparent conflict of interest has garnered securities lawsuits with an unpalatable reputation and marked it as
one of the most unwelcome types of litigation in the Chinese court system.
When China passed the first Securities Law in 1999, China adopted the so-called “approval system (hezhunzhi)”
to replace the quota system. However, in practice there was not much difference between these two systems.
The quota system controlled the number of offerings by distributing a cap on the allotted quotas to the provincial
governments; however, the approval system, at its early stage, removed the quotas from provincial governments
and shifted them to the securities industry. Under the approval system, the CSRC gave every qualified securities
company, known as “sponsor” or “recommender”, a certain number of “channels,” which are the number of
prospective IPO applications granted at the same time. In essence, a “sponsor” or “recommender” is a unique
design in the Chinese securities market, who plays a dual role acting as an advisor for an IPO applicant to meet
relevant listing requirements on the one hand, and also as a gatekeeper to ensure that the IPO application is in
compliance with national industrial policies on the other hand. The number of “channels” would vary according
to the capacity of each “sponsor.” In practice, the maximum number of “channels” for one securities firm was
eight, where one “channel” was used for only one offering.53 In this way, the CSRC could controlled the number
of IPOs through the limited “channels” assigned to each “sponsor.” Thus, the approval system only differs from
the quota system by shifting the power of issuer selection from the local governments to the “sponsor” industry.
In order to retain any prestige or favor granted by the CSRC, the “sponsors” retain a strong incentive to obey
the CSRC’s “orders.” For example, in the event of IPO fraud, in order to restore investor confidence and ease
social unrest, the CSRC may ask the “sponsors” to mediate this securities disputes on behalf of their clients (e.g.,
issuers) with potential aggrieved shareholders prior to any judicial check.54
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2.3. What Are the Major Consequences of State Control over the Chinese Securities
Market?
One of the most significant consequences stemming from state ownership and its pervasive control over the
securities market is the mismatched coordination of securities enforcement actions between public sanction of
the government and private securities litigation.
With respect to public enforcement, given the large state interest in the securities market and concern over
protecting state ownership, this conflict of interest may soften the potential bite of the CSRC. As opposed to
other international securities markets, there exists a political hierarchy within the Chinese corporate structure.
Therefore, every company, either a SOE or a private company, falls within the spectrum depending upon their
importance to the national economy or security and their affiliation to the government. In addition, the CSRC
also falls prey within this hierarchical structure, where its own standing may subordinate it to certain SOEs
or companies, who have a stronger national interest or higher profile, thus dwarfing its ability to regulate the
industry. As a result, when the CSRC deals with such companies of the same ministerial ranking, the CSRC may
turn a blind eye to their fraudulent activities.55
The excessive government intervention in the Chinese securities market can be a result of an ideological and
political system that favors public over private ownership. Based upon the same political corporate hierarchy,
the court system is under the Chinese Party-state’s leadership and subordinate to the People’s Congress. Thus,
the court system finds itself in an onerous position when adjudicating cases involving politically connected firms,
as they are not only the economic foundation of the nation, but also a part of the state apparatus.56 Due to the
governance entanglement between the Chinese Party-state and the judiciary, the Chinese SPC constrained a
number of procedures to restrain aggrieved investors from filing securities fraud lawsuits, particularly when retail
shareholders aggregate their individual claims, thereby imposing more pressure on the courts.57
Against this backdrop, the Chinese courts generally refuse to accept private securities fraud lawsuits,58 including
misrepresentation, market manipulation, and insider trading cases. While aggrieved retail investors retained
the right to sue under Chinese securities laws,59 they were not allowed to actually file misrepresentation suits
until 2003.60 Furthermore, since the beginning of the establishment of the securities market, the courts further
prohibited market manipulation and insider trading cases. It was not until 2012 that the first private securities
lawsuit concerning market manipulation was concluded, while the first insider trading civil suit was filed in
2008, with only a few cases tried in 2013.61 The lack of ability to file securities suits, such as misrepresentation, market manipulation, and insider trading cases, limits the private sector’s complementary role to assist the
public agency in enforcing securities fraud, and thus aid in maintaining market integrity. In sum, the stated
optimal securities enforcement design in which the private sector serves as a critical “supplement” to address the
areas where public regulators have neither advantages nor the resources, appears unobtainable in the Chinese
state-centered securities market.
However, it is worth noting that the Chinese court system does not close the door to all types of disputes, but
rather selectively refuses to hear certain cases relating to government reform of industry, agriculture, and land,
where the courts believe their jurisdiction is lacking and shift the responsibility to other state sectors to resolve
55
56
57
58
59
60
61

See Chapter 3, Part 3.1.
See Zhang, supra note 47, at 354.
See Chapter 3, Part 3.2.
See, e.g., Nicholas C. Howson, Corporate Law in the Shanghai People’s Courts, 1992-2008: Judicial Autonomy in a Contemporary
Authoritarian State, 5 E. Asia L. Rev. 303, 318-20 (2010) (listing the problems in the Chinese judicial system).
See Chapter 2.
See Chapter 3, Part 3.2.1.
See Jin Sheng, Private Securities Litigation in China: Passive People’s Courts and Weak Investor Protection, 26 Bond L. Rev. 94, 94-95
(2014).
Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

9

the case, creating further obstacles for plaintiffs to seek redress elsewhere.62 More importantly, in order to
maintain political and social stability, the Chinese court system tends to be more cautious with regard to mass
tort litigation involving a large group of uneasy victims, such as securities lawsuits or environmental pollution
litigation. When faced with public pressure, however, the lower courts may shy away from extensive criticism by
either convincing angry victims to appeal their grievances to other Party-state departments, or requesting higher
courts or the local legislative bodies to instruct them as to how the case should be handled.63

3. Structure of the Dissertation
As a result, enforcement of securities fraud provides a valuable opportunity to examine how the top, two largest
economies and securities markets in the world, the U.S. and China, illustrate diverging forms of public-private
relationships. The method each country employs in their securities enforcement regimes demonstrates each
“state capacity,” defined as the government’s ability to effectively implement its policy choices, especially over the
actual or potential opposition of powerful social groups.64 Professor Farhang in his PhD dissertation, argues that
the emergence of American litigious society stemmed from a legislative choice to allow for an alliance between the
legislative and the judiciary, which delegated enforcement power to the army of civil plaintiffs in order to oppose
the executive branch.65 However, my SJD dissertation demonstrates a distinction—the lack of securities litigation
in China results from an alliance between the courts and the executive branch that allows the government to
achieve its regulatory aims by imposing tight control over civil society. Therefore, by discussing the shifting
allegiances between the distribution of powers within China, my dissertation will lead well beyond the domain
of securities enforcement and shed considerable light on other law enforcement systems. In particular, my
examination of the complicated nexus of public-private interest provides coordinated models to separate powers
between the public (e.g., the agency or state-controlled organizations) and the private sector (e.g., citizens,
attorneys or grassroots organizations) according to their comparative advantages in enforcement mechanism.
Due to the Chinese alliance between the executive branch and the court system, the supplementary function
of private enforcement is virtually non-existent. However, in the U.S. the hyperactive utilization of private
litigation empowered by a cooperation between the courts and Congress created a love-hate attitude towards
private enforcement due to the classically blurred balance or conflict between private enforcement’s drive for
its own economic interests versus the public enforcement’s goal to harmonize an agenda combatting securities
fraud. Given that both governments maintain the same need to establish an optimal hybrid public-private
securities enforcement framework, the U.S. attempted to impose more public control or intervention to curb
its private-driven litigation regime; whereas in contrast, China swung the opposite direction by attempting to
encompass more civil groups as the de facto enforcement official into its current government-controlled scheme.
Although the U.S. and China engage in hybrid models in starkly different ways, the U.S.’ pursuit in seeking an
optimal partnership between public regulators and private litigants can provide a valuable example for China in
its design of a series of feasible hybrid models, thereby enhancing the development of its securities market as well
national economy. Towards that end, this dissertation proceeds in the following chapters:
Chapter 2 serves as the literature review of Chinese securities laws, which lays out a statutory framework for
understanding how aggrieved shareholders can file three major types of securities fraud litigation, including
misrepresentation, market manipulation, and insider trading. As noted earlier, when it comes to weak private
securities actions in China, most commentators blame Chinese securities laws for failing to provide sufficient
private causes of action for the aggrieved shareholders to sue. However, when comparing Chinese securities
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laws with U.S. federal securities regulations, this chapter illustrates that, in reference to the three major types
of securities fraud, China’s securities laws, however, provide a far more inclusive and specific causes of action
for plaintiffs, and even cast a wider net against securities fraud than U.S. securities regulation. Even with the
panoply of real causes of action for aggrieved Chinese shareholders, there are only two reasons to explain why
there is no substantial private securities enforcement in China – the official “lack” of causes of action in Chinese
statutory laws, the other is the skewed enforcement regime. After debunking that the “lack of causes of action”
are a significant impediment in the path of private securities enforcement in China, therefore, this chapter serves
to force China to face its reality, where it can no longer hide behind the mask of “lack of causes of action,” but
come to grips with the necessity of private securities enforcement against the significant number of legitimate,
aggrieved shareholders. This chapter subsequently leads us to the next chapter to discover the real root giving
rise to the difficulty of bringing private securities litigation—the prevalence of state control.
Chapter 3 provides the methodology for this dissertation in which I compare the U.S. and China’s utilization of
hybrid enforcement models along a spectrum ranging from the most privately controlled securities enforcement
to the most public. This chapter first illustrates that, historically, the private sector, which includes citizens,
entrepreneurial attorneys, and nonprofit organizations, has utilized private litigation to aid in the enforcement
of public laws, such as securities class actions, qui tam suits and public interest litigations. On the other hand,
public agencies, such the SEC, Commodity Futures Trading Commission (CFTC), the Federal Trade Commission (FTC), and the Department of Justice (DOJ), also begin to recently compensate victims’ losses through civil
penalties or disgorgements collected from their enforcement actions. In sum, almost every jurisdiction uses a
mixture of public and private enforcement regimes of varying degrees to combat fraud. More importantly, in
securities enforcement context, this chapter presents that the degree of public intervention in private actions—or
conversely, the level of autonomy of private plaintiffs and their attorneys—appears on a spectrum; where on
one end lies Chinese-style securities enforcement, which is primarily controlled by public authority, whereas
on the other end, U.S.-style securities class action are essentially dominated by private claimants. In essence,
a “divergence critique” is created, where each nation builds its own securities enforcement model according to
its own national environment. However, countries along this spectrum may swing too far, where the U.S may
suffer from excessive private dominance while China is plagued by prevailing public control over their securities
enforcement regime. This chapter, then, further discovers that these two securities markets, the largest in the
world, may be moving closer towards each other along the spectrum and actually require them to reposition
themselves at a more ideal point within this public-private divide—the “convergence critique.” By virtue of
summarizing the various models proposed by each country, this chapter divides the possible hybrid enforcement
relationships between public agencies and private litigants into the following categories: (1) The Hybrid Predomination Model–Which sector, either private or public, shall retain legal authority or de facto preemptive power to
enforce securities fraud? (2) The Hybrid Supervision Model–Whether public regulators shall have any controls
over private litigants or vice versa? (3) The Hybrid Compensation Model–How to fairly collect and distribute
compensation to aggrieved shareholders through public-private partnership in enforcement actions? To reach
optimal public-private coordination, there requires an equilibrium, where private enforcement shall serve as a
supplement to public enforcement. Thus many times U.S. private enforcers encroach upon public enforcement,
whereas in China, private enforcement simply does not exist. This misaligned relationship requires coordination
between public and private enforcement, where I believe, as explained in Chapter 5, the application of these
various hybrid models within certain national circumstances will shed considerable light for policy makers to
formulate and create different levels of public-private combinations and design their own ideal hybrid securities
enforcement models.
Chapter 4 follows the argument in Chapter 3 that the adoption of the hybrid model requires a balance, where
the division between public and private securities enforcement cannot be viewed as black and white, but rather
always within the areas of gray. For example, Taiwan allows a government-sanctioned nonprofit organization to
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serve as a pro bono law firm to initiate securities class actions on behalf of aggrieved shareholders (the Taiwanese
NPO model). By virtue of this NPO model, the government not only fills the gap of inactive private securities
enforcer in Taiwan, but also retains substantial control over mass litigation disputes. Perhaps due to the hybrid
model’s ability to encourage shareholder action against securities fraud without substantial risk to the country,
China’s fear of a potential metamorphosis into a litigious society like the U.S. is diminished. Therefore, in April
2015, China’s National People Congress drafted an amendment to China’s Securities Law to adopt a version
of the Taiwanese NPO model (the Chinese NPO model), in which China promised to grant civil society more
enforcement power to protect shareholder interests. As a result, Chapter 4 examines whether the 2015 draft
amendments could lead China into a hybrid securities enforcement regime granting more civil society enforcement actions. In actuality, prior to the adoption of the Chinese NPO model, a loosely organized grassroots NPO
composed of a group of investor rights defense lawyers (known as the Justice Claim Team), however, has engaged
in investor protection since the early 2000s. By virtue of analyzing relevant provisions of the Chinese NPO
model, this chapter illustrates that the convergence of the NPO models between Taiwan and China may not be
a result of path-dependent factors specific to the Chinese NPO ecology, such as political, economic, and cultural
circumstances. More importantly, with the advent of the amendment, the Chinese NPO will become a de facto
monopolistic litigant in bringing securities lawsuits on behalf of defrauded investors due to its political affiliation
and government support. In other words, aggrieved shareholders will heavily rely on the Chinese NPO to seek
compensation rather than empowering civil society to private enforcement. Thus, the Chinese NPO model may
also reveal China’s true intention to manipulate this NPO model as an excuse to discourage any early emergence
of potential grassroots NPO’s participation in investor protection in creating a litigious society.
Chapter 5, finally, proposes a series of feasible hybrid models to refine and reform Chinese securities fraud enforcement based on an analysis of viewpoints discussed in previous chapters. In actuality, the Chinese NPO model
is not totally meritless, where the simple realignment of China’s mismatched relationship between the public and
private sectors would achieve a more optimal level of public-private partnership. Therefore, this chapter aims to
improve and expand upon the Chinese NPO model based upon three hybrid approaches proposed in Chapter
3: (1) The Hybrid Predomination Model, (2) The Hybrid Supervision Model, and (3) The Hybrid Compensation
Model. First, with respect to the hybrid predomination model, I argue that neither public & quasi-public
agencies (e.g., the CSRC or the Chinese NPO) nor the private sector (e.g., the grassroots NPOs) shall monopolize
the securities enforcement regime. However, the allocation of enforcement actions shall be assigned according
to each sector’s relative advantage and institutional constraint. On the one hand, less controversial and costly
enforcement involving rule violations allows the public agency or the quasi-public Chinese NPO to be immune
from agency slack or capture by interest groups that enables them to adequately enforce the law. On the other
hand, the private sector is motivated more by profits and are more willing to enforce principle-based violations,
which require more investment in time and cost. Second, in terms of the hybrid supervision model, as discussed
in Chapter 3, I outline two opposite supervision regimes. On one end is the U.S., where the private sector can
strongly scrutinize the bureaucracy, and where China stands on the other end, where civil society is subject to
public supervision. For example, substantial public control over securities enforcement is an “unavoidable evil”
under the Chinese state-centered securities market, where total control by the state allows the CSRC to arbitrarily
impose sanctions, leaving no room for private enforcers to check the CSRC for inconsistency in its enforcement
efforts. In order to synchronize these two polar approaches, the hybrid supervision model centers the Chinese
NPO as an intermediary to balance public-private synergies. To balance the two forces, private citizens can serve
as “whistleblowers” offering meritorious tips to the Chinese NPO for its review, thereby forcing the public agency
to take enforcement actions in which the private sector plays the monitor (The Whistleblower Approach). Even
further, private citizens could be allowed to file qui tam suits on behalf of the public interest, but still subject
to Chinese NPO intervention, whereby the public agency maintains and continues to serve as gatekeeper (The
Relator Approach). Lastly, the hybrid compensation model puts its focus on the Advance Settlement provision
in the Chinese NPO model, which allows secondary liable tortfeasors (e.g., the sponsor) or the Chinese NPO to
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settle with aggrieved shareholders first, and then grants the Chinese NPO or the secondary liable tortfeasor to
file suit for reimbursement against the primary wrongdoer (e.g., the issuer). However, in Chapter 4, I argue that
this provision tends to mask the government’s true intention to hide its intervention in the private compensation
context and avoid any judicial check or shareholders’ participation in administrative actions. In order to bring
this opaque practice to light, the hybrid compensation model proposes two fair and transparent approaches
depending upon the different nature of the compensator: (1) The Enforcement-based Approach, in which the
penalties and disgorgements imposed on the wrongdoers through the CSRC enforcement actions will be distributed to the aggrieved shareholders rather than remitted to the state; and (2) The Insurance-based Approach in
which the Chinese NPO can establish an insurance program under CSRC’s supervision to cover shareholders’
losses stemming from securities fraud. Moreover, in order to illustrate the application of the foregoing hybrid
models, each model contains a well-known case study, which demonstrates how each case could have been
detected earlier or handled more efficiently had these models been in place.

Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

13

14

Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

CHAPTER 2
Litigation Without Private Causes of Action?—
Mapping the Chinese-Style Securities Fraud Civil
Liability Through a Comparative Perspective
1. Introduction
There is a long-standing debate in the field of law and economics about whether securities fraud, such as insider
trading,1 should be prohibited or deregulated.2 Scholars on the pro-regulation side argue that insider trading,
allowing corporate insiders to utilize an informational advantage in dealings with outsiders, is fundamentally unfair, thus has the potential to impair investors’ confidence and capital market efficiency.3 Conversely, proponents
favoring the deregulation perspective hold that insider trading enables information to flow to the market more
quickly, thereby reflecting instantaneous stock prices that more correctly and effectively match the market.4 In
sum, Professor Bainbridge concludes these unsettled debate by posting, “Despite a lengthy and active debate, the
insider trading prohibition remains both a legal and economic enigma.”5
Regardless of the pros and cons of securities fraud prohibition, almost every country still choses to regulate securities fraud systematically with different levels of intensity,6 and China is not an exception.7 Among the countries
that forbid securities fraud, the U.S. leads the world in its enforcement of forbidding securities fraud and filed the
most in number and innovative securities cases.8 As a result, China views the U.S. securities enforcement regime
as the “gold standard,” and continuously transplants many formal regulations from the U.S. to improve investor
protections and make its domestic businesses more competitive in a globalized economy.9
1

2
3

4

5
6
7

8

9

It remains unsettled whether “insider trading” is a classical type of “securities fraud” or not, see, e.g., James J. Park, Rule 10B-5
and the Rise of the Unjust Enrichment Principle, 60 Duke L.J. 345, 348-49 (2010) (arguing that underlying rationales underlying
the prohibition against insider trading and securities fraud are different, while the former aims to prevent unjust enrichment
to the actor; and the latter focuses on deceptive acts that impair market inefficiency).
For a detailed discussion of the debate, see Stephen Clark, Insider Trading and Financial Economics: Where Do We Go from Here,
16 Stan. J.L. Bus. & Fin. 43, 57-63 (2010).
See, e.g., Victor Brudney, Insiders, Outsiders, and Informational Advantages under the Federal Securities Laws, 93 Harv. L. Rev. 322,
356-57 (1979) (arguing that information asymmetry would impair investors’ confidence, and refrain them from trading);
Ronald J. Gilson & Reinier H. Kraakman, The Mechanisms of Market Efficiency, 70 Va. L. Rev. 549, 630-32 (1984) (indicating
that the price impact derived from insider trading is an inefficient way to transmit information to the market); Joel Seligman,
The Reformulation of Federal Securities Law Concerning Nonpublic Information, 73 Geo. L. J. 1083, 1115-20 (1985) (claiming
that prohibition of insider trading encourages full disclosure, thereby advancing market integrity and efficiency).
See, e.g., Dennis W. Carlton & Daniel R. Fischel, The Regulation of Insider Trading, 35 Stan. L. Rev. 857, 866-72 (1983) (suggesting that insider trading provides valuable information to evaluate corporate management performance and eliminates the
conflict of interest between managers and shareholders); Henry G. Manne, Insider Trading and the Law Professors, 23 Vand. L.
Rev. 547, 565-75 (1970) (arguing that insider trading helps to convey information, thereby establishing a more efficient stock
market).
Stephen Bainbridge, The Insider Trading Prohibition: A Legal and Economic Enigma, 38 U. Fla. L. Rev. 35, 68 (1986).
See, e.g., Utpal Bhattacharya & Hazem Daouk, The World Price of Insider Trading, 57 J. Fin. 75, 77 (2002).
The prohibition of insider trading can be traced back to 1990 when China began to establish its securities market, see Hui
Huang, International Securities Markets: Insider Trading Law in China 19-21 (2006); Nicolas C. Howson, Enforcement without
Foundation? —Insider Trading and China’s Administrative Law Crisis, 60 Am. J. Comp. L. 955, 959 (2012).
See Svetlana Starykh & Stefan Boettrich, Recent Trends in Securities Class Action Litigation: 2015 Full-Year Review, NERA Econ.
Consulting (Jan. 25, 2016), available at http://www.nera.com/content/dam/nera/publications/2016/2015_Securities_Trends_
Report_NERA.pdf.
See Liu Duan, The Ongoing Battle against Insider Trading: A Comparison of Chinese and U.S. Law and Comments on How China
Should Improve Its Insider Trading Law Enforcement Regime, 12 Duq. Bus. L.J. 129, 130 (2009); Han Shen, A Comparative Study
of Insider Trading Regulation Enforcement in the U.S. and China, 9 J. Bus. & Sec. L. 41, 42 (2009).
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However, for a country that has transplanted most of its modern investor protection regime from the U.S., why
is China, the world’s riskiest stock market, still void of any private securities fraud lawsuits?10 There are only
two reasons to explain why there is no substantial private securities enforcement in China—one is the “law on
the books” argument that claims Chinese statutory laws fail to provide comprehensive causes of action, while the
other is the “law in action” argument that claims skewed enforcement restricts shareholders from filing suits. In
the face of these two options, most commentators choose the former, which blames China’s securities laws for
failing to provide sufficient private causes of action for shareholders to assert losses arising from securities fraud.11
However, I am one of the few who hold the opposite viewpoint and believe China is not for want of causes of
actions,12 but rather there is valid reason for the lack of securities enforcement.
This chapter illustrates that in comparison with China’s gold standard, the U.S. federal securities regulations,
China actually established a more comprehensive legal framework governing civil liabilities from securities fraud,
which culminated from a series of legislation, administrative and judicial interpretations, particularly with reference to the 2005 amendments of the Chinese Securities Law. With respect to private securities fraud causes of
action, while China shares certain similarities with U.S. federal securities regulations, it actually casts a far wider
net where many Chinese infractions would probably escape notice within the U.S. legal system. In sum, my
research suggests that China’s weak private securities enforcement does not result from the lack of substantive
causes of action (law on the books), but in actuality leads people to focus on the real cause, which in Chapter 3
summarizes as the state prevailing control over private securities enforcement (law in action).13
As a result, this chapter is divided into the following sections, Part 2 outlines the scope of securities fraud
and then divides them into three major types of securities violations. This Part illustrates the securities fraud
infractions that are similar within both Chinese and U.S. securities realms, including misrepresentation, market
manipulation and insider trading. Parts 3 (misrepresentation), 4 (market manipulation) & 5 (insider trading),
respectively, examine the differing civil liability of the aforementioned types of securities fraud regimes within
China and the U.S. This analysis yields an unexpected discovery. China, simultaneously, expands the sphere of
possible securities fraud, yet also relaxes the standards necessary to meet a securities fraud cause of action – more
so than the U.S. For misrepresentation cases, China establishes a set of more favorable rules for plaintiffs to assert
their claims; for market manipulation cases, China includes more specific and encompassing types of schemes;
and finally, in insider trading context, China expands the criteria to include more corporate outsiders onto its
“insider” list. Finally, I conclude that, while China’s securities laws governing civil liability are far from perfect, at
least they provide a theoretical, workable legal framework for claiming damages stemming from securities fraud.

2. An Overview of Securities Fraud
According to the U.S. Securities and Exchange Commission (SEC), “securities fraud” encompasses a wide range
of illegal activities involving deceptive practices in financial markets that induce investors to purchase or sell
stocks, which results in losses.14 However, it is worth noting there is no single definition of securities fraud.
10
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For the empirical number of private securities litigations in China, see Chapter 1, Part 1 notes 7-9.
See e.g., William I. Friedman, One Country, Two Systems: The Inherent Conflict between China’s Communist Politics and Capitalist
Securities Market, 27 Brook. J. Int’l L. 477, 513 (2002); Weixia Gu, Securities Arbitration in China: A Better Alternative to Retail
Shareholder Protection, 33 Nw. J. Int’l L. & Bus. 283, 322 (2013); Chengxi Yao, Chinese Regulation of Issuer Earnings Forecasts:
Recommendations for an Ex Ante Legal Framework, 7 Wm. & Mary Bus. L. Rev. 459, 512 (2016).
Professor Howson argues that the Chinese securities regulator tends to expand the scope of securities fraud out of the limitation
established by legal authorization, however, his studies only focus on insider trading, see generally Howson, supra note 7.
Therefore, many scholars argue that enforcement mechanism is more relevant to capital market development than substantive
laws, see, e. g., John C. Jr. Coffee, Law and the Market: The Impact of Enforcement, 156 U. Pa. L. Rev. 229, 244 (2007); Howell
E. Jackson, Variation in the Intensity of Financial Regulation: Preliminary Evidence and Potential Implications, 24 Yale J. on Reg.
253, 275 (2007).
See U.S. Sec. & Exch. Comm’n, Guide to Identifying and Avoiding Securities Fraud: Online Publications at the SEC, available at
https://www.sec.gov/investor/pubs/identavoidfraud.htm.
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Rather, the conception of securities fraud exists as an “umbrella” that covers a variety of causes of actions, in
which some are for forms of “core fraud”; or some are for forms of “misrepresentation”.15
In order to distinguish core fraud from merely some form of misrepresentation, Professor Buell argues that
it is necessary to examine in considerable depth the actor’s “mental state” in each case. While core fraud is a
morally wrongful act that requires the wrongdoer’s purposeful intention to deceive another; misrepresentation is
typically a tort ranging from reckless behaviors to faultless violations.16 In essence, core fraud is best conceived
as “misrepresentation, plus,” which requires not only meeting the requirements to establish misrepresentation,
but also the intent to defraud the respective counterparty. In other words, if the “goal of deception” is not part
of an actor’s mental state, no fraud exists.
As noted earlier, the difference of core fraud and misrepresentation hinges upon the goal of deception. However,
in determining cases of core fraud, the litigants face a nearly inevitable evidentiary problem—the goal of deception
is not observable.17 Thus, each jurisdiction handles the evidentiary problem of core fraud cases differently. Such
as in the U.S., controversial core fraud cases are usually interpreted flexibly through the judiciary by examining
the actor’s series of behaviors.18 On the contrary, due to the lack of ability to deal with the complicated and
controversial “culpability” issues, China’s securities laws explicitly replace the intention with a dictation of the
specific objective schemes to prove the goal of deception. In essence, there are advantages and disadvantages to
each method, where the U.S. has flexibility but uncertainty, China has rigidity for the sake of certainty.
In addition to the balance of flexibility/certainty in judging an actor’s mental state, in general, establishing
well-designed criteria in defining the scope of cause of action to balance cost of enforcement versus societal benefit in detecting securities fraud is necessary. Namely, a restrictive standard can fail to capture the ever-evolving
concept of fraud, whereas a flexible threshold can be over-inclusive.19 Due to this trade-off, policymakers and
the judiciary must recognize that altering the requirements to provide a more favorable playing field to private
litigants may impair the regulatory policies underlying the capital market as a whole.
Take the “materiality” standard for example. In order to assert a securities fraud claim, the materiality requirement is satisfied when there is “a substantial likelihood that the disclosure of the omitted fact would have been
viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available.”20
However, Professors Choi and Pritchard illustrate that there is a tension between this materiality standard for
investors to assert securities fraud claims and for companies to retain an effective and efficient disclosure obligation.21 While relaxing the threshold materiality requirement may have an effect allowing investors to claim
cases easily in some gray areas, such as the “over-optimistic” statement issued by the companies (e.g., puffery),
it simultaneously stimulates companies to inundate investors with mountains of information in order to comply
with the loose materiality requirement.22 In turn, social cost may outweigh the benefit brought by the lowered
threshold, where companies waste costs in disclosing trivial information, and investors may miss truly important
disclosures due to their lack of ability to digest superfluous information.23 As a result, securities regulators and
policymakers must take all facets into consideration and interpret all potential contours of possible securities
fraud, ultimately balancing the totality of the circumstances from every possible perspective.
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See Samuel W. Buell, What Is Securities Fraud? 61 Duke L.J. 511, 541 (2011).
See id. at 526-27.
See id. at 532.
SEC v. Zandford, 535 U.S. 813, 821 (2002).
See Buell, supra note 15, at 521.
TSC Industries v. Northway, 426 U.S. 438, 449 (1976).
See Stephen J. Choi & A. C. Pritchard, Behavioral Economics and the SEC, 56 Stan. L. Rev. 1, 61 (2003).
See id.
See id.
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2.1. The Types of Securities Fraud
Most securities scholars categorize securities fraud into three overlapping types, including misrepresentation,
market manipulation, and insider trading. For example, Professor Fletcher outlines six types of securities fraud:
(1) paradigmatic securities fraud in which a seller defrauds a buyer in a securities transaction;24 (2) misrepresentation in which a non-trading company issues misstatements or omits material information;25 (3) fraudulent
activities by third parties, such as broker-dealers who fraudulently induce an investor to purchase or sell stocks;26
(4) corporate mismanagement arising from the lack of effective internal control;27 (5) insider trading involving
the use of the misappropriation of confidential information;28 and (6) the “conversion” (misappropriation) of
securities for the wrongdoer’s own benefit (theft).29
Similar to Professor Fletcher’s anatomy, Professor Palmiter divides securities fraud cases into six types: (1) securities trading, in which an actor gives false information to the counterparty (the counterpart of Professor
Fletcher’s Type 1); (2) corporate trading, in which a manager engages in transactions without due diligence
causing damages to the company (the counterpart of Professor Fletcher’s Type 4); (3) disclosure failure, where
a company issues false or misleading information to the market (the counterpart of Professor Fletcher’s Type
2); (4) insider trading by a corporate fiduciary (the counterpart of Professor Fletcher’s Type 5); (5) outsider
trading, in which an outsider embezzles entrusted corporate information and trades on this information; and
(6) customer-broker disputes, in which brokers engage in misconduct during securities trading (the counterpart
of Professor Fletcher’s Type 3).30 Finally, Professors Coffee and Seligman narrow down numerous securities
violations to primarily three types of trading: (1) misrepresentations or omissions in corporate statements, (2)
insider trading, and (3) market manipulation.31

2.2. The Major Categories of Securities Fraud under China’s Securities Laws
Most civil law countries, including China, tend to adopt a number of statutory regulations in lieu of an open-ended provision to enforce different types of securities fraud.32 By contrast, in the U.S., both the SEC and private
litigants primarily file securities fraud claims through a general and flexible anti-fraud provision—Rule 10b-5
promulgated by the SEC according to the authority granted by Section 10(b) of Securities Exchanges Act of
1934 (the 34 Act).33 Even though Rule 10b-5 never explicitly defines or divides securities fraud into any class of
schemes, the aforementioned categorizations of major securities fraud remain consistent across both the U.S. and
Chinese securities legal frameworks.34
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See C. Edward III Fletcher, The In Connection with Requirement of Rule 10b-5, 16 Pepp. L. Rev. 913, 929-31 (1989).
See id. at 932-36.
See id. at 936-47.
See id. at 947-54.
See id. at 954-58.
See id. at 958-59; cf, e.g., Pross v. Katz, 784 F.2d 455, 459 (2d Cir. 1986) (holding that conversion or theft of a security does
not constitute a claim under Rule 10b-5).
Alan R. Palmiter, Securities Regulation 375-76 (5th ed., 2011).
John C. Coffee, Jr. & Joel Seligman, Securities Regulation 1044 (9th ed., 2003).
See John C. Jr. Coffee, The Rise of Dispersed Ownership: The Roles of Law and the State in the Separation of Ownership and Control,
111 Yale L.J. 1, 9-10 (2001) (arguing that civil law countries tend to grant causes of action through specific provisions); cf.
Mark J. Roe, Legal Origins, Politics, and Modern Stock Markets, 120 Harv. L. Rev. 460, 488-90 (2006) (illustrating that there is
no reliable evidence showing that civil law countries regulate securities market with intense regulations).
17 C.F.R. § 240. 10b-5 (2017).
The U.S. federal securities laws set forth various provisions governing document misrepresentation/manipulation, including
15 U.S.C. § 77k (2012) (misrepresentation or omission in the registration statement); id. § 77l(a)(2) (misrepresentation or
omission in prospectus); id. § 77q(a) (manipulation in offer or sale of security); id. § 78r(a) (misrepresentation with respect
to the documents filed with the SEC); id. § 78n(e) (misrepresentation in connection with tender offer); 17 C.F.R. § 240.14a-9
(2017) (misrepresentation in proxy statement).
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In China, the term “securities fraud” (zhengquan qizha) first appeared in the 1993 Provisional Measures on
Prohibition of Securities Fraud (Provisional Measures).35 Subsequently in 1998, the anti-fraud provisions of
the Provisional Measures were codified into China’s first national Securities Law,36 which defined and divided
securities fraud into three categories, including (1) misrepresentation (2) market manipulation, and (3) insider
trading.37 However, at that early stage, the Provisional Measures did not grant private causes of action for
aggrieved shareholders to seek damages, where all enforcement actions remained within the purview on the
Chinese securities watchdog—the China Securities Regulatory Commission (CSRC). In addition to statutory
categorization, even though the Chinese regulator’s scope of responsivities extends beyond just securities fraud
actions, misrepresentation, market manipulation, and insider trading historically have consumed the lion’s share
of public enforcement actions initiated by the CSRC.38
By virtue of the enactment of the 1993 Provisional Measures and the 1998 Securities Law, the CSRC is expressly
granted jurisdiction to enforce securities violations, including the three major types of securities fraud; misrepresentation, market manipulation, and insider trading.39 However, with respect to the civil liability regime, the
most significant development occurred in the 2005 amendments to the Chinese Securities Law,40 as it not only
replaced the Provisional Measures, but also unprecedentedly granted substantial private causes of action arising
from securities fraud. Although the 2005 Securities Law still retained public securities enforcement as its major
regulatory mechanism,41 the 2005 amendments serve as the cornerstone in establishing the current private causes
of action regime. As the current Chinese Securities Law is working in conjunction with its piecemeal judicial
interpretation and administrative guideline,42 China’s securities laws have expanded the scope of its ambit in
private causes of action, more than their U.S. benchmark. To illustrate my argument, the following sections examine, respectively, the civil liability provisions governing misrepresentation, market manipulation, and insider
trading through comparison and juxtaposition with U.S. federal securities laws.

3. Civil Liability for Misrepresentation in China’s Securities Laws
3.1. The Definition and Types of Misrepresentation
Prior to the 2005 amendments to China’s Securities Law, the 1998 Chinese Securities Law provided only one
provision governing civil liability arising from misrepresentation.43 There were no detailed procedures for
35
36
37

38
39
40
41

42

43

Jinzhi Zhengquan Qizha Xingwei Zanxing Banfa (禁止证券欺诈行为暂行办法) [Provisional Measures on Prohibition of
Securities Fraud](promulgated Sept. 2, 1993) (China).
Zhengquan Fa (证券法) [Securities Law] (promulgated by the Standing Comm. Nat’l People’s Cong., Dec. 29, 1998, effective
Jul. 1, 1999) (China).
Robin Hui Huang, Securities and Capital Markets Law in China 141-215 (2014); see also Guiping Lu, Private Enforcement of
Securities Fraud Law in China: A Critique of the Supreme People’s Court 2003 Provisions Concerning Private Securities Litigation, 12
Pac. Rim L. & Pol’y J. 781, 783 (2003); Sanzhu Zhu, Civil Litigation Arising from False Statements on China’s Securities Market,
31 N.C.J. Int’l L. & Com. Reg. 377, 379 (2005).
See CSRC Annual Reports, available at http://www.csrc.gov.cn/pub/newsite/zjhjs/zjhnb/.
See Gu, supra note 11, at 288 (indicating that there were thirty-six provisions governing legal liability in the 1998 Securities
Law, thirty-two of which involved criminal or administrative liability; and only two provisions were related to civil liability).
Zhengquan Fa (证券法) [Securities Law] (promulgated by the Standing Comm. Nat’l People’s Cong., Dec. 29, 1998, effective
Jul. 1, 1999, as amended Oct. 27, 2005) (China).
See Wallace Wen-Yeu Wang & Jian-Lin Chen, Reforming China’s Securities Civil Actions: Lessons from PSLRA Reform in the U.S.
and Government-Sanctioned Non-Profit Enforcement in Taiwan, 21 Colum. J. Asian L. 115, 117 n.2 (2008) (noting that there
were over thirty administrative liability provisions; however, there were only four provisions governing civil liability in the
2005 Securities Law).
Zhengquan Fa (证券法) [Securities Law] (promulgated by the Standing Comm. Nat’l People’s Cong., Dec. 29, 1998, effective
Jul. 1, 1999, as amended Aug. 31, 2014) (China). Unless indicated otherwise, reference to the Chinese Securities Law is to
the 2014 Securities Law.
Article 63 of the 1998 Securities Law stated that an issuer or underwriter shall be liable for shareholder losses for misrepresent
ing financial condition of corporation; the director, the supervisor, and the manager of the issuer shall be jointly and severally
liable for such losses.
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 efrauded investors to pursue any remedy. Therefore, the tension between aggrieved shareholders and any lack
d
of enforcement mechanisms came to a boiling point in the wake of a series of corporate scandals in the early
2000s.44 Against this backdrop, the Supreme People’s Court (SPC) respectively issued three important circulars
concerning the procedures of misrepresentation litigation in 2001, 2002, and 2003, to help ease social unrest
resulting from the turmoil of public pressure.45
Among these circulars issued by the SPC, the latest circular, the 2003 “Provisions of the Supreme People’s Court
Concerning the Acceptance and Trial of Civil Compensation Securities Litigations Involving Misrepresentation”
(hereafter 2003 Circular), provides the modern definition and types of misrepresentation as we see today.46
According to Article 17 of the 2003 Circular, the SPC divided “misrepresentation” (xujia chenshu)” into four types
of misconduct: (1) False recording (xujia jizai), in which the obligator of information disclosures states fictitious
facts in publication documents; (2) Misleading statements (wudaoxing chenshu), defined as a false statement in
any disclosure documents, or through the media that has a substantial effect on investor behavior; (3) Material
omission (zhongda yilou), in which the obligator responsible for information disclosures fails to present a complete record in publication documents; and (4) Improper disclosures (buzhengdang pilu), where the obligator
for information disclosures fails to disclose necessary information within an appropriate time period or in an
appropriate manner prescribed by law.

3.2. The Civil Liability Provisions Governing Misrepresentation
Although the Chinese Securities Law did not directly classify misrepresentation into the foregoing types as explained in the 2003 Circular, the scope of defendants and their corresponding “intent” requirements in the 2003
Circular were subsumed by the 2005 amendments to the Chinese Securities Law. Under the current Chinese
Securities Law, there are two provisions governing civil liability arising from misrepresentation committed by
different types of wrongdoers with varying level of “intent” proof burdens.
First, Article 69 of the Chinese Securities Law prohibits the following persons from misrepresenting or omitting
information in certain publicly disclosed documents (such as prospectuses, financial reports, and listed reports):
(1) The issuer and listed company; (2) The issuing company’s directors, supervisors, senior managers or any
other person directly responsible for the misrepresentation; (3) The issuing company’s controlling shareholder
or actual controller; and (4) The sponsor and underwriter. In the case of shareholder losses resulting from such
wrongdoing, these four groups of violators bear joint and several liabilities, but with varying levels of fault,
depending on their status with relation to the fraud.
Pursuant to Article 69, civil liability for misrepresentation falls within the spectrum from strict liability to presumed fault-based liability to ordinary fault-based liability. Type (1) wrongdoers, including the issuer and the
listed company, appear to bear strict liability regardless of culpability, as Article 69 does not explicitly designate
any required culpable mental state, such as fault, negligence, or intention. However, the 2003 Circular states that
strict liability may not apply to Type (1) wrongdoers, if they were controlled by Type (2) wrongdoers, such as the
issuer’s management, and were “forced” to make any misrepresentation(s) in any issuer or listed company’s own
name, that lead to potential shareholder losses. Under this circumstance, Type (1) wrongdoers are entitled to
seek contribution from any Type (2) wrongdoers after compensating shareholder damages.47 Type (2) persons,
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See Huang, supra note 37, at 144.
For a detailed discussion of these circulars, see Chapter 3, Part 3.2.1 notes 101-05 and accompanying text.
Zuigao Renmin Fayuan Guanyu Shenli Zhengquan Shichang yin Xujia Chenshu Yinfa de Minshi Peichang Anjian de Ruoguan
Guiding (最高人民法院关於审理证券市场因虚假陈述引发的民事赔偿案件的若干规定) [The Provisions of the Supreme
People’s Court Concerning the Acceptance and Trial of Civil Compensation Securities Litigations Involving Misrepresentation] (promulgated Dec. 26, 2002, effective Feb. 1, 2003) (hereafter the 2003 Circular).
2003 Circular § 22.
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such as corporate management, bear ordinary fault-based liability, such that the plaintiff has the burden of
proving fault. However Type (2) violators, who make misstatements in their own name in violation of several
provisions of the Chinese Securities Law, appear to bear strict liability, as there is no fault requirement outlined
in the 2003 Circular.48 Finally, Type (3) & Type (4) persons are subject to a rebuttable fault-based liability,
whereby the defendants would be presumed to be at fault, unless they can prove otherwise.
Article 173 of the Chinese Securities Law extends civil liability to securities service professionals, such as accounts
and lawyers, who provide services in the securities issuance, listing, and transaction. Article 173 states that a
securities service organization shall exercise reasonable care and diligence in performing auditing, asset appraisal,
financial advice, or other legal responsibilities, in which the authenticity, accuracy, and completeness of relevant
documents shall be examined and verified for the purpose of securities issuance, listing, transactions, and other
activities. In the case of any false recording, misleading statements or material omission, which incur any loss to
any person, the professional service provider shall bear joint and several liabilities with the issuer and the listed
company, unless the professional service provider can prove its lack of fault. Thus, the securities professionals
community bears the same presumed fault as Type (3) & Type (4) wrongdoers in Article 69.

3.3. China’s More Favorable Rules for Plaintiffs than the U.S.
As noted earlier, the vast majority of private securities litigation under U.S. securities laws is brought under Rule
10(b)-5, which serves as a “catch-all” provision overlapping most types of securities fraud. To establish a private
claim under Rule 10(b)-5, the plaintiff must demonstrate the following requirements: (1) A misrepresentation
or omission of a material fact; (2) reliance thereon; (3) causation; (4) damages; (5) scienter; all (6) in connection
with the purchase or sale of a security.49
Among these requirements, scienter (the intent of deception) and reliance (depending on misrepresentation and
trading thereof) are the most crucial of a securities fraud claim, in that their high burden of proof is most difficult
in demonstrating liability.50 Although the Chinese Securities Law requires the plaintiff to demonstrate the same
elements as the U.S., including the most challenging scienter and reliance tests, China’s securities laws provide
more protections to shield the plaintiff’s Achilles’s heel during litigation.
With respect to the scienter criteria, due to the U.S.’ heightened requirement particularly in the wake of the
passage of the Private Securities Litigation and Reform Act (PSLRA) in 1995,51 which requires the plaintiffs
to “state with particular facts giving rise to a strong reference that the defendant acted with the required state
of mind,”52 this requirement has frequently been a stumbling block for aggrieved shareholders in most Rule
10(b)-5 cases. The U.S. securities laws only provide very limited avenues for plaintiffs to elude the requirement
for demonstrating the defendant’s intention under certain exceptional circumstances. For example, Section 11
of the Securities Act of 1933 (hereafter 33 Act) imposes strict liability on the issuer for misstating or omitting
material facts in a registration statement,53 and Section 12(a)(2) of the 33 Act requires a seller be strictly liable if
a prospectus contains an untrue statement or omits material fact.54
Conversely, as noted above, the Chinese Securities Law not only imposes strict liability on Type (1) wrongdoers,
including the issuers and listed companies, for misrepresentation in any publicly disclosure statement, but also
48
49
50
51
52
53
54

Id.
See, e.g., Dura Pharmaceuticals, Inc., v. Broudo (Dura), 544 U.S. 336, 341-42 (2005).
See, e.g., Jonathan D. Glater, Hurdles of Different Heights for Securities Fraud Litigants of Different Types, 2014 Colum. Bus. L. Rev.
47 (2014).
Pub. L. No. 104-67, 109 Stat. 737 (codified in scattered sections of 15 U.S.C. and 18 U.S C.). For a discussion of the PSLRA,
see Chapter 3, Part 4.1 notes 138-43.
15 U.S.C. § 78u-4(b)(2)(A) (2012).
Id. § 77k.
Id. § 77I(a)(2).
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adopts a barely rebuttable presumed liability shifting the burden of proof to Type (3) & Type (4) perpetrators
(e.g., the controller, controlling shareholders, sponsors and underwriters). Therefore, the more flexible scienter
standard and larger scope of admissibility of any corporate documents, releases the Chinese plaintiffs from the
burden of proving the defendant’s intent or reading the defendant’s mind in misrepresentation cases.
With reference to the reliance requirement, both the U.S. and Chinese plaintiffs must prove that they relied
upon the defendant’s misrepresentation, whereupon a trade was based upon this reliance, thus resulting in
losses. However, investors rarely read misleading statements, thus the plaintiffs cannot claim they relied on the
defendant’s misstatement. Therefore, it is almost impossible or difficult for the plaintiffs to establish reliance
upon misleading disclosures. To solve this problem, the U.S. Supreme Court relaxed the reliance requirement
for plaintiffs by adopting a rebuttable fraud-on-the-market (FOTM) presumption,55 which only requires a showing of reliance on the integrity of the price set by the market to establish transaction causation.56 However, the
defendant can rebut the presumption of reliance by showing that any misstatement had no effect on the price of
a share (“price impact” premise).57
In addition to the price impact defense, according to judicial precedent, the FOTM presumption can also be
successfully rebutted under certain circumstances,58 such as when a defendant demonstrates that the plaintiff
actually knew relevant information that was not disclosed to the market,59 or that there exists credible and
sufficient corrective information transmitted to the market, which had “counterbalanced” the defendant’s misleading statement, thereby rendering this information immaterial and not misleading (known as the “truth on
the market” defense).60
Similar to the U.S. FOTM assumption, the Chinese-style FOTM theory is also a judicial construct. According to
Article 18 of the 2003 Circular, it holds that the plaintiffs’ reliance would be presumed as long as their pleadings
met the following requirements: (1) Their stocks were securities directly connected with the misrepresentation;
(2) The investors purchased the stocks between the date on which the misrepresentation was made and the date
on which the misrepresentation was exposed or corrected; and (3) The investor losses resulted from selling the
stocks on or after the date on which the misrepresentation was exposed or corrected, or continually holding the
stocks after the misrepresentation was exposed or corrected.61
However, in contrast to the U.S. refutable FOTM presumption, the 2003 Circular only provides four limited
defenses for the defendant to rebut the application of the Chinese FOTM theory. These include that the plaintiffs
(1) sell the stocks on or before the date with which the misrepresentation was exposed or corrected; (2) purchase the stocks when the misrepresentation was disclosed; where the plaintiff (3) intentionally engage in the
transaction; and (4) the losses were caused by other market factors.62 Moreover, as discussed in Chapter 1, in
contrast to the U.S. courts that allow parties to test borders of legal standards, the Chinese courts’ power is far
more limited and remains cautious with reference to developing any culture of “legal values” concerning private
securities lawsuits.63 Therefore, the Chinese FOTM assumption has been rarely challenged in the courts. In
sum, compared with the U.S. FOTM rebuttable theory, the Chinese FOTM presumption is too rigid and nearly
impossible for the defendant to negate its application.
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For a discussion of how the FOTM theory leads to the most entrepreneurial U.S.-style securities class action, see Chapter 3,
Part 2.2.1.
Basic Inc. v. Levinson, 485 U.S. 224, 248-50 (1988).
Id, at 248-49.
See Daniel R. Fischel, Use of Modern Finance Theory in Securities Fraud Cases Involving Actively Traded Securities, 38 Bus. Law. 1,
11 (1982) (outlining several defenses to rebut the FOTM presumption).
Gurary v. Winehouse, 190 F.3d 37, 45-46 (2d Cir. 1999).
Kaplan v. Rose, 49 F.3d 1363, 1376 (9th Cir. 1994).
2003 Circular § 18.
2003 Circular § 19.
See Chapter 1, Part 2.3.
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Finally, most securities law systems around the world provide both administrative and civil remedies. However,
if the defendant’s assets are insufficient to satisfy both administrative liability and civil liability, most jurisdictions
remain silent on the issue of defendant’s asset distribution between the public and private sectors. In general,
victims and the government must compete with each other for any remaining assets in terms of priority of distribution. For example, under the U.S. securities enforcement regime, administrative civil penalties and private
damages are independent of each other. Namely, neither the public agency nor private litigant has priority to
acquire compensation from the defendant over the other.64 By contrast, Article 232 of the Chinese Securities
Law provides that civil liability compensation shall prevail if there are insufficient assets for wrongdoers to
simultaneously satisfy private compensation and administrative penalties (“civil compensation comes first”).65
U.S.

China

Scienter Requirement

more difficult for the plaintiff to prove

more easy for the plaintiff to prove

FOTM Presumption

more easy for the defendant to rebut

more difficult for the defendant to rebut

Civil Liability Comes First
(to all securities fraud)

N/A

Yes

4. Civil Liability for Market Manipulation in China’s Securities Laws
4.1. The Definition and Types of Market Manipulation
According to U.S. precedent, market manipulation is a term of art that “connotes intentional or willful conduct
designed to deceive or defraud investors by controlling or artificially affecting the price of securities.”66 There are
two elements within the definition of market manipulation: objective “price artificiality” and subjective “intent.”
But in reality, due to various practices and conduct, in conjunction with the difficulty in determining a trader’s
subjective intent (i.e., whether traders craft prices to an artificial level or move prices in the direction truly
reflecting the fair value),67 the legal world has yet to agree upon a satisfactory theory that decisively establishes a
universal definition of market manipulation.
Despite this, an examination of the academic literature demonstrates that market manipulation can be broadly
divided into several categories, depending on the manner or approach in which they affect the market:68 (1)
Action-based manipulation, in which the manipulator intentionally takes an action to inflate or depress the value
or perceived value of the corporation; (2) Information-based manipulation, where the wrongdoer releases false
information to affect the stock price; and (3) Trade-based market manipulation, in which the trader intends to
influence the share price through stock transactions. In reality, market manipulation relies upon a combination
of approaches to increase the effectiveness of manipulation, thus the perpetrator employs one or more of these
type of schemes.

64
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See Zachary D. Clopton, Redundant Public-Private Enforcement, 69 Vand. L. Rev. 285, 303-04 (2016).
However, due to government control over private securities enforcement, this rule to some extent exists in name only, see
Chapter 3, Part 3.2.2 notes 110-11.
Ernst & Ernst v. Hochfelder, 425 U.S. 185, 199 (1976); see also Santa Fe Indus. Inc. v. Green, 430 U.S. 462, 476 (1977)
(market manipulation generally refers to practices, such as wash sales, matched orders, or rigged prices, that are “intended to
mislead investors by artificially affecting market activity”).
See, e.g., Daniel R. Fischel & David J. Ross, Should the Law Prohibit Manipulation in Financial Markets , 105 Harv. L. Rev. 503,
507-10 (1991). According to Fischel and Ross’s definition, the traders made profitable deals with “bad intent” if following
conditions were meet: (1) the trading is intended to move prices in a certain direction; (2) the trader has no belief that the
prices would move in this direction but for the trade; and (3) the resulting profit comes solely from the trader’s ability to
move prices rather than from his possession of valuable information, see id. at 510.
See generally Tālis J. Putniņs, Market Manipulation: A Survey, 26 J. Econ. Survs. 952 (2012) (outlining literature on types of
market manipulation).
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Among three types of market manipulation schemes, the element of “subjective intent” in Type (1) Action-based
& Type (2) Information-based manipulation are more easily determined through a physical manifestation, either
by openly observable actions or dissemination of rumors. Thus, these two types of manipulation were made
illegal by the 34 Act initially.69 However, it is more difficult to eradicate Type (3) Trade-based manipulation
than Type (1) Action-based & Type (2) Information-based schemes that achieve deceptive goals through means
of communication (e.g., actions or rumors), as mental telepathy of a trader’s mind is not evidenced by simply
witnessing buying or selling behaviors. Thus, while securities fraud claims against Type (1) Action-based &
Type (2) Information-based manipulation schemes have been fairly successfully filed under the U.S. federal
securities laws, Type (3) Trade-based manipulation schemes remain outside the purview of prosecution due to
the difficulty to discern the trader’s true intention.70

4.2. The Civil Liability Provisions Governing Market Manipulation
As the U.S. federal securities laws fall short in ascertaining the trader’s manipulative intent, China’s securities
laws not only delineate Type (3) Trade-based manipulator’s deceptive intent with very specific language, but also
make substantial efforts to articulate Type (1) Action-based & Type (2) Information-based schemes. Thus, the
structure of private causes of action under Article 77(1) of the Chinese Securities Law can be divided into two categories: (1) Subsections (i)-(iii) focus on Type (3) Trade-based manipulation, which attempt to craft the trader’s
malintent through examples of specific manipulative conduct; (2) Subsection (iv) serves as a catch-all provision
to cover other types of manipulation patterns, including Type (1) Action-based and Type (2) Information-based
schemes.
Therefore, by explaining each subsection which provides the outline of prohibited market manipulation schemes,
Article 77(1) states that it is forbidden for anyone to manipulate the securities market (caozong zhengquan shichang)
by any of the following methods: (i) Whether independently or in collusion with others, carrying out combined
or successive purchases or sales by building up an advantage in terms of funds or shareholdings or using one’s
advantage in terms of information, thereby manipulating trading prices and quantities of securities; (ii) Conspiring to collude with others to mutually trade securities within a certain designated time frame, price range,
and agreed upon approach, thereby affecting the price or volume of the securities traded; (iii) Buying or selling
securities between accounts under different people’s names, however controlled by one shareholder, essentially
failing to transfer substantial ownership of the securities, thereby affecting the price or volume of the securities
traded; and (iv) Manipulating the securities market by any other means. Accordingly, Article 77(2) stipulates
that anyone shall be subject to civil liability if s/he causes any loss to any investor by manipulating the securities
market through any of the above methods.
Due to the broad scope of prohibitions articulated in Article 77(1)(iv), the CSRC issued the “(Provisional) Guidance for the Interpretation of Market Manipulation in the Securities Markets” (hereafter MMGP) in 2007.71 On
the one hand, the MMGP provides specific instruction for its staff to better enforce various types of manipulative
schemes; on the other hand, the MMGP establishes the boundary for the CSRC to limit its unrestricted enforcement discretion.72 In combination with Article 77 of the Chinese Securities Law and the MMGP, China’s
interpretation of market manipulation is much more encompassing and clearly articulated than the broad general
definitions assigned in the U.S.
69
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See Franklin Allen & Douglas Gale, Stock-Price Manipulation, 5 Rev. Fin. Stud. 503, 505 (1992).
See id; see also Charles R. Korsmo, Mismatch: The Misuse of Market Efficiency in Market Manipulation Class Actions, 52 Wm. &
Mary L. Rev. 1111, 1116 (2011) (suggesting that trade-based manipulation has been ignored by the courts and scholars due
to the difficulty to determine the actor’s intent).
Zhengquan Shichang Caozong Xingwei Rending Zhiyin (Shixing) (证券市场操纵行为认定指引 ((试行))) [(Provisional)
Guidance for the Interpretation of Market Manipulation in the Securities Markets] (issued by the CSRC, Mar. 27, 2007)
(hereafter the MMGP).
See Howson, supra note 7, at 983 (arguing that the CSRC’s power in enforcing market manipulation is nearly unbounded).
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4.3. China’s More Supportive System for Plaintiffs than the U.S.
As noted above, Section 10(b) of the 34 Act and Rule 10b-5 serve as catch-all provisions for plaintiffs to assert
claims against market manipulation, including Type (1) Action-based & Type (2) Information-based schemes.
Likewise, Article 77(1)(iv) of the Chinese Securities Law aims to address a wide variety of manipulation conspiracies. However, in contrast to Rule 10b-5, which is replete with generalities and heighten burdens of proof (e.g.,
scienter, reliance and loss causation), China’s securities laws use illustrative examples to help clarify marginal
cases in which the plaintiffs must overcome and define procedural and substantive barriers.
For example, in one of the most classical Type (2) Information-based manipulation scenarios, where the manipulators disseminate false information about a company to inflate stock prices, which then results in a offloading
of their own shares (the so-called “pump-and-dump”), leads to a significant price drop.73 The U.S. plaintiffs
must prove two critical elements: (1) The price of the stock was inflated by the defendant’s false rumors; (2) Any
subsequent decline in the value of the stock was caused by the defendant’s artificial action rather than other factors.74 In other words, only the inflated price caused by the defendant’s misstatement is insufficient to establish
loss causation, the plaintiff must also prove the defendant’s dumping is the “proximate” cause of her/his losses.
However, it is extremely difficult for the plaintiff to prove loss of causation since there are so many other factors
which may result in the decline of a stock price. Conversely, Arts 31-34 of the MMGP prohibit a Chinese-style
pump-and dump scheme, “guhuo jiaoyi caozong,” in a more restrictive manner, where the loss causation can be
established as long as the defendant (1) disseminates misleading information; (2) buys or sells stocks before or
after the spreading of the rumor; and (3) affect the price or volume of the securities traded.75 Namely, rather than
the direct proximate cause, the Chinese standard is much looser and only requires the defendant’s transactions
be relevant to the plaintiff’s damages.
In addition to pump-and-dump tactics, “scalping” is another common Type (2) Information-based scheme, which
resembles insider trading. Scalping allows for securities professional, such as a broker or an investment adviser,
to withhold from disclosing any personal securities holdings, but then heavily encourages potential customers
falsely of its value to influence share prices, resulting in an immediate sale of the security for the professional’s
benefit. While the U.S. courts remain split in holding whether scalping is actionable under Section 10(b) of the
34 Act and Rule 10b-5,76 in contrast, Article 78 of the Chinese Securities Law, but also Arts 35-37 of the MMGP,
prohibit an expansive list of actors, not only securities professionals but also government officials, from gaining
profit based upon her/his misleading recommendation or confidential information (known as “qiangmaozi jiaoyi
caozong”).
More importantly, with respect to the opaquest Type (3) Trade-based manipulation, due to the difficulty to
observe a trader’s malicious intent, both the U.S. and China provide specific private causes of action to enforce
this type of manipulation. For example, “wash sales” and “matched orders” are two traditional Type (3) Tradebased manipulative devices, which employ trading practices to create dynamic market activity, thus encourage
people to trade, thereby affecting the stock price.77 In the U.S., Section 9(a)(1) of the 34 Act forbids wash sales,
in which the manipulators creates a false appearance of active trading without changing the beneficial ownership
of the stock,78 and matched orders, where traders agree with each other to sell or purchase the same securities
73
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78

See U.S. Sec. & Exch. Comm’n, “Pump-and-Dumps” and Market Manipulations, available at https://www.sec.gov/fast-answers/
answerspumpdumphtm.html.
Dura, 544 U.S. at 336.
MMGP § 34.
See Barbara Black & Jill I. Gross, Making It up as They Go Along: The Role of Law in Securities Arbitration, 23 Cardozo L. Rev.
991, 1006-07 (2002); Constance Z. Wagner, Securities Fraud in Cyberspace: Reaching the Outer Limits of the Federal Securities
Laws, 80 Neb. L. Rev. 920, 939-43 (2001).
See, e.g., Steve Thel, The Original Conception of Section 10(b) of the Securities Exchange Act, 42 Stan. L. Rev. 385, 404 (1990).
15 U.S.C. § 78i(a)(1)(A) (2012).
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within a certain time frame for an pre-agreed upon amount and price.79 Despite the fact that Section 9(f) of the
34 Act provides a specific private cause of action against wash sales and matched orders, most plaintiffs prefer
to file suits under Rule 10b-5 rather than Section 9(f) due to several procedural restrictions. For example, Rule
10b-5 requires the manipulator to conduct the scheme “recklessly,” which means the plaintiffs do not bear the
heightened burden of proof of proving that the defendant acted with intent. However, to assert claims under
Section 9(f) of the 34 Act, the plaintiffs must prove that the defendant “willfully” participate in violation of market
manipulation. Moreover, Section 9(f) authorizes that the court may, in its discretion, require an undertaking
to pay for the costs of the suit and to assess reasonable costs, including reasonable attorneys’ fees, against either
party litigant.80 As a result, even though Rule 10b-5 is not very plaintiff friendly, most plaintiffs have no choice
but to sue under Rule 10b-5 to circumvent the more substantive heightened requirements in Section 9(f) of the
34 Act.81
While actions filed under Section 9(f) of the 34 Act for market manipulation become virtually non-existent
due to greater plaintiff-unfavorable requirements than Rule 10b-5, by contrast, China’s securities laws provide
more concrete examples for plaintiffs to illustrate the boundaries of this most obscure Type (3) Trade-based
manipulation. When comparing Rule 10b-5 cases in the U.S. that mostly rely on the court’s interpretation of
abstract statutes, China prefers to adopt statutes that define specific actions or wrongdoings. As introduced in
the previous section, Articles 77(1)(ii) & (iii) of the Chinese Securities Law prohibit matched orders (yueding
jiaoyi caozong) and wash sales (xishou caozong). Moreover, Article 77(1)(i) extends the definition of Type (3)
Trade-based manipulation and actually forbids another common type known as “pooling” (lianxu jiaoyi caozong),
in which a group of manipulators collectively aggregate their advantages in funding, shareholdings, and information, to buy and sell stocks frequently among themselves to influence the price and the volume of the securities,
thereby creating a false impression to encourage outsiders to trade.
In addition to Article 77 of the Chinese Securities Law, the MMGP further inhibits other major Type (3) Tradebased schemes; including (1) “layering/spoofing” (xujia shenbao caozong), in which the manipulator, who has
no real intention to make any deals, artificially inflates the price of certain stocks currently owned, then places
excessive orders in a short period of time (more than three times in the same trade date) to create an artificial
price, after which the wrongdoer subsequently withdraws additional orders after making a profit from the sale
on the inflated price;82 (2) “capping or pegging” (teding shijian de jiage huo jiazhi caozong), is where the wrongdoer
artificially manipulates the price of stocks when the value of other underlying financial products becomes necessary to effectuate a buy or sale of certain underlying securities, such as affecting the value of a derivative contract
whose price are determined on the principal stocks;83 and (3) “marking the close/painting the tape” (weishi jiaoyi
caozong), in which the perpetrator buys or sells securities within the last fifteen minutes before the close of the
markets in an effort to alter the closing price and profit on the next trade date based upon this artificial price.84
To conclude, U.S. plaintiffs face a higher burden of proof to demonstrate loss of causation and an ambiguous
landscape of manipulation schemes; however, China provides a more supportive system for litigants to overcome
these hurdles by providing specific and clear examples of market manipulation.

79 Id. § 78i(a)(1) (B)-(C).
80 Id. § 78i(f).
81 Chemetron Corp v. Business Funds, 718 F.2d 725 (5th Cir. 1983) (holding that Rule 10b-5 claims can no longer be denied
because of other available remedies under some provisions of the U.S. federal securities laws); see also James D. III Gordon,
Acorns and Oaks: Implied Rights of Action under the Securities Acts, 10 Stan. J.L. Bus. & Fin. 62, 83 (2004).
82 MMGP §§ 38-40.
83 MMGP §§ 41-43.
84 MMGP §§ 45-46.
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U.S.

China

Type (1) Action-based
& Type (2) Informationbased Manipulation

(1) Loss causation is more difficult for
plaintiffs to prove
(2) Civil liability in marginal cases such
as scalping remains uncertain

(1) Loss causation is easier for plaintiffs
to prove
(2) Civil liability in marginal cases such
as scalping is expansive and clear

Type (3) Trade-based
Manipulation

The requirements of Section 9(f) are more
restrictive than those in Rule 10b-5

The standards of the specific cause of
action are consistent with other causes
of action

5. Civil Liability for Insider Trading in China’s Securities Laws
5.1. The Definition and Types of Insider
As illustrated in the introduction, the debate concerning the prohibition of insider trading derived from the
inherent tension between individual and corporate interests, in which an insider, owing a fiduciary duty to the
company, is not entitled to profit upon the company’s confidential information. Thus, the debate rests its focus
on a core issue—who is defined as an “insider”—and thus prohibited from trading upon confidential information.
Apparently, traditional corporate fiduciaries, such as directors and officers who have access to inside information,
fall within the concept of an insider. However, for certain “outsiders,” who may have opportunities to trade upon
corporate confidential information (“inside outsiders”), it remains unclear and controversial whether they shall
be subject to insider trading laws.
To address this problem, the U.S. insider trading regime has largely relied on the courts to define the scope
of “insider,” which provides the best example to illustrate the transition of regulatory policies. In 1961, in
the case of In re Cady, Roberts & Co., the SEC held that a broker violated Rule 10b-5, as he received a tip from
a corporate director and then sold a large amount of the corporation’s shares prior to the information being
publicly disclosed.85 The rationale underlying the prohibition against insider trading stems from the notion of
fairness, where certain outsiders shall have a duty to disclose material non-public information to the public or
otherwise abstain from trading. In 1968, this obligation was further expanded by the Second Circuit in SEC v.
Texas Gulf Sulphur Co.,86 where the court suggested that a duty to disclose or abstain be imposed upon “anyone”
in possession of inside information,87 and applied the “fairness” principal on a policy that all investors should
maintain relatively “equal access” to information.88 Accordingly, this decision popularized what became known
as the “disclose or abstain duty” or the “equal access theory.” However, this all-embracing test that extended
insider trading liability from traditional “insider” to “anyone” has not endured. By virtue of several landmark
cases, the Supreme Court shifted the emphasis from the “equal access theory” to fiduciary-duty-based theories,
including the “classical theory” and the “misappropriation theory.”
The equal access theory had allowed the SEC for more than a decade to use its unencumbered powers to expand
its scope and reach, until the Supreme Court said otherwise in Chiarella v. United States.89 Rather than siding with
the SEC and expanding the scope of an “insider,” the Court adopted “the classical theory” and limited insider
liability to a breach of fiduciary duty or other similar relationship between the wrongdoer and the company. In
Chiarella, the Court reversed Vincent Chiarella’s criminal conviction, in which a financial printer successfully
85
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Cady, Roberts & Co., 40 S.E.C.907 (1961).
SEC v. Texas Gulf Sulphur Co., 401 F.2d 833 (2d Cir. 1968), cert denied, 401 U.S. 1005 (1971).
Id. at 848 (“[A]nyone in possession of material inside information must either disclose it to the investing public, or, if he is
disabled from disclosing it in order to protect a corporate confidence, or he chooses not to do so, must abstain from trading
in or recommending the securities concerned while such inside information remains undisclosed”).
Id. at 851-52.
Chiarella v. United States, 445 U.S. 222 (1980).
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decoded non-public information regarding prospective takeover bids from documents he was hired to print,
then purchased and sold the target company’s stocks for a profit.90 The Court held that, although Chiarella
“misappropriated” his employer’s confidential information, he did not defraud the target company’s shareholders
since a fiduciary-like relationship did not exist between Chiarella and the target company.91
Thus, the classical theory severely narrowed the right to a private cause of action under the equal access theory;
however, the classical theory may overcorrect while it confines insiders to those who owe a fiduciary duty to the
company whose shares are traded, while any outsider who trades upon inside information falls easily outside the
reach of Rule 10b-5. Although Chiarella retains a strict fiduciary duty analysis, it opened the door for other alternative theories. First, a footnote in Chiarella left open a potential avenue for a cause of action against any outsider
from gaining profit upon the use of inside information that s/he knows is confidential and knows or should
have known came from a corporate insider (tipper-tippee test).92 Moreover, Chief Justice Burger’s dissenting
opinion in Chiarella also shed light on the misappropriation theory, in which an outsider who misappropriated
inside information should have a duty to disclose that information or refrain from trading.93 Thus, the next two
pivotal Supreme Court cases would illustrate the transition from the classical theory to tipper-tippee liability and
misappropriation theory respectively.
In Dirks v. SEC,94 a financial analyst, Raymond Dirks, received confidential information of alleged insurance fraud
from one of its former officers, who relayed the tip not for personal benefit, but out of a sense of justice. Dirks
subsequently visited the insurance company, where certain corporate employees verified the charge of fraud.
Upon confirmation, Dirks disclosed his findings to his clients, who in turn sold their holdings in the insurance
company.95 The SEC, then, charged Dirks with aiding and abetting in violation of anti-fraud provisions; however, due to Dirks’s efforts in bring the scandal to light, the SEC reduced the sanction on Dirks to mere censure.96
Even so, the Supreme Court reversed the SEC censure by virtue of the tipper-tippee liability analysis.
To distinguish a tipper (insider) from a tippee (outsider), the Court unprecedentedly included certain outsiders
working for the corporation, such as underwriters, attorneys, and lawyers, into insiders (known as “constructive
insiders”), who were given access to information due to their “special confidential relationship” to the corporation.97 As the Court did not categorize securities analysist as a type of constructive insiders, Dirks remained as a
tippee, whose liability could only be established when the tipper breached her/his fiduciary duty to the company
by disclosing the information to the tippee, and the tippee knew or should have known that there was a breach.98
In determining whether the tipper’s disclosure is a breach of duty or not, the Court held that the tipper breaches
the duty to the company if the purpose of disclosure is for personal gain.99 Since the former officer and corporate
employees did not breach their fiduciary duty as they received no monetary or personal benefit for disclosing the
information to Dirks, thus the derivative breach cannot be assumed by Dirks.100
Almost two decades after the Chiarella, the misappropriation theory made its way to the Supreme Court in
United States v. O’Hagan.101 Similar to Chiarella, who misappropriated his employer’s non-public information
and made a profit upon that information, O’Hagan was a partner in a law firm that was retained to represent
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Id. at 224.
The majority did not address the “misappropriation theory” because that theory was not presented to the jury in prior trials,
see id. at 236-37.
Id. at 230 n.12.
Id. at 240 (Burger, C.J., dissenting).
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an acquiring company in the tender offer for common stocks in the target company. Prior to the tender offer
announcement, O’Hagan began to purchase call options in the target company’s stocks. After the acquiring
company commenced the tender offer process, O’Hagan sold his options and stocks for a significant profit.102
However, O’Hagan was not as lucky as Chiarella, as he was charged by the SEC with various violations of fraud
and sentenced to a 41-month term of imprisonment.103 Although the Court of Appeals for the Eighth Circuit
reversed O’Hagan’s convictions, this favorable judgment was again reversed by the Supreme Court under the
“misappropriation theory.”
In contrast to the classical theory and tipper-tippee test, in which insider trading liability can only either be
established or derived from a breach of fiduciary relationship between the corporate & constructive insider and
the company, in O’Hagan, the Court held that the fiduciary duty was violated based upon a misappropriation
theory, where the entrusted individual misappropriates material non-public information from the principal who
grants the individual access to that information.104 Therefore, O’Hagan committed insider trading when he
misappropriated confidential information for securities trading purpose, in breach of a fiduciary duty owed to
the source of the information—his law firm.
In sum, the regulatory transition of insider trading has swung between two ends of the pendulum, where the
equal access theory imposes the disclose or abstain duty to anyone in possession of confidential information
regardless of how they obtain that information. Conversely, the classical theory narrows this broadest scope by
confining insiders to those who owe a fiduciary duty to the company. However, as the classical theory may have
been too restrictive, the tipper-tippee analysis and the misappropriation theory expanded the scope of insiders
to those who owe no direct duty to the company, but receive the tip as a result of a breach of duty by the insider
or defraud the source of information who/which entrusts them with confidential information. Although the
classical theory, the tipper-tippee test and the misappropriation theory differ with each other in the scope of
insiders, all three theories base insider trading liability upon a breach of a fiduciary-like relationship, as opposed
to the equal access theory.105 These three theories stand as the current regime to reshape the scope of insiders
in the U.S. and around the globe.106

5.2. The Civil Liability Provisions Governing Insider Trading
While the U.S. has shifted away from the broader equal access theory to a narrower fiduciary-oriented regime;107
however, China seems hesitant to fully settle itself in either side. Professor Howson argues that there is a great
inconsistency between insider trading laws on the books (the statues) and laws in action (the agency enforcement) in China. As the Chinese Securities Law remains as a fiduciary-based system that identifies insiders as
those who breach a confidential relationship owed to the company or the source of information; however, the
CSRC tends to adopt the equal access approach to target anyone who trades upon confidential information in
its discretion.108 Thus, this section discusses the statues in the Chinese Securities Law governing insider trading
liability, and the next section illustrates how the CSRC casts a wider net than the U.S. to snare more “insiders” in
its enforcement actions.
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Id. at 647-48.
Id. at 649.
Id. at 651-52.
Currently, the equal access theory only lives in a very few contexts, such as in a tender offer setting, see 17 C.F.R. § 240. 14e3 (2017).
See generally Alexander F. Loke, From the Fiduciary Theory to Information Abuse: The Changing Fabric of Insider Trading Law in
the U.K., Australia and Singapore, 54 Am. J. Comp. L. 123 (2006) (arguing that the U.S. has exported its fiduciary duty-based
insider trading regime to many countries; however, some countries, such as the UK, has shifted away from the fiduciary-based
system to the equal access theory).
Cf. Donna M. Nagy, Insider Trading and the Gradual Demise of Fiduciary Principles, 94 Iowa L. Rev. 1315, 1320-31 (2009) (indicating that the lower courts and the SEC do not fully comply with fiduciary-based theories to conduct insider trading cases).
See Howson, supra note 7, at 956.
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Article 73 of the Chinese Securities Law generally defines insider trading (neimu jiaoyi) as those who have access
to inside information or who unlawfully obtain inside information, and then trade stocks upon that information.
Thus, this Article divides insiders into two categories, including (a) persons with knowledge of inside information (neimu xinxi de zhiqingren); and (b) persons who obtain inside information illegally (feifa huoqu neimu xinxi de
ren). In general, the concept of Type (A) Insider appears to fall within the Chiarella-style of violators, including
corporate & constructive insiders, who have access to a corporation’s confidential information; whereas Type
(B) Insider is similar to the O’Hagan-type wrongdoer, who misappropriates the information based upon the
particular source of information.
Following the general definition of Article 73, Article 74 of the Chinese Securities Law illustrates Type (A)
Insiders through an array of categories, which includes (i) any director, supervisor, and senior officer of an issuer;
(ii) any shareholders who hold no less than 5 percent of the shares in a company and any director, supervisor,
and senior officer of such shareholder, and any actual controller of a company and any director, supervisor,
and senior officer of such controller; (iii) any issuer’s holding company and any director, supervisor, and senior
officer of such company; (iv) any person who obtains inside information by virtue of her/his position in the
company; (v) any staff member of the securities regulatory authority (i.e., the CSRC), and any other person who
administers the securities issuing and trading pursuant to her/his statutory duties; (vi) any relevant staff member
of any sponsor, underwriter, stock exchange, securities registration and clearing institution and securities service
organization; and (vii) any other person stipulated in the regulation by the securities regulatory authority under
the State Council (i.e., the CSRC).
In contrast to the various and multifaceted wrongdoers listed within the Type (A) Insiders categories of Article
74, Type (B) Insiders are based upon a misappropriation theory that has yet to be elaborated by the Chinese Securities Law. In addition to Chiarella’s classical approach for Type (A) Insiders and O’Hagan-style misappropriation
theory for Type (B) Insiders, Article 76(1) of the Chinese Securities Law also adopts a “semi-Dirks’s tipper-tippee
test.” While the U.S. forbids both sides of tipping, including tippers and tippees, China only stipulates the
tipper’s liability, where Type (A) & Type (B) Insiders are prohibited from divulging inside information to another
person or suggesting another person to purchase or sell the company’s stock. In other words, even though the
liability of the tippee is not specifically discussed in Article 76(1), the tippee may still be treated as a Type (B)
Insider, who obtains information illegally if they know or should have known that the tipper acquired the tip by
any illegal means. Finally, Article 76(3) stipulates that the actor shall be subject to civil liability if their insider
trading causes any loss to any investor.
In addition to similarities of general insider trading laws between the U.S. and China, both countries also prohibit
another particular type of insider trading scheme—short-swing trades, where shareholders can file a derivative
suit against the insider to disgorge their illegal gains stemming from stock transactions within a six-month period.
As a prophylactic measure to deter any intentional securities wrongdoings, Section 16(b) of the 34 Act imposes
strict liability on statutory insiders (e.g., directors and officers), obligating them to disgorge profits even if they
did not trade upon inside information.109 In the same manner, Article 47 of the Chinese Securities Law prohibits
the director, supervisor, senior officer, and the shareholder holding no less than 5 percent of the shares of the
listed company from making profits stemming from the purchase or sale of securities within six months.

5.3. China’s Broader Scope of Insider for Plaintiffs than the U.S.
While Article 77(1)(iv) of the Chinese Securities Law grants the CSRC unrestricted power to prohibit extra types
of market manipulation through the MMGP, this fashion of legislative authorization adopted to curb market
manipulation was replicated in insider trading enforcement as well. Article 74(vii) allows the CSRC to supplement other types of insiders, thus the CSRC issued the “(Provisional) Guidance for the Interpretation of Insider
109
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Trading in the Securities Markets” (hereafter ITGP) in conjunction with the MMGP in 2007.110 Although the
MMGP and the ITGP were both issued simultaneously on the same document on the same day, they differentiate
with respect to the limits of that authority in application. As the MMGP grants the CSRC unrestricted power
to wield its regulatory authority based upon Article 77(1)(iv) of the Chinese Securities Law, the CSRS remains
almost limitless in its autonomy.111 However, the ITGP goes even further beyond the fiduciary-based statutory
limitation established in the Chinese Securities Law, thereby allowing the CSRC to overreach its scope of insiders
who owe no fiduciary duty to anyone.
As discussed above, Type (A) & Type (B) Insiders in the Chinese Securities Law were established based upon
U.S. fiduciary-style theories, including the currently applied classical theory and misappropriation theory. However, the ITGP expanded the definition of insider to include even non-fiduciary-based types of insider, thereby
pushing the Chinese insider trading paradigm to the other end, including the equal access theory that has fallen
out of favor within the U.S securities laws. For example, Article 5 of the ITGP establishes a new term of “insider”
(neimuren) which remains absent in Type (A) & Type (B) Insiders. The scope of the new “insider” includes not
only natural persons but also legal persons, who obtain inside information directly or indirectly prior to the
disclosure of such information. Thus, the ITGP appears to impose insider liability on “anyone” in possession of
inside information regardless of whether s/he breaches a fiduciary duty owed to the company or the source of
information.
More importantly, due to the authorization granted by Article 74(vii), Article 6 of the ITGP creates three new
types of “insider” who do not retain a fiduciary-like relationship with the company or the source of information,
including: (1) The partners, the spouses, the parents, the children, and other relatives of any Type (A) Insider;112
(2) Those who employ trickery, coaxing, eavesdropping, wiretapping, secret trading, and other illegal means
to obtain inside information;113 and (3) Those who gain inside information through other methods.114 In sum,
every new category goes beyond the limited scope of the enabling statute that originally adopted the U.S. fiduciary-based regime. Thus, I will illustrate how China created a broader “insider” scope than the U.S. by comparing
each new type of insider with current U.S. securities laws.
First, the previously mentioned cases, including Chiarella, Driks, and O’Hagan; all share a common feature where
the wrongdoer breached the fiduciary duty owed to either their company’s shareholders or their employer. In
other words, these insider trading cases all occurred in a business setting. However, these decisions failed to
resolve the larger question as to how broadly either the classical theory or the misappropriation theory of insider
trading could be applied in each circumstance. Although the differentiation in the business scenario is quite
clear, in other atypical situations, such as in personal relationships, the line remains opaque. The U.S. courts
have not maintained a consistent standard to determine what kind of family connection constitutes a relationship
of trust and confidence between the wrongdoer and the source of information. For example, whether a husband
would be liable for insider trading, if he misappropriates confidential information from his wife, who serves as an
officer in the company;115 or whether it would be different if a son trades certain stocks upon inside information
learned from her/his father.116
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Zhengquan Shichang Neimu Jiaoyi Xingwei Rending Zhiyin (Shixing) (证券市场内幕交易行为认定指引 ((试行)) [(Provisional) Guidance for the Interpretation of Insider Trading in the Securities Markets] (issued by the CSRC, Mar. 27, 2007)
(hereafter the ITGP).
See Howson, supra note 7, at 982-83.
ITGP §§ 6(2)(e), 6(3).
ITGP § 6(4).
ITGP § 6(5).
United States v. Chestman 947 F.2d 551 (2d Cir. 1991), cert denied, 503 U.S. 1004 (1992) (holding that there is no implied
duty of trust or confidence between husband and wife).
United States v. Reed, 601 F. Supp. 685 (S.D.N.Y.) (holding that the defendant had confidential relationship with his father).
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To solve this problem, the SEC adopted Rule 10b5-2 in 2000, which specifically regulates certain close family
relationships, including spouse, parents, children and siblings, as “duties of trust or confidence” for the purpose
of preventing the misappropriation of information from occurring between such relationships.117 In contrast to
the U.S.’ limited scope of family relationships, Article 6 of the ITGP not only overlaps the same scope of Rule
10b5-2, but also expands insider liability to persons, who are “relatives” of Type (A) Insiders. Compared to
the West, the Chinese family system is not only much larger in the number of family members, but also more
connected through their interaction (quanxi) between people and their very remote “relatives.” Perhaps due to
this complicated family structure, Chinese securities laws have not decided how far the phrase “relatives” applies
in terms of who intended to be included with reference to civil liability. Thus, anyone could fall within this giant
family tree without their knowing, and be treated as the insider’s “relative” under the Chinese-style “familyhood”.
Moreover, as repeated in every section, securities fraud – including misrepresentation, market manipulation, and
insider trading – is best understood as a deceptive communication to market participants. More importantly, the
rationale to prosecute insiders must lie on a breach of a fiduciary duty they owe to the company’s shareholders or
the source of information, otherwise the differentiation becomes blurred in how to rationalize why certain people
are forbidden from trading stocks based upon their own comparative advantage. Therefore, any non-deceptive
communications or non-fiduciary-based schemes cannot be taken as a per se means to violate insider trading,
nevertheless it may be illegal under other laws.
For example, if a football coach overheard a conversation between a couple of corporate big-wigs discussing a
forthcoming merger at a public track meet and made profits by trading upon such information, s/he is not liable
under U.S. insider trading laws as there is no fiduciary-like relationship existing between her/him and the source
of information.118 In addition to eavesdropping, other illegal means aimed at collecting information without
breaching any fiduciary duty, such as theft, wiretapping, and so on, do not constitute a deceptive device to gain
inside information under U.S. securities laws. Conversely, Article 6 of the ITGP forbids people from obtaining
inside information through any illegal manner, including those previously mentioned methods, regardless of
a presence of a fiduciary-based relationship. Again, as China never defined the term of “relatives” mentioned
above, in order to retain its discretion in identifying who is an insider, the CSRC tends to be lax in distinguishing
deceptive communications from illegal means. Therefore, the ITGP obviously crosses the bounds of legislative
authorization, and allows plaintiffs to assert civil claims to “anyone” who has merely come into possession of
inside information.
U.S.

China

The Classical Theory & The
Tipper-Tippee Test

1. Corporate insiders (Chiarella)
2. Constructive insiders & Tippers/
Tippees (Dirks)

1. Corporate insiders: Type (A) Insiders,
including Article 74 (i)-(iv)
2. Constructive insiders: Article 74(vi)
3. Tippers: Article 76(1)

The Misappropriation Theory

Outsiders who defraud the source
of the information (O’Hagan)

Type (B) Insiders

The Equal Access Theory

N/A

ITGP §§ 5-6

6. Conclusion
This chapter reexamines the popular argument in academia that argues China has not developed a workable
cause of action system for plaintiffs to assert claims against securities fraud, including misrepresentation, market
manipulation, and insider trading. While this belief is persistent, however, it lacks foundation. Surprisingly, by
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virtue of comparison of the civil liability system between the U.S. and China, this chapter illustrates that China
prevails over the U.S. in several critical aspects for investors to assert securities fraud claims, including a set of
plaintiff-friendly procedural rules in misrepresentation cases, a more well-defined illustration of manipulation
schemes, and a broader scope of insiders. One caveat to keep in mind: My goal is not proving that the Chinese
civil liability system is a well-developed design, nor am I suggesting that China outweighs the U.S. in securities
enforcement as a whole. Rather, this chapter rests its value in unveiling the true cause of the weak private
securities enforcement system in China. After debunking the notion that “the lack of private causes of action”
are a significant impediment in the path of private securities enforcement in China, the next chapter will turn
to discuss the other possible factors resulting in a powerless securities group litigation regime in China— the
prevalence of state control.

Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

33

34

Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

CHAPTER 3
From Divergence to Convergence?—The Trend to
Hybrid Enforcement Models of Securities Fraud
Between the U.S. and China
1. Introduction
Securities enforcement, akin to other law enforcement mechanisms, can be divided into two primary categories:
(1) Public enforcement conducted by administrative agencies by means of punishment or prosecution; and (2)
Private enforcement instituted by defrauded victims in the form of civil lawsuits. However, this division cannot
be viewed as black and white, but rather always within the areas of gray. Within the doctrinal public-private
law dichotomy,1 on one hand, public interests aim to be protected through public enforcement.2 Therefore, the
primary relief sought by public agencies usually falls within the category of deterrence for the public good.3 On
the other hand, private lawsuits are expressions of private interests, where the pursued relief is rooted in compensation for defrauded victims.4 However, private enforcement of public laws is becoming widely discussed
amongst many regulatory regimes.5 By the same token, public enforcement is allowing government entities to
provide more and more victims restitution through public compensation programs.6 Thus, the line between
public suits and private actions have become blurred in a multitude of enforcement areas.7
It remains a longstanding debate whether either enforcement approach is better to serve the goal of a statute,
where the literature either treats public-private enforcement as a “good or bad” choice,8 or retains mixed love-hate
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See Philip Hamburger, The Inversion of Rights and Power, 63 Buff. L. Rev. 731, 825 (2015) (according to Roman law distinction, public law concerns public interests, whereas private law merely addresses private interests).
See Seth Davis, Implied Public Rights of Action, 114 Colum. L. Rev. 1, 47 (2014) (the public-private law doctrine traditionally
did not support private action to enforce the collective interests protected by public rights).
See, e.g., David Freeman Engstrom, Agencies as Litigation Gatekeepers, 123 Yale L. J. 616, 630 (2013) (arguing that the goal of
public enforcement is to achieve optimal deterrence). Cf. Margaret H. Lemos & Max Minzner, For-Profit Public Enforcement,
127 Harv. L. Rev. 853 (2014) (showing that public agencies would seek large recoveries for self-interested reasons).
See, e.g., William B. Rubenstein, On What a Private Attorney General Is - and Why It Matters, 57 Vand. L. Rev. 2129, 2140
(2004) (indicating that private victims and their attorneys typically stand to gain compensation).
See, e.g., David Freeman Engstrom, Public Regulation of Private Enforcement: Empirical Analysis of DOJ Oversight of Qui Tam Litigation under the False Claims Act, 107 Nw. U. L. Rev. 1689, 1691 n.6 (2013) (offering numerous scholarly works about private
rights of action to enforce public laws on the government’s behalf); Howard M. Erichson, Coattail Class Actions: Reflections on
Microsoft, Tobacco, and the Mixing of Public and Private Lawyering in Mass Litigation, 34 U.C. Davis L. Rev. 1, 17 (2000) (noting
that the government tends to hire private attorneys to pursue public clams).
See e.g., Prentiss Cox, Public Enforcement Compensation and Private Rights, 100 Minn. L. Rev. 2313, 2317-22 (2016) (outlining
public compensation programs in areas of consumer protection, antitrust, securities, and employment).
See, e.g., Margaret H. Lemos, Aggregate Litigation Goes Public: Representative Suits by State Attorneys General, 126 Harv. L. Rev.
486, 492 (2012).
See, e.g., generally Rafael La Porta et al., What Works in Securities Laws? 61 J. Fin. 1 (2006) (empirical studies show that private
enforcement is much more important than public enforcement in development of capital markets). But see generally Howell
E. Jackson & Mark J. Roe, Public and Private Enforcement of Securities Laws: Resource-Based Evidence, 93 J. Fin. Econ. 207 (2009)
(concluding that public enforcement is more highly correlated with securities market development than private enforcement).
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relationship towards their coexistence.9 Since neither of which is wholly satisfactory, most commentators now
agree that public-private enforcement overlaps to a certain degree, thus the distinction is of diminishing importance.10 Although securities laws doctrinally falls within the public law realm based on mandatory compliance
requirements and investor protection mandates;11 indeed, either public sanctions or private litigation perform
a dual function synchronically, thereby allowing securities enforcement to leave the public-private dichotomy
behind, but rather seek more optimal coordination with multi-enforcers in combatting securities fraud.12
Despite many commentators’ awareness of the blurring of the line between public and private enforcement, few
believe that the degree of public intervention in private actions—or conversely, the level of autonomy of private
plaintiffs in enforcing public laws—may also appear as a spectrum, where one end is primarily controlled by
the public authority, while the other end is essentially dominated by private claimants.13 While most commentators neglect to place securities enforcement models within in a global context, this interplay of public-private
enforcers within the hybrid approach actually provides the best opportunity to examine the variations along the
spectrum necessary in real world application.
Given that most countries in the world utilize a default hybrid enforcement scheme, this chapter illustrates
that, despite similar significant securities growth and capacity between the top two largest securities markets in
the world, the U.S represents the more private securities enforcement model, whereas the Chinese market represents a more public slant on securities enforcement. Each country began developing their securities regulations
schemes within separate centuries, with the U.S.’s growth occurring in 1940s and China’s significant spurt in the
early 2000s.14 However, China’s lag in development actually has caused significant “transplantation” of corporate
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Most scholars argue that the advantages of one enforcement approach usually reflect the disadvantages of the other enforcement
approach, and vice versa, see, e.g., Stephen B. Burbank, Sean Farhang & Herbert M. Kritzer, Private Enforcement, 17 Lewis
& Clark L. Rev. 637, 662-71 (2013) (outlining advantages and disadvantages of private enforcement); J. Maria Glover, The
Structural Role of Private Enforcement Mechanism in Public Law, 53 Wm. & Mary L. Rev. 1137, 1180-81 (2012) (claiming that
each enforcement has advantages in information collection); Mitchell A. Polinsky & Steven Shavell, The Economic Theory of
Public Enforcement of Law, 38 J. Econ. Literature 45, 73 (2000) (noting that both public and private enforcement have distinct
informational advantages); Matthew C. Stephenson, Public Regulation of Private Enforcement: The Case for Expanding the Role
of Administrative Agencies, 91 Va. L. Rev. 93, 106-19 (2005) (providing a comprehensive evaluation of private versus public
enforcement); Richard B. Stewart & Cass R. Sunstein, Public Programs and Private Rights, 95 Harv. L. Rev. 1193, 1298 (1982)
(arguing that there is no final answer to which enforcement is more economically feasible).
See Jody Freeman, The Private Role in the Public Governance, 75 N.Y.U. L. Rev. 543, 547 (2000).
See, e.g., Elizabeth Chamblee Burch, Securities Class Actions as Pragmatic Ex Post Regulation, 43 Ga. L. Rev. 63, 71 (2008); Amir
N. Licht, Stock Exchange Mobility, Unilateral Recognition, and the Privatization of Securities Regulation, 41 Va. J. Int’l L. 583, 610
(2001).
Some securities scholars propose several hybrid models to coordinate public agencies and private sectors to combat securities
fraud, see, e.g., Janet Cooper Alexander, Rethinking Damages in Securities Class Actions, 48 Stan. L. Rev. 1487 (1996); Pamela
H. Bucy, Private Justice, 76 S. Cal. L. Rev. 1 (2002); Jill E. Fisch, Class Action Reform, Qui Tam, and the Role of the Plaintiff,
60 Law and Contemp. Probs. 167 (1997); Yu-Hsin Lin, Modeling Securities Class Actions Outside the United States: The Role of
Nonprofits in the Case of Taiwan, 4 N.Y.U. J.L. & Bus. 143 (2007); James J. Park, Rules, Principles, and the Competition to Enforce
the Securities Law, 100 Cal. L. Rev. 115 (2012); Amanda M. Rose, The Multienforcer Approach to Securities Fraud Deterrence: A
Critical Analysis, 158 U. Pa. L. Rev. 2173 (2010) [hereafter Rose, Multienforcer]; Amanda M. Rose, Reforming Securities Litigation
Reform: Restructuring the Relationship between Public and Private Enforcement of Rule 10B-5, 108 Colum. L. Rev. 1301 (2008)
[hereafter Rose, Reforming]; Ching-Ping Shao, Representative Litigations in Corporate and Securities Laws by Government-Sanctioned
Nonprofit Organizations: Lessons from Taiwan, 15 APLPJ 58 (2014); Wallace Wen-Yeu Wang & Jian-Lin Chen, Reforming China’s
Securities Civil Actions: Lessons from PSLRA Reform in the U.S. and Government-Sanctioned Non-Profit Enforcement in Taiwan, 21
Colum. J. Asian L. 115 (2008).
See Engstrom, supra note 3, at 644-55 (dividing the gatekeeping power of administrative agencies in overseeing private
enforcement into varying degrees); S. I. Strong, Regulatory Litigation in the European Union: Does the U.S. Class Action have a
New Analogue, 88 Notre Dame L. Rev. 899, 900 (2012) (arguing that the U.S. and Europe represent each end of the regulatory
spectrum, the former have embraced the private sector-centered approach, and the latter prefers formal regulation models in
the form of legislative and administrative enactments).
See infra Parts 2 & 3.
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and securities mechanisms from the U.S. to China over the past decade.15 In conjunction, global integration as a
whole of capital markets and financial standards have begun to question whether convergence of formal laws will
lead nations to adopt similar enforcement forms, or institutional differences and path-dependence particularities
of each country will continually result in further diversity of their own securities models.16
Although commentators discuss either the hybrid model of public-private enforcement or the debate between
divergence versus convergence, my paper posits that there is actually a critical link between the two theories of
securities enforcement. To that end, this chapter hopes to fill this gap by offering some findings on the trend
of convergence between the U.S. and China in securities enforcement and by providing innovative implications
on securities law enforcement and its legal evolution. In sum, this chapter aims to aid policy makers in their
design of coordinated structures to balance state’s privilege with people’s rights by correctly evaluating the level
of administrative intervention necessary in private securities enforcement.
Hence, in Parts 2 & 3 I demonstrate that the U.S. and China are respectively the most private and public
securities enforcement models along the hybrid spectrum of major economies in the world, thus I analyze the
causes behind the phenomenon. Part 4 then illustrates the trend toward convergence in hybrid enforcement in
the securities realm by outlining various proposals aimed at addressing excessive extremes of each private-public
problems of each model. From this trend, I hope to derive regulatory implications and recommendation from this
enforcement convergence. Finally, Part 5 ends this chapter with conclusion where future research is necessary.

2. The Most Private Model—the U.S.-Style Securities Class Action
The American securities fraud litigation scheme, especially in the fashion of class action, has been historically
recognized as a classic “private attorney general” model by the academia and the courts.17 Although the U.S.-style
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See, e.g., Liu Duan, The Ongoing Battle Against Insider Trading: A Comparison of Chinese and U.S. Law and Comments on How
China Should Improve Its Insider Trading Law Enforcement Regime, 12 Duq. Bus. L.J. 129, 130 (2009); Han Shen, A Comparative
Study of Insider Trading Regulation Enforcement in the U.S. and China, 9 J. Bus. & Sec. L. 41, 42 (2009); Hui Sun, The Study on
the Transplantation of Controlling Shareholders’ Fiduciary Duty from U.S. to China, 4 Peking U. Transnat’l L. Rev. 72, 109 (2016).
See, e.g., Lucian A. Bebchuk & Mark J. Roe, A Theory of Path Dependence in Corporate Ownership and Governance, 52 Stan. L.
Rev. 127 (1999) (arguing that path–dependent reasons might impede the convergence on each country’s corporate structures);
John C. Jr. Coffee, The Rise of Dispersed Ownership: The Roles of Law and the State in the Separation of Ownership and Control,
111 Yale L.J. 1, 79-80 (2001)(suggesting that state control may play a more important role in economic development than
a formal legal system); Ronald J. Gilson, Globalizing Corporate Governance: Convergence of Form or Function, 49 Am. J. Comp.
L. 329 (2001) (illustrating that there is no fixed convergence model because each country is subject to its particular path);
Ronald J. Gilson & Curtis J. Milhaupt, Economically Benevolent Dictators: Lessons for Developing Democracies, 59 Am. J. Comp.
L. 227, 231 (2011) (claiming that developing countries’ economic development strategies are partially path dependent, and
rely on informal institutions because it is time-consuming to establish a credible formal legal system to support economic
activity); Klaus J. Hopt, Comparative Corporate Governance: The State of the Art and International Regulation, 59 Am. J. Comp. L.
1, 8 (2011) (indicating that the corporate governance systems are shaped by path-dependent factors, including the economic,
societal and cultural environment in a country).
J. I. Case Co. v. Borak (J. I. Case Co.), 377 U.S. 426, 432 (1964) (holding that private enforcement provides a necessary
supplement to public enforcement action). The term “private attorney general” was first adopted by Second Circuit Judge,
Jerome Frank, in 1943, and then cited by Justice William Douglas in a Supreme Court dissent several months later, see Carl
W. Hittinger & Jarod M. Bona, The Diminishing Role of the Private Attorney General in Antitrust and Securities Class Action Cases
Aided by the Supreme Court, 4 J. Bus. & Tech. L. 167, 170 (2009). For the history of the private attorney general model, see
generally Jeremy A. Rabkin, The Secret Life of the Private Attorney General, 61 Law & Contemp. Probs. 179 (1998).
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securities class action is continually engaged in a public relations battle between good evil or evil good,18 it cannot
be denied that this debate has stemmed from the robust private participation in securities enforcement, thus it is
fair to identify the U.S. model as on the most private end of the securities enforcement spectrum.19

2.1. The Vigorous “Private Attorney General”
Originally, private securities lawsuits primarily aim to perform a compensatory function, whereby they incidentally deterring wrongdoings.20 Although securities lawsuits in the form of class actions enable individual
shareholders, who normally are unable to bear the burden of litigation to pursue compensatory goals collectively,
the primary compensatory function of collective action becomes lost amongst a “circularity problem.”21 Simply stated, the “circularity problem” arises when a faulted corporation must pay damages from its assets and
self-funded D&O liability insurance, rather than holding the alleged wrongdoers culpable. Most plaintiffs are
diversified shareholders, where recovery for damages in one securities class action may occur while orders to pay
18
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See, e.g., Burch, supra note 11, at 88-106 (listing a number of advantages of securities class action); Jonathan R. Macey &
Geoffrey P. Miller, The Plaintiffs’ Attorney’s Role in Class Action and Derivative Litigation: Economic Analysis and Recommendations
for Reform, 58 U. Chi. L. Rev. 1, 8 (1991) (arguing that class action is a tool to overcome free-rider and collective action problems); Steven A. Ramirez, The Virtues of Private Securities Litigation: An Historic and Macroeconomic Perspective, 45 Loy. U. Chi.
L.J. 669, 720-26 (2014) (outlining the advantages of private securities litigation); Joel Seligman, The Merits Do Matter: A Comment on Professor Grundfest’s Disimplying Private Rights of Action under the Federal Securities Laws: The Commission’s Authority,
108 Harv. L. Rev 438, 440 (1994) (indicating that private litigation serves an important role to maintain investor confidence).
But see Janet Cooper Alexander, Do the Merits Matter? A Study of Settlements in Securities Class Actions, 43 Stan. L. Rev. 497,
516-17 (1991) (concluding that securities class actions usually end up in settlement regardless of their merits); James Bohn &
Stephen Choi, Fraud in the New-Issues Market: Empirical Evidence on Securities Class Actions, 144 U. Pa. L. Rev. 903, 982 (1996)
(finding that most securities fraud class actions are, in fact, vexatious); Stephen Choi, The Evidence on Securities Class Actions,
57 Vand. L. Rev. 1465, 1477-98 (2004) (illustrating that private securities class actions were frivolous before the passage of
the Private Securities Litigation Reform Act); John C. Jr. Coffee, Reforming the Securities Class Action: An Essay on Deterrence
and Its Implementation, 106 Colum. L. Rev. 1534, 1545 (2006) (suggesting that securities class actions seem to perform the
compensatory function poorly); Joseph A. Grundfest, Disimplying Private Rights of Action under the Federal Securities Laws:
The Commission’s Authority, 107 Harv. L. Rev. 961, 976-98 (1994) (claiming that the SEC shall have the authority to restrict
private securities actions); Rose, Reforming, supra note 12, at 1303 (arguing that securities class actions fail to deter fraudulent
misconduct).
See John C. Jr. Coffee, Law and the Market: The Impact of Enforcement, 156 U. Pa. L. Rev. 229, 245 (2007) (noting that U.S.
private securities litigations have exacted greater sanctions than public enforcement, and this vigorous private enforcement
system “has no true functional analogue anywhere else in the world”); Wang & Chen, supra note 12, at 152-55 (arguing that
the adoption of U.S. securities class action asks for a variety of legal infrastructures, including judicial independence, legal
expertise, and political and social background); Manning Gilbert III Warren, The U.S. Securities Fraud Class Action: An Unlikely
Export to the European Union, 37 Brook. J. Int’l L. 1075, 1106 (2012) (quoting the European Commission’s Justice Commissioner’s statement that any solution to address collective redress should respect the legal traditions of the member states and
avoid frivolous abuse of the system which have occurred in the U.S.); see also Letter from David Hirschmann, President and
Chief Executive Officer, Center for Capital Markets Competitiveness, U.S. Chamber Commerce & Lisa Rickard, President,
U.S. Chamber Institute for Legal Reform, to Elizabeth Murphy, Secretary, U.S. Sec. & Exch. Comm’n 24 (Feb. 18, 2011), available at https://www.sec.gov/comments/4-617/4617-37.pdf. (arguing that other countries reject the U.S.-style securities class
actions on the ground of huge enforcement costs).
See James D. Cox, The Social Meaning of Shareholder Suits, 65 Brook. L. Rev. 3, 8 (1999); Rose, Reforming, supra note 12, at
1310 (arguing that private securities enforcement originally derived from the concept of common law fraud whose function is
to compensate investors’ damages).
See, e.g., Coffee, supra note 18, at 1556-61 (noting that “circularity” arises when the judgement or settlement merely transfers funds from one class of innocent shareholders to another one, or within diversified investors themselves); Donald C.
Langevoort, Capping Damages for Open-Market Securities Fraud, 38 Ariz. L. Rev. 639, 648 (1996) (arguing that the sources
of recovery are funded by the defendant company’s shareholders rather than by the culpable parties); Hal S. Scott & Leslie
N. Silverman, Stockholder Adoption of Mandatory Individual Arbitration for Stockholder Disputes, 36 Harv. J. L. & Pub. Pol’y
1187, 1194 (2013) (claiming that securities class actions typically result in institutional investors suing themselves, thus the
likelihood of gains and losses may well be zero or even a net harm due to high litigation costs). Cf., James D. Cox, Making
Securities Fraud Class Actions Virtuous, 39 Ariz. L. Rev. 497, 509-12 (1997) (indicating that entity liability provides incentives
for companies to prevent their managers from engaging in fraudulent and corruptive activities); Jill E. Fisch, Confronting the
Circularity Problem in Private Securities Litigation, 2009 Wis. L. Rev. 333, 346-47 (2009) (suggesting that shareholder compensation is noncircular for informed traders whose gains and losses arising from securities fraud are unlikely to net out).
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compensation in other actions will accumulate over time. Namely, only wealth transfers amongst shareholders.
However, a few undiversified shareholders remain more vulnerable due to their preference of holding stocks
long-term, which ultimately renders them void in fraud actions. Thus, scholars criticize that securities class
actions are unable to fulfill the compensatory goal of litigation,22 and must aim to fulfill at least the goal of last
resort—deterrence.23
Many commentators, including the judiciary, recognize that private anti-fraud lawsuits are a necessary “supplement” to public enforcement initiated by the Securities and Exchange Commission (SEC) and the Department of
Justice (DOJ) in detecting and deterring securities fraud.24 The SEC had also openly and repeatedly stated that
private lawsuits are a very useful adjunct to its enforcement actions.25 Thus, the optimal design should balance
the supplementary role of private actions when public enforcers have neither advantages nor the resources to
launch enforcement actions against all violators,26 but rather allow private actions which do not replace,27 duplicate,28 or even interfere with public enforcement.29
Unfortunately, private actions do replace, duplicate, or even interfere with public enforcement. First, the government retains the privilege and discretionary authority to enforce select securities fraud cases—declining to
prosecute misdemeanors, but only pursuing meritorious cases that enhance public interests, thereby mitigating
any over-deterrence concerns.30 In contrast, private litigants will file meritless lawsuits as long as benefits exceed costs,31 regardless of producing any social benefits or disrupting delicate cooperative relationships, such as
restorative settlement agreements or the opportunity to ameliorate corporate practices between the regulator and
the corporation.
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As a result, some scholars propose alternative means to deal with the circularity problem, see, e.g., Langevoort, supra note 21,
at 660 (arguing the adoption of a floating standard to define the maximum amount of recovery); James J. Park, Shareholder
Compensation as Dividend, 108 Mich. L. Rev. 323 (2009) (favoring the use of dividend distribution to address circularity problem).
See, e.g., James D. Cox & Randall S. Thomas, Letting Billions Slip through Your Fingers: Empirical Evidence and Legal I mplications
of the Failure of Financial Institutions to Participate in Securities Class Action Settlements, 58 Stan. L. Rev. 411, 414 (2005) (arguing
that deterrence is a more persuasive reason to justify securities fraud lawsuits); Merritt B. Fox, Civil Liability and Mandatory
Disclosure, 109 Colum. L. Rev. 237, 281 (2009) (suggesting that securities litigation could be justified by the deterrence value
rather than by compensation goal); A. C. Pritchard, Markets as Monitors: A Proposal to Replace Class Actions with Exchanges as
Securities Fraud Enforcers, 85 Va. L. Rev. 925, 945 (1999) (arguing that deterrence serves as a more important role than compensation to reduce social costs produced by securities class actions).
The supplementary role of private securities litigation was mentioned by numerous judicial opinions and scholarly works,
see, e.g., Tellabs, Inc. v. Makor Issues & Rights, Ltd., 551 U.S. 308, 313 (2007); J. I. Case Co., 377 U.S. at 432; see also, e.g.,
William W. Bratton & Michael L. Wachter, The Political Economy of Fraud on The Market, 160 U. Pa. L. Rev. 69, 150 (2011);
James D. Cox, Randall S. Thomas & Dana Kiku, SEC Enforcement Heuristics: An Empirical Inquiry, 53 Duke L.J. 737, 738
(2003).
See S. 1260, the “Securities Litigation Uniform Standards Act of 1997” Before the S. Banking Subcomm. on Sec. 5 (Oct. 29, 1997)
(Testimony of Chairman Levitt and Commissioner Isaac C. Hunt Jr.) (“Private actions are an especially important supplement
to the Commission’s enforcement program…”) .
Professor Rubenstein states that the supplementary role played by private enforcement is based upon a weak public/strong
private scenario, see Rubenstein, supra note 4, at 2150; see also Amanda M. Rose, Better Bounty Hunting: How the SEC’s New
Whistleblower Program Changes the Securities Fraud Class Action Debate, 108 Nw. U. L. Rev. 1235, 1246-47 (2014) (arguing
that deterrence value and resource constraints are two major reasons to justify private securities lawsuits).
See Strong, supra note 13, at 957.
See Zachary D. Clopton, Redundant Public-Private Enforcement, 69 Vand. L. Rev. 285, 306 (2016) (arguing that redundant
public-private enforcement may increase direct costs and lead to over-enforcement).
See Stephenson, supra note 9, at 117-19 (suggesting that private enforcement can directly interfere with public enforcement
efforts, distort public enforcement priorities, and disrupt the negotiation between regulators and regulated entities).
See Rose, supra note 26, at 1249; see also Stephenson, supra note 9, at 116 (arguing that the government is more qualified at
prosecuting meritorious cases).
For a discussion of the over-enforcement problem, see generally William M. Landes & Richard A. Posner, The Private Enforce
ment of Law, 4 J. Legal Stud. 1 (1975) (illustrating that whenever the availability of recovery exceeds the harm, private plaintiffs
will be incentivized to invest more in enforcement, thereby leading to over-deterrence). But see Mitchell A. Polinsky, Private
Versus Public Enforcement of Fines, 9 J. Legal Stud. 105 (1980) (arguing that private enforcement could lead to under-
enforcement, in particular where the external damage from the violation is high).
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Second, in terms of case duplication, private litigants naturally tend towards limiting costs to maximize gains,
thus resulting in free-riding on the efforts of government investigations. By leaving precedented cases for government prosecutors, private litigants seek to repeat undertakings by public enforcers, instead of independently
ferreting out and pursuing supplemental cases.32 For example, Professor Velikonja found that from 2003 to
2012, of the cases within the SEC’s created Fair Fund, which is a collection of penalties, disgorgements or
settlements collected from SEC enforcement actions, parallel private litigations were filed in 64.7% of the time.33
In addition, Professors Bratton and Wachter also point out that the number of securities class actions barely
exceed the number of the SEC enforcement actions during 1996 and 2010,34 suggesting that a certain percentage
of cases were overlapping with filings initiated by the SEC.35 It is worth noting that most securities class actions
result in settlements or dismissals typically depending on the grant or denial of class certification, less than one
percent of filings from 1997 to 2014 have produced a verdict.36 However, settlements generated from fewer
lawsuits were larger than the total of disgorgements and penalties imposed by the SEC, especially in the wake
of corporate scandals in 2006.37 Nevertheless, these settlements only recovered an extremely small fraction of
shareholders’ damages.38
Other empirical surveys further indicate that private plaintiffs who conditioned their class actions on public
enforcement received larger recovery and settled more quickly than those who proceed in securities class actions
alone.39 Thus, the greater and more expedient rewards derived from coattail litigation clearly provides more
incentives to bring duplicate and unfounded litigations, rather than serve the public interest of creating supplemental enforcement.40
In sum, private securities lawsuits neither perform the compensatory function nor fulfill the enforcement gap left
by the SEC.41 Simply stated, this “necessary” private attorney general “supplements” nothing, but only increases
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See John H. Beisner, Matthew Shors & Jessica Davidson Miller, Class Action Cops: Public Servants or Private Entrepreneurs, 57
Stan. L. Rev. 1441, 1453 (2005); John C. Jr. Coffee, Rescuing the Private Attorney General: Why the Model of the Lawyer as Bounty
Hunter Is Not Working, 42 Md. L. Rev. 215, 222 (1983).
Urska Velikonja, Public Compensation for Private Harm: Evidence from the SEC’s Fair Fund Distributions, 67 Stan. L. Rev. 331,
369 (2015).
Bratton & Wachter, supra note 24, at 157.
See id. at 158 (2011) (the overlapping rate between the SEC enforcement actions and private securities class actions is around
50%); see also Cox, Thomas & Kiku, supra note 24, at 750.
See Cornerstone Research, Securities Class Action Filings: 2015 Year in Review 12 (2015), available at http://securities.stanford.edu/research-reports/1996-2015/Cornerstone-Research-Securities-Class-Action-Filings-2015-YIR.pdf.
See Bratton & Wachter, supra note 24, at 156.
See Cox, supra note 21, at 512 (indicating that the vast majority of securities class actions settle within the limits of the insurance policy carried by the defendants); Cox, Thomas & Kiku, supra note 24, at 778 (demonstrating that the recovery ratio is
still low, even there is a parallel SEC action); see also Cornerstone Research, Securities Class Action Settlements: 2015 Review
and Analysis 9 (2015), available at http://securities.stanford.edu/research-reports/1996-2015/Settlements-Through-12-2015Review.pdf (illustrating that the average settlement for securities class actions from 2006 to 2014 amounted to only 2.5% of
the estimated damages suffered by shareholders). For a detailed account of the incentives why the plaintiffs’ counsel intends
to settle claims for much less than provable losses, see Coffee, supra note 32, at 230-35.
See Cox, Thomas & Kiku, supra note 24, at 763-67 (illustrating that securities fraud class actions settled between 1990 and
2001 received a larger settlement, if there is a parallel SEC action, whereas the case filed alone obtained a lower amount
of settlement); James D. Cox & Randall S. Thomas & Dana Kiku, Public and Private Enforcement of the Securities Laws: Have
Things Changed since Enron, 80 Notre Dame L. Rev. 893, 898-99 (2005) (observing 389 securities fraud class actions settlements
that occurred between 1990 and 2003, and indicating that class actions without parallel SEC actions resulted in lower settle
ments and took more time to reach a settlement); see also Michael Klausner; Jason Hegland & Matthew Goforth, When Are
Securities Class Actions Dismissed, When Do They Settle, and for How Much? - An Update 1, 6 (Stanford Law School. John M. Olin
Program in Law and Economics, Working Paper No. 445, 2013), available at http://ssrn.com/abstract=2260831 (demonstrating that only 12 % of all securities class actions filed between 2006 and 2010 with a parallel SEC action were dismissed by
courts, thereby imposing more pressure on the defendants to settle the cases).
Cf. Burch, supra note 11, at 97-98 (arguing that the overlapping actions filed by the SEC and the plaintiffs could help them to
exchange information and reduce enforcement costs).
See, e.g., Bratton & Wachter, supra note 24, at 73 (arguing that securities class actions cannot compensate present defrauded
victims, nor can they deter future wrongdoings); Rose, supra note 26, at 1243-51 (claiming that securities class actions fail to
fulfill compensatory goal and deterrence function).
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the intensity of the punishment imposed on wrongdoers,42 not to mention it tends to avoid the most culpable
targets.43

2.2. Key Elements in Making U.S.-Style Securities Class Actions
A variety of factors lead some private enforcers to initiate “strike suits”, or securities class actions which generate
more social costs than the benefits.44 While scholars have generated a plethora of reasons for their creation,45 the
invariable truth is that all these explanations are “made exclusively in the U.S.A”.
The development of securities class action is credited to, in particular, Section 10(b) of Securities Exchange Act of
1934 (34 Act) and Rule 10b-5 promulgated by the SEC in 1942. Primarily, the germination of the “class action”
is a judicial construct, where court have chiseled an “implied” private right of action under federal securities
laws46 and increased its power by facilitating the class certification based upon rather controversial economic
theories.47 When initially promulgated, both the original Securities Act of 1933 (33 Act) and 34 Act never
envisioned the exploding dominance of securities class action would take just two decades later,48 where the
implied private right of action arising from securities fraud would align with the emergence of the modern rules
of class action.49 Notwithstanding that Congress initially provided an express private right of action against only
certain manipulation or deception in securities offerings or transactions,50 however, the general mission to fight
securities fraud primarily fell on the SEC.51
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See Coffee, supra note 32, at 223; Rubenstein, supra note 4, at 2151.
See, e.g., Coffee, supra note 19, at 305 (arguing that private enforcement over-deters issuing corporations that damages
shareholders’ interests, but under-deters some wrongdoers, such as corporations’ officers and securities service professionals);
Maria Correia & Michael Klausner, Are Securities Class Actions “Supplemental” to SEC Enforcement? An Empirical Analysis 33
(May 15, 2012) (unpublished manuscript), available at http://www.efmaefm.org/0EFMAMEETINGS/EFMA%20ANNUAL%20
MEETINGS/2013-Reading/papers/EFMA2013_0593_fullpaper.pdf (finding that only forty-three cases were compensated by
individual defendants in 878 securities class actions settled between 2000 and 2011; among 196 securities class settlements
with a parallel SEC punishment imposed on individual defendants, only twenty-four cases were paid by individual defendants).
Cf. Coffee, supra note 18, at 1536 n.5 (describing “strike suits” as an “unicorn”, a creature many have heard of one, but nobody
has seen one in reality).
See Rose, Reforming, supra note 12 1317-18 (suggesting that Professor Coffee successfully shifted the debate of the strike suit
problem to a relatively insignificant cause—the agency cost problem between the plaintiffs and their attorneys).
In 1947, the Pennsylvania district court first found an implied private right of action to recover damages for violations of
Section 10(b) of the 34 Act and Rule 10b-5, see Kardon v. National Gypsum Co., 69 F. Supp. 512 (E.D. Pa. 1946). Despite
the Supreme Court agrees that the implied private cause of action was not Congress’s original intention, it still recognizes that
private securities actions as a critical supplement to the SEC in enforcing federal securities laws. See, e.g., Blue Chip Stamps
v. Manor Drug Stores (Blue Chip Stamps), 421 U.S. 723, 737 (1975) (“when we deal with private actions under Rule 10b-5,
we deal with a judicial oak which has grown from little more than a legislative acorn”); see also Grundfest, supra note 18, at
993 (arguing that the private cause of action arising under Rule 10b-5 was “grandfathered” by the Supreme Court, which
contradicts with its own customary practice that disfavors granting implied private rights of action).
See infra Part 2.2.1.
See Cornerstone Research, supra note 36, at 8 (illustrating that more than 80% of securities class actions were filed under
Rule 10b-5 during 2011 and 2015); see also Coffee, supra note 18, at 1539 tbl. 1 (indicating that securities fraud class actions
constituted approximately 47 % of all class actions filed in federal courts between 2002 and 2004); Jeffrey S. Nielsen, 2007:
Look Back at What’s Ahead, in The Subprime Mortgage Crisis (ALI-ABA Course of Study Materials, September 2008) (demonstrating that securities fraud class actions account for 54% of securities cases and 12% of total cases filed in 2007).
See Rose, Reforming, supra note 12, at 1311 (arguing that the line between public and private securities enforcement began to
blur when private securities lawsuits was joined by modern class action mechanisms in 1966). Before the 1966 amendments
to Rule 23 of Federal Rules of Civil Procedure, a securities class action was actually a form of permissive joinder in such
action only binding on the parties, not on absent class members. As a result, the 1966 amendments addressed this concern
by introducing the so-called “opt-out” provision granting the binding nature of class actions, see infra Part 2.2.2.
There are several express private rights of action in the 33 and 34 Acts, including 15 U.S.C. § 77k(a) (2012) (fraud in
registration statement), 15 U.S.C. § 77l(a)(2) (2012) (material misstatement or omission in prospectus), 15 U.S.C. § 77q(a)
(2012) (fraud or deceit in offer or sale of security), 15 U.S.C. §78 i(f) (2012) (manipulation of stock prices), 15 U.S.C. 78p(b)
(2012) (short-swing trading profits of corporate insiders), 15 U.S.C. § 78r(a) (2012) (misleading statements in reports filed
with the SEC), and 15 U.S.C. § 78t(a) (2012) (the liability of controlling persons who aid and abet violations).
See SEC v. Rana Research, 8 F. 3d 1358, 1364 (9th Cir. 1993) (“Congress designated the SEC as the primary enforcement
agency for the securities laws”).
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To initiate a securities fraud class action, plaintiffs must satisfy both substantive and procedural requirements,
which include: (1) the elements of a Rule 10b-5 claim, including material misrepresentations or omissions, reliance, scienter and damages, as well as loss causation;52 and (2) the prerequisites for bringing a class action under
Rule 23(a) of the Federal Rules of Civil Procedure (FRCP) that contains four requirements which a class must
meet in order to be certified: numerosity, commonality, typicality and adequacy.53 Furthermore, securities class
actions seeking monetary relief must fall under Rule 23(b)(3), which requires: (1) the “questions of law or fact
common to the class predominate over any questions affecting only individual members” (predominance), and
(2) “a class action is superior to other available methods for the fair and efficient adjudication of the controversy”
(superiority).54 Accordingly, I will analyze the problem of uncontrolled private enforcement on the ground of
substance and procedure altogether because one intertwines and influences the other.55

2.2.1. Fraud-On-The-Market Presumption
As noted earlier, in order to initiate a securities fraud claim, plaintiffs must prove the substantive “reliance” requirement. However, unlike common law fraud involving face-to-face transactions,56 securities investors remain
in an open and impersonal market, which rarely involves the reading of company reports, and thus the reliance
upon misleading disclosures made within those reports. Therefore, this individualized question increased the
difficulty in certifying a class.57 To that end, in Basic Inc. v. Levinson,58 the Supreme Court not only reaffirmed the
standard of “materiality” established by the TSC Industries, Inc. v. Northway, Inc.,59 but also eliminated the barrier
for plaintiffs to prove reliance by adopting a rebuttable fraud-on-the-market (FOTM) presumption, which only
requires a showing of reliance on the integrity of the market price as sufficient to establish transaction causation.60
The FOTM theory is based on the efficient capital market hypothesis (ECMH), which assumes that the price of a
share reflects all public information, including any material misstatement made by a corporation.61 Therefore, a
misstatement reflected in the market price of a stock will defraud a purchaser whether or not the purchaser directly relied on that misstatement.62 However, defendants can rebut the presumption of reliance by showing that
any misstatement had no effect on the price of a share (“price impact” premise).63 As a result of the assumption,
52
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For a comparison of elements of a securities fraud claim between the U.S. and China, see Chapter 2, Parts 3.3, 4.3, & 5.3.
Fed. R. Civ. P. § 23(a).
Id. § 23(b)(3).
See Barbara Black, Fraud on the Market: A Criticism of Dispensing with Reliance Requirements in Certain Open Market Transactions,
62 N.C. L. Rev. 435, 439-40 (1984) (describing how the class action device interacts with Rule 10b-5 cases).
See, e.g., Elizabeth Chamblee Burch, Reassessing Damages in Securities Fraud Class Actions, 66 Md. L. Rev. 348, 363-70 (2007)
(explaining why common law principles cannot apply to modern securities fraud suits).
See Bratton & Wachter, supra note 24, at 73.
Basic Inc. v. Levinson (Basic), 485 U.S. 224 (1988).
TSC Industries, Inc. v. Northway, Inc., 426 U.S. 438, 449 (1976) (“there must be a substantial likelihood that the disclosure
of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available”).
See Basic, 485 U.S. at 248-50. Basic is a misstatement case, for omission cases, see Affiliated Ute Citizens v. United States, 406
U.S. 128, 153 (1972) (holding that the reliance prerequisite is presumed when the omission is material to investors).
See Eugene F. Fama, Efficient Capital Markets, A Review of Theory and Empirical Work, 25 J. Fin. 383, 384 (1970). The plurality
opinion in Basic claimed that the reliance requirement could be based upon logic and common sense without appealing to
particular theory, see Basic, 485 U.S. at 246-47. However, Justice White in his dissent suggested that the FOTM doctrine is
actually derived from the ECMH, a stance which has been widely accepted by academics, see id. at 253; see also Edward S.
Adams & David E. Runkle, Solving a Profound Flaw In Fraud-On-The-Market Theory: Utilizing a Derivative of Arbitrage Pricing
Theory to Measure Rule 10b-5 Damages, 145 U. Pa. L. Rev. 1097, 1109 (1997) (arguing that the FOTM theory in Basic has
nothing different in substance from the ECMH); Jonathan R. Macey & Geoffrey P. Miller, Good Finance, Bad Economics: An
Analysis of the Fraud-on-the-Market Theory, 42 Stan. L. Rev. 1059, 1077 (1990) (suggesting that the Supreme Court unknowingly
accepted the semi-strong version of the ECMH).
See Basic, 485 U.S. at 241-42.
Id. at 248-49; see also Dura Pharmaceuticals, Inc., v. Broudo (Dura), 544 U.S. 336, 339-40 (2005) (holding that plaintiffs have
to prove their damages were caused by a defendant’s misstatement, an inflated price paid by the plaintiffs is not sufficient to
prove that misstatements is the proximate cause of the plaintiffs’ economic losses).
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the individual member is released from the burden of proving direct reliance, and thereby securing the necessary
class certification as the individual reliance question no longer overwhelms the common cause required for the
class.
Without a doubt, the Basic decision opened the floodgates for plaintiffs to file securities fraud class actions,64 this
in turn caused a sharp increase in the rise of strike suits.65 Accordingly, Congress passed the Private Securities
Litigation Reform Act (PSLRA) to restrain uncontrolled private enforcement in 1995.66 The Supreme Court also
narrowed its application by holding that the FOTM presumption did not apply to a class action against entities
other than corporate management.67 Moreover, many scholars have advocated reform proposals to further refine
or even entirely abolish the FOTM theory.68 In addition, defendants remain steadfast to muddle and confuse the
court with difficult and ambiguous technical jargon solely with the aim to refute the prerequisite of reliance—the
price impact premise,69 and split the Court.70 Even so, the FOTM theory is still left wholly intact so far.
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See Douglas A. Smith, Fraud on the Market: Short Sellers’ Reliance on Market Price Integrity, 47 Wm. & Mary L. Rev. 1003, 1039-40
(2005) (arguing that an investor would trade as long as there is an opportunity for profit because she could recover her losses
by filing a suit under the FOTM doctrine).
See Donald C. Langevoort, Basic at Twenty: Rethinking Fraud on the Market, 2009 Wis. L. Rev. 151, 179 (2009) (indicating that
the dramatic growth of securities class actions continued for fifteen years after Basic); Paul G. Mahoney, Precaution Costs and
the Law of Fraud in Impersonal Markets, 78 Va. L. Rev. 623, 663 (1992) (noting that after Basic, the rate of securities fraud class
actions nearly tripled by June 1991).
See infra Part 4.1.
Stoneridge Investment Partners, LLC v. Scientific-Atlanta, Inc. (Stoneridge), 552 U.S. 148, 152-53 (2008) (holding that the
private Rule 10b-5 right of action cannot apply to suppliers and customers who transact some business with the company).
See, e.g., Alexander, supra note 12, at 1537 (claiming that FOTM suits should be replaced by civil penalties); Jennifer H. Arlen
& William J. Carney, Vicarious Liability for Fraud on Securities Markets: Theory and Evidence, 1992 U. Ill. L. Rev. 691, 734
(1992) (concluding that agent liability is better than enterprise liability in FOTM cases); Bratton & Wachter, supra note 24,
at 147 (noting that the FOTM theory should have been abolished but for political concerns); Cox, supra note 6, at 2370
(suggesting that the judiciary may deny class certification when public enforcement satisfies compensatory needs); Daniel
R. Fischel, Use of Modern Finance Theory in Securities Fraud Cases Involving Actively Traded Securities, 38 Bus. Law. 1 (1982)
(outlining several problems of the FOTM presumption and proposing to abolish this presumption); Grundfest, supra note 18,
at 992-94 (urging the SEC to disimply the Rule 10b-5 right of action); Langevoort, supra note 21, at 660-62 (adopting a cap
on civil penalties in FOTM cases); Macey & Miller, supra note 61, at 1091-92(arguing that the FOTM theory should be refined in consistency with the manager’s fiduciary duties and the company’s property rights); Mahoney, supra note 65, at 669
(claiming that the FOTM class actions should be transformed back to traditional lawsuits which must satisfy the actual reliance test); Pritchard, supra note 23, at 983 (replacing FOTM cases with stock exchanges as self-enforcement o rganizations);
Rose, Reforming, supra note 12, at 1354-58 (suggesting that the SEC should oversee FOTM suits).
For example, when the defendants call into doubt whether “loss causation” is a precondition to invoke Basic’s rebuttable
FOTM presumption, the Supreme Court held that plaintiffs do not have to prove that a corporation’s misstatement is the
proximate cause of their economic loss to invoke Basic’s presumption in order to achieve class certification. See Erica P. John
Fund, Inc. v. Halliburton Co. (Halliburton I), 131 S. Ct. 2179, 2186-87 (2011). Two years later, the Supreme Court retained
a similar conclusion in another case, which held that plaintiffs do not have to prove “materiality” at the class certification
stage to invoke the FOTM presumption, and defendants may not provide proof of “immateriality” to rebut this presumption.
See Amgen Inc. v. Connecticut Retirement Plans and Trust Funds (Amgen), 133 S. Ct. 1184, 1202-04 (2013). In 2014, when
the Supreme Court revisited Halliburton I, this time the defendants shifted the issue to ask whether they can submit “proof of
an absence of price impact” at the class certification stage to rebut the FOTM presumption, the Supreme Court held that defendants may submit “proof of a lack of price impact” at the class certification stage to rebut the FOTM presumption in order
to defeat class certification. See Halliburton Co. v. Erica P. John Fund, Inc. (Halliburton II), 134 S. Ct. 2398, 2414-15 (2014).
See Basic, 485 U.S. at 252-53 (White J., joined by O’Connor, J., concurring in part and dissenting in part) (arguing that the
FOTM theory would effectively convert Rule 10b-5 into ‘a scheme of investor’s insurance,’ and the Court has no ability and
resources to test this innovative microeconomic theory); see also Amgen, 133 S. Ct. at 1204 (Alito, J., concurring) (suggesting
that the FOTM presumption may rest on a faulty economic premise, and it may be an appropriate time to reconsider the
FOTM theory); at 1206 (Scalia, J., dissenting) (“The fraud-on-the-market theory approved by Basic envisions a demonstration of materiality not just for substantive recovery but for certification. Today’s holding does not merely accept what some
consider the regrettable consequences of the four-Justice opinion in Basic; it expands those consequences from the arguably
regrettable to the unquestionably disastrous.”); id. at 1208 n.4 (Thomas, J., dissenting) (“The Basic decision itself is questionable.”). Justice Thomas in Halliburton II also criticized that “Basic ‘s reimagined reliance requirement was a mistake, and the
passage of time has compounded its failings.” See Halliburton II, 134 S. Ct., at 2419-20 (Thomas, J., concurring).
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2.2.2. Securities Class Actions with the Opt-Out Provision
Most countries adopt an “opt-in” device in securities class actions, where plaintiffs must decide whether to join
the class depending on their cost-benefit calculus.71 By contrast, when the U.S. court certifies a securities class
action, “the court must direct the best notice practicable to class members” regarding the proposed class action
with an option to be excluded from the class—the “opt out” right. Otherwise, a class judgment, by default, will
be binding on all class members, regardless of whether it is favorable to the class or not.72 Namely, for unnamed
plaintiffs who do nothing but stay within the class, the res judicata effect is binding, regardless of their participation in court hearings or procedures, which can even extend to potential future claimants who have yet to file
or to those who lack awareness of the extent of the fraud committed or exposure to the alleged wrongdoings.73
It is not surprising that agency costs may occur in securities class actions in which different incentives exist
between attorneys who pursue their own interests and scattered class members who have little ability or incentive
to monitor their agents.74 Originally, the opt-out provision aimed to serve as a check against lawyers’ opportunistic behaviors,75 thereby preventing them from selling out the class by trading relatively low compensation
for relatively high attorneys’ fees.76 But in reality, shareholders rarely opt out,77 due to small retail investor’s
low economic incentive and high likelihood to piggyback on class action litigation claims dominated by class
counsel.78 However, institutional investors retain higher leverage in litigation with higher incentives still to
monitor or control their legal counsel, thus they are more likely to opt out the class to pursue their own remedy.79
71
72
73
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In addition to the U.S., only four countries, including Canada, Australia, South Korea, and the Netherlands, adopt an opt-out
basis in securities class action context. See Hirschmann & Rickard, supra note 19, at 13.
Fed. R. Civ. P. §§ 23(c)(2)-(3).
For a definition of future claimants, see John C. Jr. Coffee, Class Wars: The Dilemma of the Mass Tort Class Action, 95 Colum. L.
Rev. 1343, 1424-25 (1995). For a summary of solutions to protect future claimants, see Rhonda Wasserman, Future Claimants
and the Quest for Global Peace, 64 Emory L.J. 531,556-57 (2014).
See, e.g., John C. Jr. Coffee, Understanding the Plaintiff’s Attorney: The Implications of Economic Theory for Private Enforcement
of Law through Class and Derivative Actions, 86 Colum. L. Rev. 669, 701-20 (1986); Macey & Miller, supra note 18, at 12-27
(1991) (discussing agency cost and its effect on class actions); William B. Rubenstein, The Fairness Hearing: Adversarial and
Regulatory Approaches, 53 UCLA L. Rev. 1435, 1441-42 (2006) (dividing the agency cost problem into two types of problematic
behaviors conducted by the class counsel: doing too little in settling a sweetheart deal and doing too much in filing strike suits).
See David Rosenberg, Of End Games and Openings in Mass Tort Cases: Lessons from a Special Master, 69 B.U. L. Rev. 695, 705
(1989); see also John C. Jr. Coffee, Litigation Governance: Taking Accountability Seriously, 110 Colum. L. Rev. 288, 316 (2010)
(arguing that the opt-out right may reduce agency costs).
In securities settlements, the court determines the appropriate attorneys’ fee at the conclusion of the case and orders the fees
to be paid from the damages recovered from the plaintiff class, see Denise N. Martin et al., Recent Trends IV: What Explains
Filings and Settlements in Shareholder Class Actions, 5 Stan. J.L. Bus. & Fin. 121, 141 (1999) (indicating that attorney fees had
remained around 32% of the settlement award from January 1991 through June 1998); Svetlana Starykh & Stefan Boettrich,
Recent Trends in Securities Class Action Litigation: 2015 Full-Year Review, NERA Econ. Consulting 36 (Jan. 25, 2016), available at
http://www.nera.com/content/dam/nera/publications/2016/2015_Securities_Trends_Report_NERA.pdf (illustrating that from
2011 to 2015, the median attorney fees fell slightly to 30% of the settlement award).
See Charlotte S. Alexander, Would an Opt in Requirement Fix the Class Action Settlement - Evidence from the Fair Labor Standards
Act, 80 Miss. L.J. 443, 451-53 (2010) (showing that the opt-out rate is only 0.15% in securities class actions).
See Macey & Miller, supra note 18, at 28; Scott & Silverman, supra note 21, at 1208 (arguing that retail investors typically do
not opt out the class due to their smaller stakes in the action).
See Coffee, supra note 75, at 315 (noting that institutional investors tend to opt out and litigate in their own state courts
in order to escape restrictions on securities class action in the PSLRA); John C. Jr. Coffee, Accountability and Competition
in Securities Class Actions: Why Exit Works Better Than Voice, 30 Cardozo L. Rev. 407, 409-10 (2008) (illustrating that large
shareholders can acquire much higher returns if they opt out and pursue individual actions); Benjamin P. Edwards, Disaggregated Classes, 9 Va. L. & Bus. Rev. 305, 346 (2015) (claiming that institutional investors tend to opt out if the settlement
offer is low, and vice versa); David H. Webber, Shareholder Litigation without Class Actions, 57 Ariz. L. Rev. 201, 239-40 (2015)
(indicating that some institutional investors are fully recovered when they opt out the class); Amir Rozen, Joshua B. Schaeffer
& Christopher Harris, Opt-Out Cases in Securities Class Action Settlements, Cornerstone Research (2013), available at https://
www.cornerstone.com/Publications/Reports/Opt-Out-Cases-in-Securities-Class-Action-Settlements (finding that most opt-out
plaintiffs received better settlements than those who remained in the class between 1996 to 2011).
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Further still, some imprudent institutional investors, while opting-out, remain by-standers, who fail to file claims
in securities fraud class actions due to their weakness in monitoring the potential litigation system.80
As a result of the opt-out rule, on one hand, most remaining plaintiffs in the class are retail shareholders who
are relatively incapable of monitoring leading plaintiffs and their attorneys effectively, thereby granting much
leverage to their representatives to either prosecute or settle the action unrestrictedly.81 On the other hand, faced
by potential fragmented lawsuits initiated by opt-out institutional investors with varying interests, defendant
companies are threatened by a two-front war that increases the uncertainty of the ultimate costs of settlement.82
Collectively, in addition to the aforementioned elements,83 America retains several distinctive litigation-funding
mechanisms, including the “American Rule,” where losing litigants are required to only pay their fees and not
those of the wining litigant,84 or the “Common Fund Doctrine,” which allows attorneys to receive a percentage
of the settlement amount;85 all the various factors together influence the U.S. securities class actions as one of the
most aggressive and “entrepreneurial litigation” systems in the world.86 Hence, it is fair to say that the U.S.-style
securities class actions stand on the most private end of the spectrum.

3. The Most Public Model—the Chinese Securities Joint Litigation
As mentioned in Chapter 2, China’s authoritarian regime has allowed its securities regulator, the China Securities
Regulatory Commission (CSRC), to dominate securities enforcement since its 1992 establishment. However,
while China is not the only country to support a government-controlled securities regime,87 it has generated
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See Cox & Thomas, supra note 23, at 432 (concluding that institutional investors fail to file settlement claims due to a lack of
an effective management system); see also generally James D. Cox & Randall S. Thomas, Leaving Money on the Table: Do Institutional Investors Fail to File Claims in Securities Class Actions, 80 Wash. U. L. Q. 855 (2002) (observing that there is a significant
percentage of institutional investors failing to file claims in securities fraud class action settlements).
See, e.g., Jill E. Fisch, Class Action Reform: Lessons from Securities Litigation, 39 Ariz. L. Rev. 533, 552 (1997) (arguing that
individual shareholders have little incentive to monitor their litigations or opt out the class, thereby leading to lawyer-driven
litigation); Macey & Miller, supra note 18, at 27; Michael A. Perino, Class Action Chaos? The Theory of the Core and an Analysis
of Opt-Out Rights in Mass Tort Class Actions, 46 Emory L. J. 85, 107 (1997) (suggesting that in order to solicit sweetheart settlements, the opt-out right could the leading plaintiffs’ attorney to collude with the defendant to preclude future claimants from
bringing litigations).
See Coffee, supra note 18, at 1541 n.17.
For other factors resulting in the U.S. entrepreneurial litigation, see Coffee, supra note 75, at 291 n.5 (2010).
In contrast to most countries that adopt the loser-pay rule, the U.S. courts follow the American rule, in which each party
bears its own expenses, see, e.g., Barbara Luppi & Francesco Parisi, Litigation and Legal Evolution: Does Procedure Matter?, 152
Pub. Choice 181 (2012) (arguing that the American rule creates an incentive to bring more uncertain claims, conversely, the
loser-pay rule creates an incentive to bring more meritorious claims).
As an exception to the American rule, the common fund doctrine allows attorneys to receive expenses and fees from the
settlement either by the lodestar method or the percentage-of-recovery method. The lodestar method predominantly calculates fees through an hourly rate arrangement, subsequently, the attorneys tend to increase the hours they work instead of
seeking a larger settlement. The percentage-of-recovery method emulates the contingency fee arrangement that encourages
attorneys to pursue an unjustified and arbitrary percentage of the damages. Simply stated, both methods increase the agency
cost between the plaintiffs and their attorneys. See generally,Matthew D. Klaiber, A Uniform Fee-Setting System for Calculating
Court-Awarded Attorneys’ Fees: Combining Ex Ante Rates with a Multifactor Lodestar Method and a Performance-Based Mathematical Model, 66 Md. L. Rev. 228 (2006).
See Coffee, supra note 75, at 292; Macey & Miller, supra note 18, at 22-24.
See Coffee, supra note 19, at 256 (noting that securities regulators own more intrusive regulatory power than the private
sector in civil law jurisdictions, and dividing securities enforcement into three basic models: the “Government-led Model”
adopted by France, Germany, and Japan, where the government retains dominant authority over securities market regulation; the “Flexibility Model” adopted by the UK, Hong Kong, and Australia, which grants greater policymaking powers to the
market participants, while public agencies retain some level of enforcement capacity; and the “Cooperation Model” in the
U.S. and Canada, which authorizes a broad range of lawmaking powers to market participants, but also creates parallel and
overlapping regulatory bodies with strong enforcement authority); see also Stavros Gadinis & Howell E. Jackson, Markets as
Regulators: A Survey, 80 S. Cal. L. Rev. 1239, 1271-98 (2007) (analyzing the allocation of regulatory powers between market
institutions and the government agencies in the Government-led Model, the Flexibility Model, and the Cooperation Model).
Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

45

fewer enforcement actions compared to other government-controlled Western counterparts.88 Although the U.S.
dwarfs other jurisdictions in terms of intensity and resources for public enforcement,89 as mentioned above, the
overzealous system of private enforcement tends to steal the public regulator’s spotlight. The primary aim of
this chapter is to shed light on the interplay between public and private enforcement. My argument of placing
“China on the most public” end of the spectrum does not rest on an evidence-based input-output dichotomy,
but rather on which regulator retains the strongest public control over private enforcement, which can be found
nowhere else in the world.

3.1. The Arbitrary Public Watchdog
At the first glance, the CSRC seems similar to the SEC in organizational structure, which is an administrative
agency under a central government, rather than a quasi-governmental or independent regulatory body as employed by other developed jurisdictions.90 However, when compared to the SEC in terms of enforcement, the
CSRC is almost paternalistic and goes above and beyond what is required as a modern regulator. The CSRC is the
nexus within a vast administrative governance complex whose power can, paradoxically, ultimately control a free
market economy.91 In comparison, when global securities regulators combat fraud by utilizing cooperative and
power-sharing models with various other non-governmental entities,92 this multi-enforcer partnership, however,
is historically incompatible with the Chinese state-centered regulatory policies.93
As discussed in Chapter 1, the CSRC has historically embraced discriminatory enforcement policies against firms
by manipulating various factors, including the extent of an company’s affiliation with the government, the types
of securities fraud, and the impact on political and economic stability.94
See Tianshu Zhou, Is the CSRC Protecting a “Level Playing Field” in China’s Capital Markets? Public Enforcement, Fragmented
Authoritarianism and Corporatism. 15 J. Corp. L. Stud. 377, 378 (2015) (comparing the input and output of public securities
enforcement between China, the U.S. and the UK from 2008 to 2013, and finding there is a huge gap of output performance
between China and other two countries); see also Donald Clarke, Law Without Order in Chinese Corporate Governance Institutions, 30 NW. J. Int’l L. & Bus. 131, 179-80 (2010) (indicating that the CSRC did not use its punitive power to strengthen
its corporate governance principles); Shen, supra note 15, at 66 (arguing that the CSRC’s punishment is too light to deter
securities fraud).
89 See Coffee, supra note 19, at 268-73 (illustrating that the number of actions and amount of penalties imposed by the SEC
were much larger than those imposed by the UK regulator from 2002 to 2006); Howell E. Jackson, Variation in the Intensity of
Financial Regulation: Preliminary Evidence and Potential Implications, 24 Yale J. on Reg. 253, 281-84 (2007) (indicating that the
SEC collected a higher amount of penalties than the UK and Germany from 2002 to 2004).
90 For example, the UK created an independent non-governmental body, the Financial Conduct Authority (FCA), to be a single
regulator to oversee the financial services industry, including the banking, securities, and insurance industries since April
2013. In Hong Kong, although it is an autonomous territory of China, its Securities and Futures Commission (SFC) is an
independent statutory body responsible for regulating securities and futures markets in Hong Kong. See Jing Bian, China’s
Securities Market: Towards Efficient Regulation 148-52 (2014).
91 See, e.g., Chenxia Shi, Protecting Investors in China through Multiple Regulatory Mechanisms and Effective Enforcement, 24 Ariz. J.
Int’l & Comp. L. 451, 476 (2007) (arguing that the SEC’s power in deciding stocks listing and supervising stock exchanges
is actually limited, whereas the CSRC has final approval of listing applications and trading rules of the stock exchanges);
Chengxi Yao, Chinese Regulation of Issuer Earnings Forecasts: Recommendations for an Ex Ante Legal Framework, 7 Wm. & Mary
Bus. L. Rev. 459, 473 (2016) (suggesting that securities offerings in China fundamentally remain controlled by the government).
92 See Ernest E. Badway & Jonathan M. Busch, Ending Securities Industry Self-Regulation as We Know It, 57 Rutgers L. Rev. 1351,
1352-54 (2005) (describing the historical background how the SEC granted the stock exchanges with quasi-public authority
to establish and enforce federal securities laws); Park, supra note 12 (arguing that an optimal enforcement model relies on a
division of labor among different enforcers depending on their comparative advantages rather than a unitary system in which
a monopolistic enforcer undertakes all enforcement actions); Rose, Multienforcer, supra note 12, at 2174-75 (illustrating that
the U.S. employs a mishmash of enforcers to combat securities fraud, including the SEC, class action attorneys, and fifty state
governments).
93 See Bian, supra note 90, at 153 (suggesting that the regulator and the regulated seem to be hostile to each other in China, thus
the regulatory partnership between both parties is virtually nonexistent in China’s securities market); Jiangyu Wang, Dancing
with Wolves: Regulation and Deregulation of Foreign Investment in China’s Stock Market, 5 APLPJ 1, 35 (2004) (arguing that
self-regulatory organizations and nongovernmental organizations are de facto inferior subsidiaries of the CSRC).
94 See Chapter 1, Part 2.2.1 notes 46-47.
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With respect to ex ante enforcement, state-owned enterprises (SOEs) are usually awarded priority in initial
public offering (IPO) approval to raise capital on national exchanges in a highly accelerated fashion, however,
private-owned enterprises (POEs) rarely successfully challenged CSRC denials in courts.95 In terms of ex post enforcement, recent empirical studies from 2008 to 2013 demonstrate that certain large SOEs can become involved
in a “misrepresentation,” which in actuality could be viewed for the benefit of the “public good.”96 The CSRC,
however, may justify this “misrepresentation” on the ground of “public interests”, and therefore grant more
lenient punishments or impose fewer fines against the listed SOEs, as opposed to listed POEs.97 Thus, ex post
enforcements become far less aggressive in situations where the wrongdoers’ “misrepresentation” is substantially
under the control of or highly associated with the government. On the flipside, however, insider trading cases
are set apart. The CSRC deems this “misbehavior” more in line with embezzlement, or as personal corruption,
which damages state assets and loyalty to the Party-state. Accordingly, the CSRC tends to allot significantly more
resources to aggressively discipline SOEs and their executives in these cases.98

3.2. Key Elements in Making Chinese-Style Securities Joint Litigation
While the CSRC has dominated public enforcement in line with other security regulators around the globe; however, the CSRC has expanded its reach and is encroaching, if not monopolizing, within the private enforcement
realm as well.99 This expansion of power and discriminatory conduct can only coexist or thrive when in the
presence of an inactive judicial system—the focus of this section.

3.2.1. Mandatory Piggybacked Suits
Popular anger against securities misconduct reached a boiling point in the wake of a series of corporate scandals
in the 2000s.100 However, as aggrieved shareholders began to file suits within the courts of first instance, the
Supreme People’s Court (SPC) issued the first circular in September 2001, to stem the opening of floodgates
to litigation. The “Notice of the Supreme People’s Court on Temporary Refusal of Securities-Related Civil
95

96
97

98
99
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In very few cases, the CSRC’s arbitrary decision which reject IPO applications have been confirmed illegal by the court, see
generally Jingzhou Tao & Zhao Yong, Kaili Wins First Suit against China Securities Regulator, 20 Int’l Fin. L. Rev. 75 (2001);
Zhongle Zhan & Fengying Li, Securities Supervision and Judicial Review [In China], 13 Pac. Rim L. & Pol’y J. 329 (2004). For a
discussion of the CSRC’s control over IPO approval, see Chapter 1, Part 2.2.2.
To understand how SOEs fulfill social functions, including employment, social insurance, retirement benefit, and education,
see Chapter 1, Part 2.1.
See Zhou, supra note 88, at 387-94; see also Weixia Gu, Securities Arbitration in China: A Better Alternative to Retail Shareholder
Protection, 33 Nw. J. Int’l L. & Bus. 283, 290-91 (2013) (according to the CSRC Annual Reports from 2007 to 2011, the
CSRC tends to turn a blind eye to SOEs’ securities fraud due to political pressure).
See Zhou, supra note 88, at 397-99; cf. Duan, supra note 15, at 149 (indicating that the CSRC is toothless in enforcing insider
trading against SOEs and their management due to political pressure).
There is no official and trustworthy database of judicial cases open to the public in China, therefore scholars adopt d
 ifferent
methods to find out the number of private lawsuits, see Donald C. Clarke & Nicholas C. Howson, Pathway to Minority Shareholders Protection: Derivative Actions in the People’s Republic of China, in The Derivative Action in Asia: A Comparative and Functional
Approach 243, 275-78 (Dan W. Puchniak et al. eds., 2012) (suggesting that derivative suits against corporate fiduciaries
is virtually nonexistent in China); Robin Hui Huang, Securities and Capital Markets Law in China 206-07 (2014) [hereafter
Huang, Securities] (discovering 39 insider trading cases from 1991 to 2011 via the news reports); Tianshu Zhou, Controlling
Misrepresentation in Securities Markets: Is Private Enforcement Trivial in China? in The Role of Law and Regulation in Sustaining
Financial Markets 150, 159 (Niels Philipsen & Guangdong Xu eds., 2014) (summarizing 38 misrepresentation cases from
2006 to 2012 via Google and Baidu); Robin Hui Huang, Private Enforcement of Securities Law in China: A Ten-Year Retrospective
and Empirical Assessment, 61 Am. J. Comp. L.757, 763-64 (2013) [hereafter Huang, Private] (obtaining 65 misrepresentation
cases from 2002 to 2011 by searching several Chinese law databases, printed materials and the Internet, as well as interviewing securities professionals, lawyers and judges who have experience in securities fraud cases).
See, e.g., Huang, Securities, supra note 99, at 144; Gu, supra note 97, at 292.
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Compensation Cases” ordered China’s courts to temporarily refuse civil lawsuits in connection with any and all
securities based “misrepresentation” cases due to the fact that the courts were not prepared nor capable to handle
these “politically-sensitive” cases.101
Obviously, the notice backfired and resulted in more pressure on the courts.102 Thus, less than four months
after the first circular, the SPC issued the second circular in January 2002, and officially began to hear “misrepresentation” cases. In practice, however, cases arising from other causes of action, such as insider trading or
market manipulation, were still not accepted by the courts.103 Moreover, the second circular outlined that only
individuals or joint aggrieved shareholders can initiate civil actions, but not in the form of a class action.104
Despite the second circular’s permission in granting courts of first instance the opportunity to hear misrepresentation cases, the courts continued to refuse cases until January 2003, when the SPC issued its final third circular,
“The Provisions of the Supreme People’s Court Concerning the Acceptance and Trial of Civil Compensation
Securities Litigations Involving Misrepresentation” (hereafter the 2003 Circular).105 The 2003 Circular not only
provided a relatively complete set of procedures regarding private cause of action arising from “misrepresentation,” but also provided a legal blueprint for the 2005 Amendments to Securities Law that introduced civil
liabilities of securities fraud for the first time.106 The significance of the 2003 Circular rests in that it continues
to provide the foundation for future rulemaking stemming from other types of securities fraud, such as insider
trading or market manipulation.107
Among the thirty-seven provisions of the 2003 Circular, the SPC granted one of the most salient state-centered
characteristics to the CSRC, to serve as gatekeeper over all private securities litigation. The 2003 Circular further
outlined several prerequisites for civil courts to hear private securities misrepresentation cases. The CSRC must
either issue an administrative penalty or the criminal courts must issue a criminal judgment.108 Due to the
CSRC’s discriminatory or arbitrary policies against different types of wrongdoers, certain aggrieved shareholders
are left at the mercy of the CSRC’s decision-making process in order to receive justice. However, the prerequisite
of either an CSRS granted administrative sanction or a criminal judgement forces the aggrieved shareholder to
piggyback on public enforcement, in particular the CSRC’s sanctions. Otherwise, the aggrieved investor is left
with no recourse to seek compensation. In sum, this provision gives the arbitrary gatekeeper, the CSRC, too
much leverage in enforcing securities fraud.
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Zuigao Renmin Fayuan Guanyu she Zhengquan Minshi Peichang Anjian Zan Buyu Shouli de Tongzhi (最高人民法院关于涉
证券民事赔偿案件暂不予受理的通知) [The Notice of the Supreme People’s Court on Temporary Refusal of Securities-Related Civil Compensation Cases] (promulgated and effective Sept. 21, 2001, repealed 2013).
Not surprisingly, this circular was attacked severely by academia, practitioners, and investors, see, e.g., Bian, supra note 90, at
170; Gu, supra note 97, at 292; Wang, supra note 93, at 43.
Zuigao Renmin Fayuan Guanyu Shouli Zhengquan Shichang yin Xujia Chengshu Yinfa de Minshi Qinquan Jiufen Anjian
Youguan Wenti de Tongzhi (最高人民法院关于审理证券市场因虚假陈述引发的民事侵权纠纷案件有关问题的通知)
[The Notice of the Supreme People’s Court on Relevant Issues of Filing of Civil Tort Disputes Arising from Misrepresentation
on the Securities Market] (promulgated and effective Jan. 15, 2002).
Id. § 4.
Zuigao Renmin Fayuan Guanyu Shenli Zhengquan Shichang yin Xujia Chenshu Yinfa de Minshi Peichang Anjian de Ruoguan
Guiding (最高人民法院关於审理证券市场因虚假陈述引发的民事赔偿案件的若干规定) [The Provisions of the Supreme
People’s Court Concerning the Acceptance and Trial of Civil Compensation Securities Litigations Involving Misrepresentation] (promulgated Dec. 26, 2002, effective Feb. 1, 2003) (hereafter the 2003 Circular).
For a discussion of provisions governing civil liabilities arising from misrepresentation, including Arts 69 and 173 of China’s
Securities Law, see Chapter 2, Part 3.2.
See Huang, Securities, supra note 99, at 145; Jiangyu Wang, Company Law in China: Regulation of Business Organizations in
a Socialist Market Economy 228 (2014) (suggesting that courts began to accept investors’ lawsuits regarding other types of
corporate and securities fraud since 2007, and the SPC, with the help of the CSRC, is in the process of drafting new judicial
interpretations concerning other types of securities fraud); see also Jin Sheng, Private Securities Litigation in China: Passive People’s
Courts and Weak Investor Protection, 26 Bond L. Rev. 94, 103 (2014).
2003 Circular § 6.
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3.2.2. Abolishing Mandatory Piggybacking Prerequisite?
The CSRC’s authorization to “license” private litigants for filing lawsuits at its arbitrary discretion has turned securities litigation into a bifurcated business in China. Although the CSRC has successfully avoided the undesired
“private attorney general” practice and potentially diffused any unwelcomed litigation targeting particular firms
closely affiliated with the government or related to state interests,109 the prerequisite of requiring the CSRC’s endorsement prior to private litigation has been criticized severely by many commentators due to its inconsistency
with several provisions in the Chinese legal framework.
First, Article 232 of the Chinese Securities Law provides that civil liability compensation shall prevail if there are
insufficient assets for wrongdoers to simultaneously satisfy the cause of action and administrative penalties (“civil
compensation comes first”).110 However, due to the CSRC’s pubic enforcement prerequisite, administrative
penalties and disgorgements always precede civil suits and, therefore, leave potential defendants insolvent and
unable to fulfill potential private civil liability.111 Second, aggrieved shareholders cannot file suits until public
enforcement decisions become final, however, the statute of limitations for causes of action arising from tort
is only two years.112 The clock commences on the day of the first issuance of the administrative or criminal
sanction. Thus, many shareholders lose the opportunity to bring a private litigation suit due to the administrative
prerequisite required by the 2003 Circular.113 Finally, this prerequisite is solely a judicial construct and absent
in the Chinese Securities Law.114 Article 119 of the Chinese Civil Procedure Law (CPL),115 requires the courts of
general jurisdiction to accept all cases that meet the following four requirements: (1) A plaintiff(s) who retains
an interest (2) against a specific defendant(s) (3) with a clear cause of action that lies within the (4) appropriate
jurisdiction. Therefore, this mandatory piggybacking prerequisite illegally increases additional restrictions on
private enforcement.116
As a result, it is generally agreed that the piggybacking prerequisite places an undue burden on the litigation
process.117 In April, 2016, King & Wood Mallesons, one of the largest law firms in China, released a newsletter
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See Walter Hutchens, Private Securities Litigation in China: Material Disclosure about China’s Legal System, 24 U. Pa. J. Int’l Econ.
L. 599, 644-45 (2003) (arguing that China fails to adopt the U.S.-style class action due to its intention to protect SOEs from
vast private securities litigations).
Zhengquan Fa (证券法) [Securities Law] (promulgated by the Standing Comm. Nat’l People’s Cong., Dec. 29, 1998, effective
Jul. 1, 1999, as amended Aug. 31, 2014) (China) § 232.
See Sheng, supra note 107, at 147 (suggesting that prior administrative investigation and penalties usually weaken the defendant’s ability to compensate shareholders); Wang & Chen, supra note 12, at 125 n.51.
Minfa Tongze (民法通则) [General Principles of the Civil Law] (promulgated Apr. 12, 1986, as amended Aug. 27, 2009)
(China) § 135.
See Sheng, supra note 107, at 107.
See Hutchens, supra note 109, at 644 (claiming that these restrictions are not found in China’s securities laws).
Minshi Susong Fa (民事诉讼法) [Civil Procedure Law] (promulgated by the Standing Comm. Nat’l People’s Cong., and effective Apr. 9, 1991, as amended Aug. 31, 2012) (China) (hereafter the CPL) § 119.
See Guiping Lu, Private Enforcement of Securities Fraud Law in China: A Critique of the Supreme People’s Court 2003 Provisions
concerning Private Securities Litigation, 12 Pac. Rim L. & Pol’y J. 781, 795-98 (2003) (arguing that the prerequisite is inconsistent with the rules of the CPL because the CPL requires courts to hear the case if all procedural conditions are met and also
mandates that courts shall independently hear the cases from administrative interference); cf. Huang Tao (黃韬), Gonggong
Zhengce Fayuan: Zhongguo Jinrong Fazhi Bianqian de Sifa Weidu (公共政策法院：中国金融法制变迁的司法维度)
115-16 (2013) (claiming that judicial officers will be held accountable if they lose control over mass tort litigations, such as
securities fraud lawsuits, which always involve a large group of shareholders, and their performance is evaluated upon their
ability to deal with mass events, thus the piggybacking prerequisite seems to be a sensible result); Huang, Private, supra note
99, at 766 (indicating that this procedural prerequisite is not the primary factor that causes the small number of private securities suits); Wang & Chen, supra note 12, at 126 (justifying the prerequisite on the ground that the courts have no choice
but to reject the cases due to the limitation on resources). For a discussion of the pros and cons of this prerequisite, see Sanzhu Zhu, Civil Litigation Arising from False Statements on China’s Securities Market, 31 N.C.J. Int’l L. & Com. Reg. 377, 390-93
(2005).
See Duan, supra note 15, at 156.
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on their website citing a December 24, 2015 report by senior SPC Justice Linping Yang regarding several recommendations on potential reforms in commercial law cases. Among the many suggestions, Justice Yang specifically
recommended removing the piggybacking precondition in the area of securities fraud litigation.118
Shortly thereafter, this report was also published in the official 2016 SPC journal.119 Upon comparing these two
documents, however, it is noteworthy that while the two documents are almost identical in content of listing
potential reforms, the one sentence recommending the abolishment of prerequisite requirement in securities
fraud cases did not appear. Namely, the SPC intentionally removed Justice Yang’s recommendation from its
publication. While Justice Yang’s recommendations are not legally-binding, the SPC’s inconsistent attitude,
while causing much confusion and inconsistent interpretation, does illustrate a growing debate surrounding the
required piggybacking prerequisite. The redaction does, however, create a puzzle for lower courts. In order
to assess the true meaning of the SPC’s 2016 report, we need a statistically significant number of independent
securities fraud litigation without any piggybacking public enforcement to assess whether the redaction was
intentional. However, as of yet, only one case has been found.120

3.2.3. Attempts to Control the Scope and Size of Securities Joint Actions
As stated, the SPC does not allow plaintiffs to file private securities litigations in the form of class actions (jituan
susong); but rather, investors can only sue either in the form of individual actions (dandu susong) or joint actions
(gongtong susong).121 Here, I will analyze the rules governing joint actions, as they remain the only device able to
handle mass claims arising from securities fraud under the Chinese legal framework. Through this analysis, the
SPC’s default intent to disavow one strain of “class actions” will clearly be demonstrated.
According to the Chinese CPL, there are three types of joint litigation that may be brought by or against more
than one person or entity: (1) Non-representative litigation consisting of more than one claimant with identical
or similar claims, where the court can, with the consent of the parties, combine individual actions into a joint
action (Type 1 joint action);122 (2) Representative joint litigation in which plaintiffs with identical or similar
claims have to opt in the class, in addition to fixing the number of claims at the time of the suit’s filing (Type
2 joint action);123 and (3) Representative joint litigation in which the number of plaintiff with similar claims is
unidentified at the time of filing, and remains able to increase potential plaintiffs through an opt in mechanism
(Type 3 joint action).124
Obviously, only the last two types of joint litigation are able to aggregate numerous claims through a representative system. However, when comparing Type 2 versus Type 3 joint actions, Type 3 litigation retains a significant
potential to exponentially increase the number of claims. In contrast to the Type 2 action, where the number
of plaintiffs must be fixed at the filing, Type 3 joint actions will only confirm the number of claimants after the
courts have issued a public notice of a specified period of no less than thirty days, indicating the circumstances
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See Zhang Baosheng (张保生) & Zhu Yuanyuan (朱媛媛), Zhengquan Susong Qianzhi Chengxu Quxiao, Zhengquan Susong
Shuliang Huojiang Jizeng (证券诉讼前置程序取消，证券诉讼数量或将激增) [If the Prerequisite for Securities Litigation is
Abolished, the Number of Securities Lawsuits may Soar] Apr. 13, 2016, available at http://www.kwm.com/zh/cn/knowledge/
insights/securities-litigations-are-about-to-shoot-up-as-its-prepositional-procedure-being-cancelled-20160413.
See Yang Linping (杨临萍), Dangqian Shangshi Shenpan Gongzuo Zhong de Ruogan Juti Wenti (当前商事审判工作中的若干具
体问题) [Several Substantial Questions in Hearing Current Commercial Cases] 4 RenminSifa. Yingyong (人民司法. 應用)[The
People’s Judicature. Application], No. 4, 2016, 26-27.
See East & Concord Partners (天达共和律师事务所), Meizhou Fagui yu Redian Xinxi Sudi (每周法规与热点信息速
递) [Weekly Alerts for Law Firm Clients], No. 23, June 20-26, 2016, 18-19, available at http://www.east-concord.com/
uploads/160715015331.pdf (discovering that one misrepresentation case was accepted by the court without a prior administrative sanction or a criminal judgment).
2003 Circular § 12.
CPL § 52.
CPL § 53.
CPL § 54.
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of the suit and instructing similarly situated persons to come forward (“opt in”) and register with the court.125
Hence, the number of litigants in Type 3 joint actions can increase after filing, thus the impact and magnitude of
its litigation cannot be estimated until the period of notice expires.
In addition to their different approaches in controlling the number of litigants, Type 2 actions and Type 3
litigation also differ on their binding effect. While the res judicata effect is only binding to plaintiffs who opt in
to Type 2 actions,126 Type 3 litigation expand the binding effect to even include those who have not registered
with the court in the first representative action, but then later file similar claims within the same statute of
limitations.127 Therefore, while the Chinese joint action regime and U.S. class actions differ in the manner of how
litigants can join joint lawsuits (opt-in v. opt-out),128 Type 3 joint actions strongly resemble the U.S. style class
action in its expanded binding effect. Due to this similarity, some Chinese scholars term Type 3 litigation as the
“Chinese-style class action”.129 As discussed earlier, the binding effect gives private attorneys too much control
over the litigation, thus creating the vexatious character of the U.S. securities class action. By the same token,
Type 3 litigation also gives the private sector incentives to organize giant representative actions in order to be the
first to file and grab “precedent” status.
In Chapter 1, we know that the courts have limited access to a potentially large group of aggrieved shareholders
alleging private losses against the government-controlled securities market. The courts, and China in general,
disavow any collective mass or group of people due to their potential to invoke political instability and social
unrest.130 Therefore, it is not surprising that not all types of joint actions are accepted by the courts in securities
context. Thus, from the Chinese perspective, the judicial system should adopt certain measures to limit the
number of litigants, in addition to influencing the types of lawsuits in society. Towards that end, Article 14 of the
2003 Circular stipulated that plaintiffs must voluntarily opt in to the class before initiating a suit, thereby fixing
the number of claims at the time of filing. The class members can elect two to five representative cases, where
each representative may authorize no more than two lawyers to represent him/her in litigation.131 Simply stated,
the 2003 Circular only allows Type 2 representative joint actions. In addition, the 2003 Circular implied that
Type 3 joint actions were prohibited, where the 2003 Circular specifically stated that the SPC “will not engage
in ‘class actions’ suits.” It is ironic that the SPC clearly identified the term “class action” in their 2003 Circular,
when the legal construct of a U.S.-style class action does not exist within Chinese law. Thus, it can be inferred
that the 2003 Circular was identifying the Type 3 joint action as prohibited, since it was colloquially known as
the Chinese-style class action.
In sum, in pursuit of public control over private enforcement, the Chinese government has initiated through the
2003 Circular, not only the piggybacking prerequisite, but also has narrowed the avenue in which shareholders
can bring certain types of joint actions in contradiction to the Chinese CPL.132 This most public-controlled
securities enforcement model forces China to incur huge expenses at the cost of developing the rule of law within
its legal system.
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CPL § 54 para 1.
CPL § 53.
CPL § 54.
For a discussion of the opt-out provision adopted by the 2005 amendments to the Chinese Securities Law, see Chapter 4,
Part 5.3.1.
See Huang, Private, supra note 99, at 782.
See Chapter 1, Part 2.3.
2003 Circular § 14.
See Hutchens, supra note 109, at 644.
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4. The Convergence Trend of Hybrid Models and Its Regulatory
Implications
4.1. From the U.S. Perspective—Increased Public Intervention in Securities Enforcement
The U.S. judicial system has long ago come to realize that private enforcement could lead to abuse from frivolous
cases.133 The judicial construct of creating private causes of action from securities fraud grants to the Court a
de facto obligation or duty to restrain or check this unbridled “private attorney general.”134 Through a series
of opinions, the Court has systematically narrowed the plaintiff’s scope and options in seeking recourse for
securities fraud.135
By virtue of the Court’s narrowing approach, the SEC has begun to take over the grey areas previously left to
private enforcers.136 In addition, Congress further empowers the SEC to begin to encroach into areas previously
forbidden by the Court.137 Moreover, in order to address perceived abuse by private attorneys in securities
class actions, Congress overrode President Clinton’s veto to pass the PSLRA in 1995,138 which created a special
set of “rules of civil procedure” in the securities class action context. The PSLRA adopted several provisions to
discourage opportunistic lawyering, primarily by defining the necessary elements, such as (1) the appointment
of lead plaintiffs that retain “the largest financial interest”;139 (2) heightened pleading standards,140 (3) staying
discovery until after a hearing on a motion to dismiss,141 and (4) creating of a caveat emptor safe harbor for
forward-looking statements.142 Thus, in order to bypass these procedural barriers, plaintiffs’ lawyers have begun
to file suits under state law. Accordingly, in 1998, Congress passed the Securities Litigation Uniform Standards
Act to address this loophole by subjecting securities class actions to federal courts.143
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Blue Chip Stamps, 421 U.S. at 739 (“There has been widespread recognition that litigation under Rule 10b-5 presents a danger
of vexatiousness…”).
See Grundfest, supra note 18, at 998.
See Stoneridge, 552 U.S. at 152-53 (reaffirming that private right of action cannot reach “secondary actors”, such as customers
and suppliers of investors’ company); Dura, 544 U.S. at 342 (holding that an inflated purchased price itself is insufficient to
demonstrate loss causation); Central Bank, N.A. v. First Interstate Bank, N.A. (Central Bank), 511 U.S. 164 (1994) (holding
that Rule 10b-5 liability cannot extend to parties who merely aid or abet violations).
Janus Capital Group, Inc. v. First Derivative Traders, 564 U.S. 135, 143 (2011) (holding that liability of a controlling person
may be brought by the SEC rather than by private litigants).
For example, in Central Bank, the Supreme Court held that neither private plaintiffs nor the SEC could bring enforcement
actions against aiders and abettors of Rule 10b-5 violations. To address this issue, Congress subsequently passed the law to
direct the SEC to prosecute persons who aid and abet violations. See 15. U.S.C. § 78t(e).
Pub. L. No. 104-67, 109 Stat. 737 (codified in scattered sections of 15 U.S.C. and 18 U.S C.). For the history of the PSLRA,
see, e.g., Alfred Wang, The Problem of Meaningful Language: Safe Harbor Protection in Securities Class Action Suits after Asher v.
Baxter, 100 Nw. U. L. Rev. 1907, 1911-18 (2006).
15 U.S.C. §§ 77z-1(a)(3), 78u-4(a)(3) (2012).
Id. § 78u-4(b).
Id. §§ 77z-1(b), 78u-4(b)(3)(B).
Id. §§ 77z-2, 78u-5.
Pub. L. 105-353, 112 Stat. 3227 (codified in scattered sections of 15 U.S.C.).
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Although the legislative and judicial efforts mentioned above may mitigate abusive securities litigation by private
litigants, frivolous suits still remain after these reforms.144 Therefore, a growing cohort of scholars has proposed
a variety of innovative approaches. While not obvious, I have found a common thread amongst these scholars
that features increased public intervention in private enforcement. I have created three categories of hybrid
enforcement models with varying degrees of correlation between public and private enforcement intensity. Thus,
I highlight and bring to focus the interplay between public agencies and private litigants in sharing enforcement
actions against securities fraud by categorizing various scholarly proposals, ranging from (a) the public predomination model to (b) the public supervision model and (c) the public compensation model; all of which fall along
the public-private divide spectrum.

4.1.1. Public Predomination Model
This model is based upon the perception that public enforcement outweighs private, thus replacing private
securities litigations in exchange for strengthened public enforcement or quasi-public discipline (e.g., SROs or
NPOs subject to the oversight of a government body). On the flip side, private participation is precluded while
public enforcement has commenced.145 Even within this model, proposals can range within the spectrum by the
proportion of public-private elements.
Professor Grundfest, a former SEC Commissioner, stands on the most public end of this spectrum. He believes
that courts have not done enough to cut back on private causes of action, and accordingly has asked the SEC to
use its Section 10(b) authority under the 34 Act to reduce the scope of implied private causes of action under
Rule 10b-5. Professor Grundfest urged the SEC to use its powers to “disimply” (i.e., abolish) critical elements of
the implied private right of action under Section 10(b) that the courts have created.146 Thus, his proposal stands
on the pubic predominated end of the spectrum, as his more aggressive model proposes a radical destruction of
its very foundation—the private cause of action.
Although other scholars have adopted similar approaches to “disimply” the causes of action, their more moderate
approach replaces private attorneys with less public entities, rather than outright SEC enforcement of securities
fraud. Professor Alexander proposed abolishing causes of action for Rule 10b-5 violations by adopting a schedule
of civil penalties and disgorgement initiated by the SEC or any private citizen under SEC oversight (the so-called
qui tam litigation).147 Professor Pritchard suggests replacing traditional FOTM suits with a more self-disciplining
model, where self-regulatory organizations (SROs), such as stock exchanges subject to the SEC oversight, can
issue civil penalties and injunctive relief, which leads to a self-disciplinary approach to launch enforcement
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See Stephen J. Choi, Jill E. Fisch & A. C. Pritchard, Do Institutions Matter? The Impact of the Lead Plaintiff Provision of the Private
Securities Litigation Reform Act, 83 Wash. U. L. Q. 869 (2005) (arguing that the lead plaintiff provision did not invoke active
institutional investor participation and reduce the fees paid to lawyers during the post-PSLRA period from 1996 to 2000);
Stephen J. Choi & Robert B. Thompson, Securities Litigation and Its Lawyers: Changes during the First Decade after the PSLRA,
106 Colum. L. Rev. 1489, 1530 (2006) (suggesting that institutional investors tend to hire the same handful of the top-tier
law firms during the post-PSLRA period, thereby undermining the goal of the PSLRA to invoke competition for law leading
counsel among law firms); cf. Stephen J. Choi, Do the Merits Matter Less after the Private Securities Litigation Reform Act? 23 J. L. Econ.
& Org. 598, 620-21 (2007) (illustrating that cases lacking hard evidence are more likely to be dismissed in the post-PSLRA
era); James D. Cox & Randall S. Thomas, Does the Plaintiff Matter? An Empirical Analysis of Lead Plaintiffs in Securities Class
Actions, 106 Colum. L. Rev. 1587, 1630-32 (2006) (indicating that the enactment of the lead plaintiff provision increased
settlement size); Johnson F. Marilyn; Karen K. Nelson & A. C. Pritchard, Do the Merits Matter More? The Impact of the Private
Securities Litigation Reform Act, 23 J. L. Econ. & Org. 627, 649 (2007) (claiming that the passage of the PSLRA to some extent
enhances the merits in the filing of complaints as well as the allegations).
Cf. Park, supra note 12, at 172-74 (outlining the disadvantages of the consolidated enforcement approach if the SEC were the
monopolistic regulatory enforcer).
Grundfest, supra note 18, at 976-98; cf. Seligman, supra note 18 (agreeing that the SEC has the authority to disimply the
private right of action, but arguing that the disimplying proposal has not presented persuasive evidence yet).
Alexander, supra note 12, at 1515-17. For more discussion of qui tam litigation, see Chapter 5, Part 3.3.
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actions.148 Professor Lin argues that the U.S. should adopt the Taiwanese nonprofit organization (NPO) model,
which substitutes a quasi-public NPO for private attorneys to initiate securities class action on behalf of aggrieved
shareholders.149
Finally, Professors Bratton and Watcher take a more lenient attitude towards eliminating securities class actions.
They allege that while it is unlikely to “disimply” the private cause of action entirely, the SEC could, however,
instead remove the FOTM presumption, thereby forcing shareholders to prove actual reliance on the companies’
statements. This, in turn, forces the SEC to take the lead in the prosecution of securities fraud cases. Such
increased SEC enforcement actions would require Congress to expand the SEC budget. However, in order to
minimize the uncertainty of Congressional approval, private shareholders can mitigate such Congressional uncertainty by creating a private alternative, where the company, itself, can mandate to assume (opt in) or disavow
(opt out) the FOTM presumption pursuant to a shareholder vote.150

4.1.2. Public Supervision Model
Rather than eliminate private causes of action and put all eggs in one public agency’s basket,151 this model
chooses a more private path by placing certain gatekeeping controls over private litigation in the hands of the
public agency by allowing for different levels of intervention.
In contrast to securities class actions, in which only persons suffered by fraud have standing to sue, some securities scholars propose an alternate hybrid model, which stems from public interest litigation, particularly in fraud
committed against the federal government—qui tam litigations. Qui Tam litigation authorizes any private citizen
(known as the “relator”), even without cognizable injury, to enforce public interest claims subject to government
intervention.152 For example, Professor Fisch suggests that in reference to securities complaints filed by the
relator, the government may choose from a range of options, either from taking over the litigation to declining
involvement to allow the relator to proceed on behalf of the government. If the suit is successful, the relator is
entitled to receive a substantial bounty from recovery as well as attorneys’ fees and costs.153
On the other hand, less government intervention and more private autonomy in qui tam suits allows the SEC to
review ex ante issues before filings of securities fraud actions, according to Professor Rose. Various factors, such
as investor protection, market efficiency and capital formation, all become part of the calculus of consideration
by the SEC to either approve the initiation of actions in furtherance of the public interest or to preclude securities
class actions.154 However, Professor Park doubts whether the SEC has the ability or resources to conduct this
ex ante screening task,155 thus he holds that the SEC may bring an ex post parallel filing at its discretion with
certain specific private actions, thus allowing the SEC strategic advantage to cherry-pick cases that fit within its
regulatory policy based upon a preview of the merit of cases.156
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Pritchard, supra note 23, at 983-96.
Lin, supra note 12. For a detailed discussion of the Taiwanese NPO model, see Chapter 4, Part 3.
Bratton & Wachter, supra note 24, at 165-67.
See Rose, Reforming, supra note 12, at 1359 (arguing that the abolishment of private right of action will be viewed as politically infeasible and granting oversight power to the SEC to control securities class actions will be an alternative to reform
aggressive private securities lawsuits).
See, e.g., Fisch, supra note 12, at 185; Geoffrey C. Rapp, Mutiny by the Bounties? The Attempt to Reform Wall Street by the New
Whistleblower Provisions of the Dodd-Frank Act, 2012 BYU L. Rev. 73 (2012); Rose, supra note 26 (adding the qui tam provision
to the SEC’s whistleblower program to replace FOTM suits); see also generally Julie Rose O’Sullivan, Private Justice and FCPA
Enforcement: Should the SEC Whistleblower Program Include a Qui Tam Provision, 53 Am. Crim. L. Rev. 67 (2016) (suggesting that
the qui tam provision can create the incentives for private sectors to aid the SEC’s whistleblower program in foreign corruption
prosecution).
Fisch, supra note 12, at 185-86.
Rose, Reforming, supra note 12, at 1354-55.
Park, supra note 12, at 175-76.
Id. at 180.
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At the first glance, it may appear that the public supervision model bears a striking resemblance to the Chinese
public regulatory regime, in which the CSRC or the procuratorate plays the gatekeeper role to control the floodgates of private litigation. However, the difference is obvious. The Chinese piggybacking prerequisite obligates
potential litigants to do nothing, but passively wait for public sanctions for any type of recourse. In other words,
there is no remedy if the CSRC fails to take any enforcement against wrongdoers. But in the public supervision
model, the potential plaintiffs retain the initiative to request for a SEC review and the right to challenge any
unfavorable decisions.

4.1.3. Public Compensation Model
In the wake of a series of accounting scandals in the early 2000s, Congress passed the Sarbanes-Oxley Act (SOX)
in 2002, which increased the oversight role of the board of directors and independence of auditors. Among other
things, it expanded the SEC’s authority to compensate defrauded investors out of a “Fair Fund” composed of
civil fines and disgorgement of illegal gains.157 Nonetheless, the public agency’s new compensatory role has not
received scholarly attention until recently.158
In general, the public compensation model, similar to the foregoing two models, can also range from the more
public to the more private ends of the spectrum. The most public approach may allow public compensation
programs to preclude later private actions from monetary relief.159 Next on the spectrum, issue preclusion,
while less aggressive than claim preclusion, holds that government litigation can have no claim preclusive effect
over private actions, but enables preclusive effect to similar issues in subsequent private lawsuits.160 Finally,
in contrast to the abovementioned approaches aiming at eliminating or reducing private causes of action, most
scholars treat public compensation programs as only a supplement to private enforcement actions.161
SEC’s compensatory role in creating Fair Fund programs is an accepted practice, however, commentators display
different levels of support for these programs. Professor Velikonja suggests that the Fair Fund provision should
expand its availability as a whole, since private securities suits fail to meet the compensatory goal of all damaged
parties equally.162 In contrast, Professor Winship contends that the SEC should limit the Fair Fund programs to
cases against non-issuers, where there may not be any available causes of action (e.g., aiders and abettors’ civil
liability) or are unpractical.163 Finally, rather than relying on the SEC to collect monetary relief, Professor Evans
proposes to create an investor compensation fund subject to the SEC oversight, which will impose premiums to
selling shareholders based upon a risk assessment of the transaction. This fund serves as a type of insurance plan
to compensate investor losses arising from securities fraud.164
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15 U.S.C. § 7246 (2012).
See Verity Winship, Fair Funds and the SEC’s Compensation of Injured Investors, 60 Fla. L. Rev. 1103, 1106 (2008). For a detailed discussion of the Fair Fund provision, see Chapter 5, Part 4.2.2.
In some areas of law enforcement, public compensation could preclude private actions by injured individuals, however, this
preclusive effect is not generally accepted in a securities context, see Cox, supra note 6, at 2336 n.131 (summarizing a variety
of scholarly works concerning whether public enforcement will preclude subsequent private actions from seeking monetary
relief, and quoting Professor’s Winship’s observation that preclusion does not apply to private actions following SEC enforcement); see also Clopton, supra note 28, at 300-02 (outlining different types of preclusion effects between public and private
enforcement).
See Erichson, supra note 5, at 6.
See, e.g., Lemos, supra note 7, at 488 (illustrating that public suits also seek damages for victims); Michael D. Sant’Ambrogio
& Adam S. Zimmerman, The Agency Class Action, 112 Colum. L. Rev. 1992, 2005-07 (2012) (noting that public agencies
commence actions on behalf of aggrieved individuals); Velikonja, supra note 33, at 338 (arguing that public compensation
could supplement the area where private suits cannot compensate); Verity Winship, Public Agencies and Investor Compensation:
Examples from the SEC and CFTC, 61 Admin. L. Rev. 137, 145-52 (2009) (discussing the compensatory mechanism of the SEC
and CFTC); Adam S. Zimmerman, Distributing Justice, 86 N.Y.U. L. Rev. 500, 527-39 (2011) (examining the trend how the
administrative agencies fulfill compensatory functions); cf. Winship, supra note 158, at 1131 (doubting whether the SEC is
able to supplement private enforcement with its limited resources).
Velikonja, supra note 33, at 394-95.
Winship, supra note 158, at 1131-44.
Alicia Davis Evans, The Investor Compensation Fund, 33 J. Corp. L. 223, 241-42 (2007). For a proposal to establish a securities
fraud insurance program in the Chinese securities market, see Chapter 5, Part 4.3.2.
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4.2. From China’s Perspective—Increased Private Autonomy in Securities Enforcement
The U.S. academic debate between the varying degrees of public-private proposals to curb frivolous private
actions, however, does not translate into the China model, as China retains fewer hybrid options under its
government-controlled securities regime. Most Chinese proposals can be broadly divided into two categories:
(1) A pro-private U.S.-style securities class action system,165 or (2) A pro-public Taiwanese-style NPO model.166
Although China aspires for more private mechanisms to discipline securities fraud, these considerations have
never justified the sacrifice of fundamental public controls. Efforts to expedite and efficiently deter securities
violations have been commendable. However, the State’s interest in the securities market must be tempered by
the recognition that certain institutions are essential to maintain political and social stability. Thus, this tension is
best illustrated by the 2015 draft amendments to the Chinese Securities Law (hereafter the Bill), in which China
adopted the Taiwanese NPO model (hereafter the Chinese NPO model) without dramatically altering its status quo.
While China’s only recourse is the Chinese NPO model, my analysis of several provisions with reference to the
investor protection amendment of the Bill found that the Chinese NPO model shares a strikingly similar, but
opposite pattern, to the U.S. hybrid models. As stated earlier, the U.S. hybrid model features three levels that
range from (a) Public predomination to (b) Pubic supervision to, lastly, (c) Public compensation in securities
enforcement. Therefore, I also have created three types of hybrid private enforcement models ranging from
(a) the quasi-public predomination model to (b) the quasi-public supervision model and (c) the quasi-public
compensation model to examine the converging trend between the U.S. and China in pursuit of public-private
coordinated enforcement actions.

4.2.1. Quasi-Public Predomination Model
Along the public-private spectrum, when comparing the most pubic Chinese end versus the most private U.S.
end, the Taiwanese NPO model falls in the middle, which stands at the nexus of government support and
securities industry participation, thereby bridging the gap between public and private enforcement.167 According
to the Taiwanese experience, the Securities and Futures Investor Protection Center (SFIPC), a quasi-public NPO,
was created by the Securities Investors and Futures Traders Protection Act (SIFTPA)168 to initiate securities class
actions on behalf of aggrieved shareholders.169 When examining the funding and organizational structure of the
SFIPC’s, hybrid features are illustrated by its contributions in funds from both the securities community and the
government.170 In addition, organizationally the SFIPC’s majority of directors and supervisors are controlled by
the government.171
More importantly, as an NPO, the SFIPC is prohibited from receiving reimbursement for litigation costs and
attorney’s fees from represented plaintiffs. Furthermore, recoveries derived from litigation must be distributed
to only those defrauded shareholders. In exchange, the SIFTPA demands from the government a number of
preferential benefits that include the release of excessive enforcement costs, such as putting a cap on court fees.172
In sum, the SFIPC acts as not only a leading plaintiff, but also as a pro bono law center. Due to these benefits,
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See, e.g., Sheng, supra note 107, at 114.
See generally Wang & Chen, supra note 12.
See id. at 119
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SIFTPA §§ 11, 15.
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almost all potential plaintiffs, in particular retail shareholders, would rather empower the SFIPC to file litigation
rather than hiring private attorneys as their representative. Thus, the Taiwanese NPO model has successfully
come to predominate the securities suit docket, as of today.173
Similar to the Taiwanese NPO model, Article 176 of the Bill authorizes a NPO sanctioned by the government
to initiate representative securities actions on behalf of aggrieved shareholders.174 If or when the Bill is passed,
it does not expressly establish which NPOs will be granted authority, although some current investor-service
SOEs by the CSRC—such as the Securities Investor Protection Fund Limited Liability Company (SIPFLLC)
and Zhongzheng Smaller Investor Service Center Co Ltd. —may become the first designated NPOs to engage
in shareholder lawsuits. As a result, in order for the Chinese NPO model to replace and dominate securities
protection litigation, the CSRC will grant the Chinese NPO a higher priority or advantages rather than the private
attorney community.175

4.2.2. Quasi-Public Supervision Model
As discussed earlier, the “piggybacking prerequisite” is being severely challenged, thus perhaps the Taiwanese
NPO model provides a possible alternative to help China shy away from the public pressure amounting from this
“piggybacking” requirement. Through operating under a board of directors controlled by the government or its
affiliated entities, the public agencies still retain a certain extent of supervision on the SFIPC’s litigation decision
process, including whether to initiate a securities class action, the scope of the defendants, and in what level of
intensity.
Taiwanese empirical studies, however, continue to demonstrate that SFIPC-led securities class actions still “piggyback” on administrative sanctions and criminal prosecution.176 While the “piggybacking” requirement originally aimed to grant the government control over the pace and depth of securities fraud litigation, in practice, the
Taiwanese NPO model confirms the status quo where the government still maintains the lead within securities
enforcement. The Chinese NPO will probably follow suit, where the Chinese NPO will fall back and allow the
CSRC to continue its role as “front-runner” in securities enforcement. Moreover, once the Chinese NPO model
is put into practice, in light of the Taiwanese experience, the aggrieved shareholders will continue to rely on the
quasi-public Chinese NPO rather than on the private sector due to limits in costs and resources. However, by
default, reliance upon government-controlled entities results from the shareholders’ voluntary empowerment of
these NPOs, instead of by public mandate. As a result, the government could replace its mandatory “piggybacking” requirement to ameliorate its reputation without losing substantial control. If or when the Chinese NPO
model begins its gatekeeper function over the floodgates of private securities suits, it may be time for China to
put the notorious “piggybacking prerequisite” on the shelf.177

4.2.3. Quasi-Public Compensation Model
In addition to becoming a predominate enforcer and effective gatekeeper, the Chinese NPO could also become
a potential compensator, similar, though markedly different, to the SEC Fair Fund programs. Article 173 of
the Bill reads that in the cases of securities fraud, certain secondary liable wrongdoers, including controlling
shareholders, actual controllers, sponsors or underwriters, in addition to the quasi-public Chinese NPO, may
settle with potential plaintiff investors and pay compensation in advance (xianqi peifu which I termed this practice
as “Advance Settlement”).178 After compensating investors, these settling institutions may seek “reimbursement”
173
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See Chapter 4, Part 2.1 note 39.
For a discussion of Article 176 of the Bill, see Chapter 4, Part 5.2.1.
For a discussion of how to allocate enforcement power between public and private sectors, see Chapter 5, Part 2.3.
See Chapter 4, Part 3.2.
For a discussion of how to establish a hybrid supervision model between public and private enforcers, see Chapter 5, Part 3.
For a discussion of the Advance Settlement provision, see Chapter 4, Part 5.2.2.
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from other liable wrongdoers,179 such as the issuing company, and other tortfeasors. However, it is worth noting
that this compensatory function is absent in the Taiwanese NPO model.
Prior to the Bill, in order to ease public pressure and social unrest arising from several large-scale securities fraud
cases, the CSRC’s “invisible hand” has already shaped the public character of the Advance Settlement practice
in certain fraudulent IPOs, where the sponsors, under the CSRC’s “political instruction,” established the special
funds to compensate aggrieved shareholders on behalf of their primary responsible clients—the issuing companies.180 Under these circumstances, the SIPFLLC, a Chinese NPO wholly owned by the CSRC, was appointed
as the administrator to distribute the funds to investors. Therefore, the biggest difference between the Advance
Settlement provision of the Bill and the previous Advance Settlements practice is turning the Chinese NPO from
a mere distributor into a deep-pocket compensator.
Due to government intervention in the private compensation system, the Chinese Advance Settlement program
bears certain similarity with the SEC Fair Fund provision. However, their differences are readily apparent. While
the SEC collects funds composed of civil penalties and illegal-gain disgorgements through official enforcement
actions subject to transparency and judicial review, once the SIPFLLC is appointed as the Chinese NPO to engage
in the Advance Settlement program, the CSRC, however, could skim monies from its collected “investor protection fund”,181 which is administered by the SIPFLLC and consists of approximately 20-billion-yuan (about USD 3
billion)182 to compensate shareholder losses in the form of “private” settlements. As a result, some commentators
propose less public dominated approaches—imitating the more transparent U.S. Fair Fund provision by remittance of disgorgements and civil penalties collected in public enforcement actions to enlarge the availability of
the investor protection fund administered by the SIPFLLC.183
In sum, compared to the Fair Fund program in which the SEC enforces securities fraud above board, the CSRC’s
role in the Advance Settlement program is elusive yet powerful, illustrating that its” invisible hand” is more
influential.

4.3. The Regulatory Implications of Hybrid Models
According to the strength of involvement, each hybrid model ranges on a scale of government intervention. Within
each model we further analyze public-private coordination from three dimensions: (1) The strongest—whether
the agency wields affirmative control over private actions; does it displace litigation by public enforcement or
initiate private actions via its own ally; (2) The middle—whether the agency has gatekeeping authority, ex ante
or ex post; does it passively watch the gate or actively intervene in private actions; (3) The weakest—whether
the agency engages in parallel compensation with private enforcers; does its enforcement preclude subsequent
private litigation or only serve as a supplement to private actions.
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To understand the nature of the “reimbursement” for different compensating institutions, see Chapter 5, Part 4.3.2 note 236.
For a discussion of the Advance Settlement practice (Pin An Case), see Chapter 4, Part 5.2.2.
Similar to other investor protection funds globally, the original function of the investor protection fund is to provide protection
for investors against failures of broker-dealers, however, the Bill desires to expand its coverage to shareholder losses arising
from securities fraud. For the analysis of the expansion of the investor protection fund, see Chapter 4, Part 5.3.2.
The investor protection fund has grown annually, however, the SIPFLCC has not updated the annual reports since 2012.
By the end of 2012, the present value of the investor protection fund was approximately 20.7 billion yuan (about USD 3.1
billion), see the SIPFLLC official website, available at https://www.sipf.com.cn:7002/NewCH/bhjj/02/69860.shtml.
See Zhang Chunli (张春丽), Lun Woguo Zhengquan QiZha Peichang Zeren Jizhi de Wanshan, 论我国证券欺诈赔偿责任机
制的完善 [Establishing An Optimal Securities-Fraud Compensation Liability Mechanism in China], Falu Kexue (法律科学) [Law
Science], no. 3, 2014, at 102. But see Tang Xin(汤欣) & Xie Rixi (谢日曦), Cong Hongliang Guoji An dao Zhengquan Minshi
Peichang, 从洪良国际案到证券民事赔偿 [Analyzing Securities Compensation through the Case of Hontex International Holdings
Co. Ltd.], Zhengquan Fayuan (证券法苑) [Securities. L. Rev.], no. 3, 2014, at 56 (arguing that the Chinese government-led
compensation model is not an optimal solution; the best alternative is to establish an active entrepreneurial litigation system
to protect investors). For a discussion of how to coordinate the public and private sectors to design an optimal compensation
regime, see Chapter 5, Part 4.
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The hierarchy represent the connection between the two major themes of this chapter: (1) The dynamic tools
that lay between public enforcement and private enforcement mechanisms, and (2) The growing debate between
convergence and divergence models within regulatory policies.
First, as discussed above, each type of model can be subdivided into several hybrid classes. Within these classes,
securities regulators or policymakers are able to maneuver across sections to fine-tune the range or degree of
public-private balance necessary within enforcement. For example, public predomination can be controlled by
the public regulating agency in accordance with the degree with which private enforcers are allowed to enter or
dominate the field, (i.e. selection to utilize either SROs or NPOs). As a result, the degree of public predomination
leads one to question the level of oversight necessary by the public supervision model through mechanisms such
as either (1) the “vetoing” or granting of “licenses” or (2) the issuing of legally binding or merely advisory opinions. Lastly, the public compensation model allows for a range of enforcement mechanisms by granting either
(1) a preclusive effect against subsequent private actions, thereby allowing the public agency to bear the burden
of compensating aggrieved litigants or (2) a conciliatory retreat to allow private enforcers to lead, thereby serving
as a supplement to private compensation only. Accordingly, the selection or combination of the varying three
approaches within the varying levels of hybridity, grants each jurisdiction the opportunity to reach an optimal
level of enforcement based upon its own circumstances, such as coordinating multi-enforcers’ specializations or
the comparative advantages of each market.

Most importantly, I argue that the above spectrum provides an innovative way to examine the legal evolution of
convergence. While most scholars focus on the divergence v. convergence debate within such areas as corporate
governance, financial disclosure systems, investor protection or securities enforcement intensity,184 they base
their observations on a presumption that the identical statutory systems will subsequently function differently
when placed in different legal environments.185 Like identical twins separated at birth, will different environments affect their ultimate outcome? By contrast, I believe that one needs to examine the debate from an entirely
different perspective. Rather than maintaining that the securities enforcement statutes are identical at birth; they
are siblings separated at birth, who come to find each other later in life. In other words, the two statues are not
presumed identical at conception and merely left to sink or swim in vastly different environment; but rather, the
statues are fundamentally different, but due to the convergence of the securities market globally, the independent
enforcement models must learn to cooperate or merge.
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See, e.g., Convergence and Persistence in Corporate Governance (Jeffrey N. Gordon & Mark J. Roe eds., 2004).
See Coffee, supra note 19, at 238-40 (suggesting that due to law enforcement environment, corporations would prefer to
list their stocks in the U.S. market rather than in the UK to gain the higher listing premiums; nevertheless, the differences
of substantive disclosure standards between the U.S. and the UK are trivial); Jackson, supra note 89, at 281 (arguing that de
jure convergence only asks for rough equivalence of regulatory efforts, but de facto convergence only occurs when different
jurisdictions rival each other in the level of enforcement costs).
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In sum, this chapter illustrates that the trend of convergence on securities enforcement seems to be occurring
between the top two largest securities markets in the world; however, convergence in enforcement system is
more difficult to measure than merely the integration of substantive rules due to the difficulty in determining the
relationship between them.186 Therefore, much investigation and evidence-based analysis over a considerable
period of time is still needed to verify the tendency and the degree of convergence of securities enforcement.

5. Conclusion
With reference to core variables of securities enforcement convergence, including the forces behind the convergence, the timing of its occurrence, and convergence limits, there still remains much more of the puzzle to solve.
Without a doubt, the worldwide integration of securities markets is too easy an answer to this question. Rather,
the answers are to numerous and complicated to count, which require much further research.
Although the U.S. and China appear to be moving towards each other from opposite ends along the public-private securities enforcement spectrum, I am neither suggesting that each securities enforcement model represents
the purest of either the public or private model, nor am I asserting that they are going to converge. However,
this chapter does provide for certain policy implications through an ingenious perspective of legal transition in
connection with the interplay of public and private securities enforcement, and methodologies for all jurisdictions, including China, to each establish their own optimal hybrid models according to the characteristics of their
securities markets.
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See Gerard Hertig, Convergence of Substantive Law and Convergence of Enforcement: A Comparison, in Gordon & Roe eds., supra
note 184, at 330 (dividing the convergence relationship between substantive laws and law enforcement into three categories:
correlation in which both converge simultaneously; causation referring to that the substance convergence leading to enforcement convergence; and irrelevance where they are independent of each other).
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CHAPTER 4
Saying Is One Thing; Doing Is Another?—Analyzing
the Chinese Nonprofit Organization Model in Investor
Protection Through the Taiwanese Experience
1. Introduction
In Chapter 3, I illustrate that it seems there are two ends of the securities enforcement model spectrum —one is
controlled by public agencies leading to an under-deterrence problem in China, whereas the other is a vigorous
“private attorney general” model, causing over-enforcement concern as in the U.S. To some extent, the models
have begun to merge across the spectrum, though the probability of their intersection is highly doubtful due to
a variety of path dependent reasons. In practice, while no one illustrates the purest ideals of either ends of the
spectrum, many nations fall within the range of models, some adopting more hybrid-public centric focus, while
others remain more hybrid-private focused models.1
While many nations are moving along the spectrum towards the common ground of increasing weak investor
protections and enhancing corporate governance, many East Asian countries, for example, balk at the thought
of adopting U.S. private focused controls, which many in Asian deem far too aggressive to the point of being
frivolous and threaten their national environments.2 Taiwan, Japan and South Korea adopted an intermediate
solution that has received no theoretical or empirical attention—the nonprofit organization (NPO) model to
supplement the state and the private sector in creating, maintaining, and supporting the institutional structures
necessary for an workable legal regime.3 While each country had adopted the East Asian NPO model, there are
significant variations in form and function due to path dependent variables within each nation.4
As noted in previous chapters, the pattern of reform in China has never completely transplanted the formal
business-related laws from Western jurisdictions to improve investor protection,5 however the judiciary has
1

2

3

4

5

See, e.g., Nidhi M. Geevarghese, A Shocking Loss of Investor Protection: The Implications of Morrison v. National Australia Bank,
6 Brook. J. Corp. Fin. & Com. L. 235, 257-58 (2011) (indicating that many countries differ from the U.S. entrepreneurial
litigation system in the adoption of procedural restrictions imposed by the public sector).
See Curtis J. Milhaupt, Nonprofit Organizations as Investor Protection: Economic Theory and Evidence from East Asia, 29 Yale J.
Int’l L. 169, 171 (2004); see also Richard A. Nagareda, Aggregate Litigation across the Atlantic and the Future of American Exceptionalism, 62 Vand. L. Rev. 1, 29 (2009) (arguing that European countries show no willingness to adopt the U.S.-style class
actions).
See Milhaupt, supra note 2, at 172 (suggesting that government-NPO partnership has the potential to supplement public
enforcement of corporate and securities laws); Ching-Ping Shao, Representative Litigations in Corporate and Securities Laws by
Government-Sanctioned Nonprofit Organizations: Lessons from Taiwan, 15 APLPJ 58, 7 (2013) (“in view of the public/private
approach, Taiwan’s NPO approach is certainly a hybrid one”); Wallace Wen-Yeu Wang & Jian-Lin Chen, Reforming China’s
Securities Civil Actions: Lessons from PSLRA Reform in the U.S. and Government-Sanctioned Non-Profit Enforcement in Taiwan, 21
Colum. J. Asian L. 115, 118 (2008); (indicating the Taiwanese NPO approach adopts a government-sanctioned NPO to fill
the gap of public goods that public enforcement fails to provide to the public).
The NPO experience in several East Asian countries, including South Korea, Taiwan, and Japan, differs from each other in
organizational structure. In South Korea, the People’s Solidarity for Participatory Democracy is a NPO run by voluntary
attorneys and other experts and self-funded by membership fees; the Taiwanese NPO is a quasi-public entity established
upon the cooperation of the government and the securities community; Japan’s Shareholder Ombudsman was founded as the
form of a limited liability company led by a group of elite attorneys, accountants and academics. See Milhaupt, supra note 2,
at 173-81, 192.
See Chapter 2, Part 1 notes 6-9 and accompanying text; see also Tianshu Zhou, Legal Regulation of China’s Securities Markets:
Recent Improvements and Competing Advantages, in Economics and Regulation in China 63, 67-69 (Michael Faure & Guangdong
Xu eds., 2014) (listing a comprehensive table to demonstrate that China has adopted nearly all international standards of
minority shareholder protection).
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provided increasingly credible commitments with respect to corporate governance, although the institutions
do not closely resemble those of Western courts.6 In addition, since 2003 the Chinese Supreme People’s Court
(SPC) lifted the ban for aggrieved shareholders to pursue compensation arising from misrepresentation cases, and
also broadened their jurisprudence relating to their interpretations to cause of actions such as insider trading,
market manipulation.7 However, one of the most salient endeavors to reform securities enforcement could be
found from the attitudes of political leaders, which is particularly notable in view of China’s top-down securities
market.8
Such a change in attitude can be illustrated by Mr. Gang Xiao, former chairman of China Securities Regulatory
Commission (CSRC), who in a 2013 speech, specifically recommended the adoption of the Taiwanese NPO
model found in the Securities and Futures Investors Protection Center (SFIPC), which allowed for this government-sanctioned NPO to initiate “public interest litigation” on behalf of aggrieved investors who suffered from
securities fraud.9 The commitment to such reform went beyond lip-service when in April, 2015, Arts. 167 to
176 aimed to amend the Chinese Securities Law,10 which authorized the NPO sanctioned by the CSRC to initiate
securities fraud suits on behalf of shareholders or derivative suits for stockholders against corporate fiduciaries
(hereafter the Chinese NPO model).
Furthermore, in 2012, prior to Xiao’s speech and the latest Securities Law amendments, China paved the way for
the Chinese NPO model by revising the Civil Procedure Law (CPL) to provide a legal basis for public interest litigation, primarily in the areas related to “pollution to the environment” and “damage to the legitimate rights and
interests of consumers”.11 Therefore, this series of legal proposals for reconstructing China’s securities litigation
landscape not only shed light on the future legal transplantation of China’s public/private hybrid enforcement
of securities fraud, but also reflects China’s concerns related to its unique sociopolitical and socioeconomic legal
culture, which makes it very unlikely for the U.S. enforcement model, which is driven by private interests such
as securities class action, to become one of the possible options for securities enforcement approaches.
As many commentators state, the transplanting of foreign legal systems often fails to function as expected owing
to unexpected local conditions.12 Although China shares a Confucian heritage with Taiwan and other East
Asian countries, the cultural, social, political, and economic changes resulting from the 1949 separation between
Taiwan and China allowed for distinct environments that remain disparate. Moreover, while Taiwan developed
6
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See Nicholas C. Howson, The Doctrine That Dared Not Speak Its Name: Anglo-American Fiduciary Duties in China’s 2005 Company
Law and Case Law Imitations of Prior Convergence, in Transforming Corporate Governance in East Asia 213 (Hideki Kanda,
Kon-Sik Kim & Curtis J. Milhaupt eds., 2008) (observing that the Western fiduciary duty principle has been applied by the
Chinese judges long prior to its formal adoption in the 2005 Chinese Company Law).
See Chapter 2, Part 3.1.
See generally William T. Allen & Han Shen, Assessing China’s Top-Down Securities Market, in Capitalizing China 149 (Joseph P.H.
Fan & Randall Morck eds., 2012).
Xiao Gang (肖钢), Zhengquan Fa de Fali yu Luoji—Xiao Gang Zhuxi zai Disijie “Shang Zheng Fazhi Luntan ”Shang de Yanjiang (证
券法的法理与逻辑—肖钢主席在第四届”上证法治论坛”上的演讲) [ The CSRC Chairman, Gang Xao, delivered a speech
regarding the Legal Principles and Logics of Securities Law at the “4th Legal Forum of the Shanghai Stock Exchange”] (Nov. 28,
2013), available at http://www.csrc.gov.cn/pub/newsite/tzzbhj/tbgzdt/tbgzyw/201312/t20131218_240026.html.
Zhengquan Fa (证券法) [Securities Law] (promulgated by the Standing Comm. Nat’l People’s Cong., Dec. 29, 1998, effective
Jul. 1, 1999, as amended Aug. 31, 2014) (China) (hereafter the Chinese Securities Law).
Minshi Susong Fa (民事诉讼法) [Civil Procedure Law] (promulgated by the Standing Comm. Nat’l People’s Cong., and
effective Apr. 9, 1991, as amended Aug. 31, 2012) (China) § 55; see also Richard W. Wigley, Trends in Class Action-Type Public
Interest Litigation in China, King & Wood Mallesons (May 29, 2015), available at http://www.chinalawinsight.com/2015/05/
articles/intellectual-property/trends-in-class-action-type-public-interest-litigation-in-china/.
See, e.g., Daniel Berkowitz et al., The Transplant Effect, 51 Am. J. Comp. L. 163, 188 (2003) (arguing that an effective legal
transplantation should adapt the transplanted laws to local conditions, thereby increasing the familiarity of the laws prior
to its formal introduction); John Gillespie, Transplanted Company Law: An Ideological and Cultural Analysis of Market-Entry in
Vietnam, 51 Int’l & Comp. L.Q. 641, 645-46 (2002) (suggesting that host countries should take several elements, including
legal ideology, institutional variance, and special interest groups, into consideration of foreign law transplantation).
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along a much more Western-style rule of law regime, Chinese financial development has been described as an
engaging enigma, with a patchwork of her own path-dependent trajectories from socialism to subordination of
rule of law to Confucian principles,13 which all combine to refute the generally-accepted norms that are preconditioned for economic growth or a legal system that provides secure property and contract rights.14
With reference to the Taiwanese NPO legal transplant model, many commentators speak to its leniency in not
disrupting or causing dramatic changes to the current Chinese legal framework, thereby supplementing and
filling the gap between public and private enforcement in China, as well as other foreign stock exchanges where
Chinese issuers trade.15 Nonetheless, due to the varying path dependencies within China, in addition to the
unsatisfactory performance of the NPO experience in Taiwan, this chapter argues that the proposed Chinese
NPO model is far from an ideal approach, but rather just a wolf in sheep’s clothing. While the implementation
aims to appear as an optimal intermediary solution to police rampant securities fraud in China’s market with
more private participation, the opposite is more likely to occur, in that public entities gain more access and
control from behind this intermediary facade.
The advent of transplanting the Taiwanese NPO model leads to a series of questions: What exactly is the Taiwanese NPO model? Why did Taiwan adopt the NPO model to protect shareholders? What is the efficacy of
Taiwanese’s NPO model, which has been in practice for almost twenty years? Whether this NPO model could
be transplanted successfully to China under the state-centered securities market as well as the authoritarian
environment unfavorable to NPO development? In order to answer these questions, this chapter is organized as
following: Part 2 discusses the development of the Taiwanese NPO model and provides a detailed analysis of how
the NPO model is empowered to bring representative litigation according to Taiwan’s corporate and securities laws.
Part 3 critically evaluates the performance of the Taiwanese NPO model including its advantages and limitations
on its securities enforcement, this part also criticizes the current framework, as not bringing about more innovative and meritorious actions due to its mismatched relationship between public and private enforcement. Part 4
discusses the evolution of NPOs under China’s interventionist, autocratic regime and portends the demise of the
proposed Taiwanese NPO model based upon China’s disingenuous mask towards the grassroots NPO structure.
Part 5 introduces the proposed framework for the Chinese NPO model in the latest amendments to the Chinese
Securities Law. Although at first blush the Chinese NPO model appears similar to that in Taiwan, however, the
Chinese NPO model has adopted certain distinct U.S.-style class action mechanisms that make it anathema to not
only the Chinese legal system, but also throughout the world. Finally, Part 6 draws a brief conclusion.
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See Gil Lan, Insights from China for the United States: Shadow Banking, Economic Development, and Financial Systems, 12 Berkeley
Bus. L.J. 144, 183 (2015); see also Lawrence S. Liu, Law and Political Economy of Capital Market Regulation in the Republic of
China on Taiwan, 28 Law & Pol’y Int’l Bus. 813, 856 (1997) (suggesting that Confucian tradition may be an impediment to
Taiwan’s financial development).
See, e.g., Robert Cooter & Hans-Bernd Schäfer, Solomon’s Knot: How Law Can End The Poverty of Nations 37 (2012)
(arguing that China protects most property rights and contracts by administrative sanctions, however, China’s bureaucracy
enforces these rights much worse than its neighboring countries, such as Japan and Singapore by their court systems); Kenneth W. Dam, The Law-Growth Nexus: The Rule of Law and Economic Development 232 (2006) (suggesting that the Chinese
rapid economic growth calls doubt into whether rule of law must precede economic development); Gil Lan, American Legal
Realism Goes to China: The China Puzzle and Law Reform, 51 Am. Bus. L.J. 365 (2014) (viewing the property rights in China
as an interaction between societal relationships and politically constructed norms rather than formal rights held by private
parties); Michael Trebilcock & Jing Leng, The Role of Formal Contract Law and Enforcement in Economic Development, 92 Va.
L. Rev. 1554-59 (2006) (providing alternative arguments to explain how the Chinese business society honors property rights
and contracts in the absence of a consistent law enforcement mechanism).
See Yu-Hsin Lin, Modeling Securities Class Actions Outside the United States: The Role of Nonprofits in the Case of Taiwan, 4 N.Y.U.
J.L. & Bus. 143, 148 (2007); Milhaupt, supra note 2, at 204; Wang & Chen, supra note 3, at 158.

Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

63

2. The Background of the Taiwanese NPO Model for Investor Protection
2.1. The Development of the Taiwanese NPO Model
The historical background of the Taiwanese NPO model for investor protection can be traced back to the early
1980s.16 The Securities and Futures Institute (SFI) was established with an endorsement by the then Taiwan’s
securities authority, the Securities and Futures Bureau (SFB) under the Ministry of Finance of Taiwan in 1984.17
The original funding of the SFI was financed by a special assessment on the securities trading commission
with charges collected from the Taiwan Stock Exchange, fourteen securities brokerage firms and fourteen banks
offering brokerage services.18 However, at first, the SFI’s establishing objectives aimed to educate the public
by promoting the sound development of securities and futures markets through research, advancing corporate
governance and training of financial professionals. None of which pertained to initiating civil lawsuits on behalf
of investors.19 The moniker of the SFI would appear to represent an NPO, however, in actuality it serves as a
government-sanctioned institute, which represents an ingenious partnership between the public and private
sectors, rather than a government and nonprofit partnership.20 At present, the SFI still receives SFB’s grants and
directives to carry out financial market studies, personal training and investor education.21
The development of the Taiwanese NPO model for investor protection follows the history of financial crises,
which mark the stages of its transformation. In the wake of financial crisis during the late 1990s, the Taiwanese
NPO model moved from purely educating the public to the next stage—serving as the plaintiff shareholder, who
bore the cost of litigation. Although Taiwan’s economy had undergone a successful recovery from the shock of
the Asian financial distress in 1998, however, approximately forty-four public companies in Taiwan experienced
mismanagement scandals. This period of distress initiated the demand for better protection by dispersed and
unsophisticated investors, who were incapable of initiating lawsuits against companies involved in securities
fraud.22
As a result, in 1998, the Investor Services Center (ISC) was established under the SFI to coordinate claims against
public companies on behalf of individual investors.23 By purchasing one trading unit of shares (1,000 shares) of
each publicly listed company, the ISC acquired the standing to bring civil lawsuits, thereby functioning similar
to a public-interest law firm.24 As a shareholder, the SFI could do more than its original non-enforcement
mission, where the SFI not only participated in shareholders meeting, but also particularly in time of financial
crisis or when issuing substantial new shares. In addition, by retaining a shareholder’s interest, the SFI could also
actively engaged in enforcement activities with the SFB’s permission, including executing disgorgement rights for

16

See Lawrence S. Liu, The Merits of Shareholders Collective Actions (Class Action Suits) in Chinese Taipei, in Enforcement of CorpoGovernance in Asia: The Unfinished Agenda 25 (OECD publishing, 2007), available at http://0-dx.doi.org.gull.georgetown.edu/10.1787/9789264035607-en.
The SFB was known at that time as the securities regulator under the Ministry of Finance of Taiwan, and its name was
changed to the Securities and Futures Commission (SFC) in 1981. In order to integrate multiple regulators in different
financial sectors, including banking, securities, and insurance, into the “single-regulator” model, the Financial Supervisory
Commission (FSC) was established in 2004, which serves as the unified authority responsible for development, supervision,
regulation, and examination of financial markets and financial service enterprises in Taiwan. Subsequently, the SFC was
reorganized as one of the bureaus governing securities business under the FSC.
See SFI Annual Report 9 (2005), available at www.sfi.org.tw.
See SFI Annual Report 39-40 (2013), available at www.sfi.org.tw.
See Milhaupt, supra note 2, at 195; Shao, supra note 3, at 78.
See Liu, supra note 16.
See Lin, supra note 15, at 165-66.
See, e.g., Andrew Jen-Guang Lin, The Challenges and Contemporary Issues of Taiwan’s Investor Protection System: A Model to Learn
or to Avoid, 11 NTU L. Rev. 129, 141-42 (2016).
See Liu, supra note 16; Shao, supra note 3, at 90.
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short-swing profits pursuant to Taiwan’s Company Law and acting as an agent in de facto class actions.25 In all
cases, the court cost and lawyer’s fees are financed by the SFI’s. In other words, the SFI’s contributors, including
both the public agency and private sectors, are willing to cosponsor the cost of private enforcement.26
Yet, the protection mechanisms continue its transformation and march from the former SFI to the newly created
the SFIPC, enacted by the Securities Investors and Futures Traders Protection Act (SIFTPA), which became
effective on January 1, 2003.27 This metamorphosis occurred against the backdrop of a series of global corporate
scandals, such as Enron and WorldCom in the U.S., together with the corporate shenanigans that occurred
in Taiwan during the early 2000s.28 The latest development of the Taiwanese NPO in the investor protection
context occurred in the wake of the Lehman structured notes fiasco in 2008, while it was assumed that the
SFIPC would bring class actions on behalf of investors who purchased the structured notes, however, the SFIPC
decided not to take actions in the end recognizing that the notes were not “securities,” 29 pursuant to the Taiwan’s
Securities and Exchange Act (SEA).30 As a result, the Financial Consumer Protection Act (FCPA) was passed in
2011 as a response to fill the gap between the definition of qualifying and non-qualifying financial instruments.31
Although the FCPA provides financial consumers with a variety of protection mechanisms, among others, to
establish the Financial Ombudsman Institution (FOI) as a unified forum to resolve dispute between investors
and financial institutions via mediation,32 the FOI has no legal authority to bring litigations on behalf of investors.
Pursuant to the SIFTPA, the newly government-sanctioned SFIPC was to provide consultations on the trading
of securities and futures; mediation of disputes arising from the trading of securities and futures; and litigation
services on behalf of investors.33 In addition, the SFIPC manages a investor protection fund to compensate investors if a securities or commodities firm is unable to do so due to financial difficulties and to defray the expenses
that accrue from the litigation or arbitration brought by the SFIPC.34 With respect to private actions instituted by
the SFIPC, there are two forms of potential litigation, class actions or derivative lawsuits. In terms of class action
lawsuits, all of the investors who want to opt into the class must delegate their right to sue to the SFIPC and then
become nominal plaintiffs who have no control over the suit.35 With reference to a derivative lawsuit, the SFIPC
can bring representative litigation on behalf of the victimized corporation. In all of the cases, the SFIPC acts as
a public law firm, where all cases are tried by its staff attorneys. As a result, the SFIPC plays dual roles as both a
lead plaintiff and the class counsel. According to the SFIPC’s 2015 annual report, its administrative department
is staffed with thirty-two full-time employees, and its legal service department is staffed with twenty-three fulltime employees, and most SFIPC’s employees are college educated or with further graduate degrees.36 However
in view of the complexities of securities cases, in juxtaposition against the vast resources of the defendant companies, the understaffing faced by many government agencies is even more apparent in the SFIPC.
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See Lin, supra note 15, at 141-42.
See Liu, supra note 16; Milhaupt, supra note 2, at 178.
Zhengquan Touziren ji Qihuo Jiaoyiren Baohu Fa (證券投資人及期貨交易人保護法) [Securities Investors and Futures
Traders Protection Act] (promulgated Jul. 17, 2002, effective Jan. 1, 2003, as amended Feb. 4, 2015) (Taiwan) (hereafter the
SIFTPA) § 5.
See Shao, supra note 3, at 70.
To understand why the Taiwanese court system did not treat offshore structured notes as “securities”, see generally Christopher
Chao-Hung Chen, Judicial Inactivitism in Protecting Financial Consumer against Predatory Sale of Retail Structured Products: A
Reflection from Retail Structured Notes Lawsuits in Taiwan, 27 Colum. J. Asian L. 165 (2014).
Zhengquan Jiaoyi Fa (證券交易法) [Securities and Exchange Act] (promulgated and effective Apr. 30, 1968, as amended
Dec. 7, 2016) (Taiwan) §6, which states that the term “securities” basically refers to government bonds, corporate stocks and
bonds, and other securities approved by the Competent Authority.
Jinrong Xiaofeizhe Baohu Fa (金融消費者保護法)[Financial Consumer Protection Act] (promulgated Jun. 29, 2011, effective
Dec. 31, 2011, as amended Dec. 28, 2016, effective Feb. 10, 2017) (Taiwan).
Id. § 13.
SIFTPA § 17.
SIFTPA §§ 20, 21.
To understand how the SFIPC differs from its predecessor, the SFI, in the types of class actions, see Lin, supra note 23, 142-43.
See SFIPC Annual Report 11 (2015), available at www.sfipc.org.tw.
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Similar to its predecessor, the SFIPC is financed by public and private sectors including the Taiwan Stock Exchange, Taiwan Futures Exchange, GreTai Securities Market, Taiwan Securities Central Depository, the Taiwanese Securities Association, Securities Investment Trust and Consulting Association of Republic of China,
Taipei Futures Association, Fuhwa Securities, Global Securities Finance, Fubon Securities, and Entie Securities.37
Moreover, the SIFTPA requires ongoing contributions to the investor protection fund from securities firms,
futures firms, Taiwan Stock Exchange, Taiwan Futures Exchange, and GreTai Securities Market on a monthly
basis.38 Since its inception, the SFIPC has dramatically changed the ecology of shareholder action by a de factor
monopoly over securities class actions and derivative suits due to its advantageous position granted by the state.39

2.2. The Rationale for Adopting a Government-Sanctioned NPO
Taiwan’s continuing efforts to apply the NPO model to protect investors has sparked discussion among academia,
where many scholars have proposed a number of theories to address this puzzle. One of the most intuitive
reasons is the NPO model can relieve individual shareholders of collective action/free rider problems commonly
occurred in sophisticated and costly securities-related lawsuits,40 especially in a securities market filled with
dispersed individual shareholders each owing a small percentage of a company’s stocks. The cost to pursue a
securities fraud claim will likely exceed the value of the typical individual stake in a public company, therefore
the cost benefit analysis does not justify an individual shareholder to pay for litigating a claim.41 However, the
NPO model is just one of the possible solutions to collective action problems, a variety of other devices such as
the U.S.-style class action aims to address this issue as well.42
The collective action theory only partially explains the rationale behind the Taiwanese NPO model, however it
still helps to shed light on the government/market or contract mechanisms failure to respond to the supply of
public goods.43 While many scholars have proposed other NPO theories to explain the rise of the Taiwanese NPO
model for protecting investor, however, none can fully resolve this puzzle and garner universal support.44 In this
section, I chose to discuss the two earliest and most dominant NPO theories—the government and market failure
37
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See the SFIPC official website, available at www.sfipc.org.tw; see also SIFTPA § 7.
SIFTPA § 18.
See Lin, supra note 15, at 169.
See SFIPC Annual Report 4 (2014), available at www.sfipc.org.tw; see also Paul Michael Jindra, Securities Fraud in Singapore:
China and the Challenge of Deterrence, 51 Colum. J. Transnat’l L. 120, 169 (2012).
See Christopher R. Leslie, The Significance of Silence: Collective Action Problems and Class Action Settlements, 59 Fla. L. Rev. 71,
74 (2007).
See, e.g., Janet Cooper Alexander, Do the Merits Matter: A Study of Settlements in Securities Class Actions, 43 Stan. L. Rev. 497,
535 (1991) (noting that the class action device makes private enforcement economically feasible by allowing a large number
of retail shareholders to aggregate their claims); Leslie, id. at 74-77 (arguing that class actions not only address collective action problem but also put great pressure on the defendant); Jonathan R. Macey & Geoffrey P. Miller, The Plaintiffs’ Attorney’s
Role in Class Action and Derivative Litigation: Economic Analysis and Recommendations for Reform, 58 U. Chi. L. Rev. 1, 8 (1991)
(indicating that class actions serve as a tool to organize a large number of dispersed individuals in any common project,
thereby overcoming the collective action problem).
In economics, public goods must have two distinct characteristics. One is indivisibility in which the cost of providing the
good to one person is equal to the cost of providing the same benefit to the public; the other is non-excludability where one
person’s consumption of the good cannot exclude others from enjoying it at the same time. See Henry B. Hansmann, The
Role of Nonprofit Enterprise, 89 Yale L.J. 835, 848 (1980). As many commentators recognize corporate and securities law
enforcement as a kind of public good because it fits into the foregoing attributes of public good: indivisibility and non-excludability. See Lin, supra note 15, at 186; Milhaupt, supra note 2, at 181-84.
See Lin, supra note 15, at 187-89 (adopting Lester Salmon’s “voluntary failure theory” in which the government subsidizes
the nonprofit sector, while the nonprofit sector fails to provide adequate levels of public goods or services. However, the
Taiwanese government does not finance the SFIPC directly, but rather mandates the securities industry to contribute the
funding of the SFIPC); Milhaupt, supra note 2, at 172-73 (outlining several theories to explain the emergence of the NPO
model for investor protection in East Asia, but arguing that all these theories fall short of a fully account of NPOs adoption in
securities law enforcement context); Shao, supra note 3, at 78-79 (analyzing the emergence of the Taiwanese NPO through
public choice theory in which the Taiwanese SFIPC is an imperfect but acceptable political compromise between different
interest groups and the government).
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theory and the contract failure theory—both of which highlight that nonprofit action is a product of certain
failures on the part of either the market, government or contract to meet demand.45 However, by virtue of the
historical development of the Taiwanese NPO model discussed in Part 2.1, I conclude this section by introducing
another theory—the path dependence theory— that has received little to no attention in the academic world.
First, the government and market failure theory posits that significant market failures by voluntary sectors to
manage public goods are the only mechanism that beckon government intervention.46 However, the government’s role to find the greatest and least common denominator naturally leads to classes of unmet needs.47 Thus,
the NPO model is only able to meet the needs of a narrow margin, rather than a greater majority.48 Yet, the
majority aims to fit the margin to take advantage of the ever-present free-rider problem in the regulation of this
public good. Owing to its non-distribution constraint, NPOs may have better access to localized information to
fill the void of public goods which the market and government fail to provide.49 However, this theory falls short
of explaining the SFI or SFIPC as a product of market and government failures. In actuality, either the SFI or the
SFIPC was supported and considerably controlled by the government to serve as a tool to provide public goods
of securities law enforcement. Simply put, government failure is not present here.50 Instead, the emergence of
the Taiwanese NPO model is a form of governmental intervention to avoid or ameliorate catastrophes when the
market fails to provide privatized services.
Alternatively, a particular type of market failure, the contract failure theory, specifically focuses on the inability
to monitor for-profit producers to supply goods and services according to their contractual commitment because
consumers may be incapable of accurately evaluating the quality and price of goods or services provided or
delivered.51 In the context of public goods and services, however, due to their indivisibility and non-excludability, consumers only know what quality of goods or services is being provided, yet remain unaware of their
exact contribution to its costs.52 Furthermore, public goods require the separation of purchasers and recipients
of public goods and services, thus blinding the purchaser from the condition or utility of the goods or services
performed.53 As a result, the NPO model is barred from distributing its net earnings, bridging the information
asymmetry and trust problems, thus marking it a more reliable model due to eradicated incentives to exploit the
consumer.
Based upon the contract failure theory, Professor Milhaupt suggests the Taiwanese NPO model presents a “layer
of insulation” from the government and its enforcement problems by use of its novel position to deal with
information asymmetry and mitigate trust problems, thereby providing the government more leeway to expand
its enforcement efforts by cooperation with the NPO and obtaining funding from private sectors.54 However, as
noted earlier, the driving force behind the SFIPC is the government instead of the purchasers of public goods,
such as the stock exchange and brokerage firms, thus they are mandated to provide public goods to investors
by the SIFTPA, rather than by mechanisms of contract or market.55 Hence, some scholars commented that it
45
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See Peter Frumkin, On Being Nonprofit: A Conceptual and Policy Primer 70 (2002).
See Burton A. Weisbrod, The Nonprofit Economy 20 (1988) (noting that the government can fix the market failure through
a number of regulatory tools, such as tax policy); see also Stephen J. Choi, A Framework for the Regulation of Securities Market
Intermediaries, 1 Berkeley Bus. L.J. 45, 48 (2004) (arguing that different types of market failure require varying levels of government intervention, but policymakers should seek a less intrusive way to address the failure).
See Weisbrod, supra note 46, at 25 (arguing that the government cannot meet diverse demand of public needs).
See Lin, supra note 15, at 184.
See Weisbrod, supra note 46, at 23-27; see also Milhaupt, supra note 2, at 172.
See Lin, supra note 15, at 184; Shao, supra note 3, at 75.
See Hansmann, supra note 43, at 843-45.
See id. at 851.
See id. at 846-47 (taking charity for example, there is no accessible information for donors to monitor the quality of goods
or services provided to donees, if charity organizations can retain and distribute profit, they may have strong incentives to
skimp on the services, or even ignore to perform the duties entirely).
See Milhaupt, supra note 2, at 196.
See Lin, supra note 15 at 186.
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is difficult to measure the difference between market participants who trust in the “NPO form” and those who
trust in the “government,” thus the Taiwanese NPO model cannot be wholly reconciled with the contract failure
theory.56
It is obvious that none of the aforementioned NPO theories conform to the Taiwanese NPO model, thus necessitating a further review of Taiwan’s unique history to find its own path dependent model. Instead of focusing
on the “volunteerism” attribute without legal recognition,57 this chapter argues that the Taiwanese NPOs for
investor protection have historically never been truly voluntary sectors organized by private donors or interest
groups, but rather authorized as state actors. As a result, it is through this path dependence perspective that the
Taiwanese NPO model is able to act as both sword and shield and shed light on the government’s choice to build
a quasi-enforcement mechanism to address, not only impractical or inappropriate disputes, but also attempt to
handle a larger legal framework, which include mass tort claims, such as investor and consumer protection,58 to
cross-strait relationship between Taiwan and China.59
The path dependence theory is built around the idea that at crucial choice points certain directions of development were established that excluded other areas of development over long periods of time.60 While traditions
have developed throughout history, the reliance on path dependency as a bulwark to justify reliance on the
present status-quo is not justified. In other words, it illustrates that once a country or region has started down a
track, it becomes difficult to reverse its initial course due to potentially high transaction costs, which then leads
to the formation of institutions or structures that tend to entrench the status-quo.61 In the context of mass torts
litigation involving securities fraud, cultural and historical factors of the Taiwanese NPO model reflects this
path dependence, where Taiwan’s history of paternalistic regimes lead to a hierarchical society, which develop
its own particular norms to address grievances. This path dependence, however, impedes and undermine the
transplantation of new rules from another jurisdictions or through the convergence of legal frameworks.62
As illustrated in Part 2.1, a series of financial crises from 1998 to 2008 has lead Taiwanese retail investors to
historically prefer help from organizations sanctioned by the government due to the high legal hurdles in contrast
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See Shao, supra note 3, at 77.
See Frumkin, supra note 45, at 14 (indicating the term of “voluntary sector” ignores a growing trend of professional nonprofit
activity where more and more NPOs receive funding from the government through contracts and replace amateur volunteers
with professional experts).
Prior to the emergence of the SFIPC, the quasi-public NPO model has also been applied to consumer protection area. The
Consumer Foundation was established under the authorization of the Taiwanese Congress in 1980, which has assisted the state
in enforcing consumer protection laws, including filing class actions for damages or losses incurred by the general public
who had consumed harmful products. See generally Carol T. Juang, The Taiwan Consumer Protection Law: Attempt to Protect
Consumers Proves Ineffective, 6 Pac. Rim L. & Pol’y J. 219 (1997).
Due to the needs to handle the cross-strait relationship, both Taiwan and China adopt an quasi-official organization as the
substitute for the government to deal with technical or business affairs, thereby avoiding “official” contact. Against this backdrop, the Taiwanese Straits Exchange Foundation (SEF) was established and funded by the government and private sectors in
1991. See the SEF official website, available at www.sef.org.tw.
See James Mahoney, The Legacies of Liberalism: Path Dependence and Political Regimes in Central America 264 (2003).
See Douglass C. North, Institutions, Institutional Change and Economic Performance 92-104 (1990); see also Ronald J. Gilson,
Corporate Governance and Economic Efficiency: When Do Institutions Matter, 74 Wash. U. L. Q. 327, 329-30 (1996) (suggesting
that certain initial conditions determined by fortuitous events make it extremely difficult for any system to deviate from its
original path, notwithstanding these path-dependent factors are non-economic or inefficient).
See generally Lucian A. Bebchuk & Mark J. Roe, A Theory of Path Dependence in Corporate Ownership and Governance, 52 Stan.
L. Rev. 127 (1999) (indicating that the form of corporate ownership in a country depends on the pattern it had developed
earlier and persists in that path, even its economy has become similar to other countries); Stephen J. Choi, Law, Finance, and
Path Dependence: Developing Strong Securities Markets, 80 Tex. L. Rev. 1657, 1726 (2002) (claiming that it is futile to transplant
the U.S.-style laws into another country without taking cultural background and legal structure into account); Amir N. Licht,
The Mother of All Path Dependencies toward a Cross-Cultural Theory of Corporate Governance Systems, 26 Del. J. Corp. L. 147 (2001)
(arguing that a nation’s culture is the aggregation of all path dependences that casually shapes the corporate governance
development).
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to the low costs of appealing to sense of authority.63 This cultural deference to a higher authority plays right into
the state’s ambition to preserve its prosecutorial discretion in initiating class actions via the NPO to control mass
tort disputes or serious social unrest or damages to the country’s economy.64 The ability of the government to
directly intervene, in essence, reveals the state’s desire to protect its own interest in the disguise of a falsely altruistic NPO model, by manipulating funds and controlling the number of securities class actions. The government
appears as the benefactor, taking credit for protecting investors, while also avoiding congressional oversight of
the organizational structure and personnel management. As a result, the overwhelming cost of “rule of law”
reform to eliminate litigation barriers is highly unlikely. Attempt at Taiwan securities litigation reform will fail,
as the government has no incentive to change and will resist the transformation—thus maintaining its status quo.
Clearly, Taiwan’s history of path dependence sheds light as to why China is eager to follow Taiwan’s NPO model.

3. The Characteristics and Performance of the Taiwanese NPO model
3.1. The Structure and Functions of the SFIPC
Pursuant to the SIFTPA, Taiwan’s regulator of financial activities, the FSC has the right to monitor the business
and operations of the SFIPC and appoint the board of directors and supervisors.65 The FSC can also order the
SFIPC to amend articles of corporation, operating rules, or resolutions, and to conduct inspections of the SFIPC
when it sees fit to protect securities and futures investors.66 The contribution to and utilization of the protection
fund are also within the purview of the FSC.67 Furthermore, in the case of rules violations or refusing to obey
FSC orders, the FSC has the right to discharge directors, supervisors, managers, employees or mediation committee members.68 As a result, Taiwan apparently follows the government-led model under which the central
government maintains significant control over securities market regulation and leaves limited leeway to private
institutions.69 According to resolutions made by the government-controlled board of directors, the SFIPC can
decide whether or not to initiate the following actions.70

3.1.1. Securities Law Enforcement
The principal duty of the SFIPC is to bring securities class actions on behalf of aggrieved shareholders. But it
is worth noting that the structure and procedure of class action filed by the SFIPC are different from the class
action provisions in Taiwan’s Code of Civil Procedure (CCP),71 but rather very similar to those in the Consumer
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See Jing-Huey Shao, State Power in Disguise—Addressing Catastrophic Mass Torts in the United States, China, and Taiwan, 24 Tul.
J. Int’l & Comp. L. 175, 198 (2015).
See Id. at 198-99.
SIFTPA §§ 11, 15. In practice, the SFIPC’s board is heavily dominated by retired or former government officials, see Wang &
Chen, supra note 3, at 144.
SIFTPA § 16.
SIFTPA §§ 18-20.
SIFTPA § 39.
See John C. Jr. Coffee, Law and the Market: The Impact of Enforcement, 156 U. Pa. L. Rev. 229, 256 (2007) (dividing securities
enforcement model globally into three models, including the “Government-Led Model” in which the government retains
dominant authority over securities market regulation; the “Flexibility Model” in which the government grants greater authority
to the market participants to decide basic policies but retains some level of oversight power; and the “Cooperation Model” in
which the government empowers a broad range market participants to engage in policymaking).
In addition to bringing representative litigations, the SFIPC provides a variety of services, including accepting complaints,
offering consultation, mediating disputes concerning securities and futures trading.
Minshi Susong Fa (民事訴訟法) [Code of Civil Procedure] (promulgated and effective Dec. 26, 1930, as amended Jul. 1, 2015)
(Taiwan) (hereafter the CCP) § 44-2, which reads that multiple parties whose common interests have arisen from the same
public nuisance, traffic accident, product defect, or the same transaction or occurrence of any kind, were allowed to appoint
one or more persons as their representatives to initiate a civil lawsuit, and the court may publish a notice to inform other
persons with the same common interests to join the action by filing a pleading in a timely manner.
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Protection Law of 1994.72 This is because as explained earlier, the path-dependence reflects Taiwan’s “paternalistic” regulatory policy which used to authorize the government-sanctioned NPOs to handle large-scale social
conflicts. Prior to the emergence of the SFIPC in 2003 and 2013 amendments to CCP regarding modern class
action mechanism, the Consumer Protection Law already authorized eligible consumer protection groups to
initiate class actions and award NPOs associated with consumer protection with much generous treatments and
less procedural barriers than those of CCP. Not surprisingly, the SIFTPA followed this pattern to maintain the
government’s dominant influence in the area of mass tort litigations.
Under Article 28 of the SIFTPA, for protection of the public interest, within the scope of SIFTPA and SFIPC’s
articles of incorporation, the SFIPC may submit a matter to arbitration or bring an action in its own name with
respect to a securities or futures matter arising from a single cause, injurious to multiple investors as long as more
than twenty investors have empowered the litigation.73 In contrast to the U.S.-style class action, civil actions
initiated by the SFIPC adopted an opt-in mechanism that investors may choose to delegate their rights to the
SFIPC prior to the conclusion of oral arguments or examination of witnesses, after which they shall notify the
tribunal or court. Thus, the SFIPC may expand both the number of claims or claimants; however, in the same
vein, participating investors can also withdraw from the class after the proceeding have begun, but prior to the
conclusion of oral arguments or examination of witnesses in the court of first instance.74 As noted earlier, the
payment of court cost and lawyer’s fees are financed by the SFI’s own funding, where the SFIPC, just like its
predecessor, is not entitled to seek remuneration for itself and shall disburse compensation it receives in an action
or arbitration to the investors after deducting the expenses occurred in the proceeding.75
In addition to the attorney fees financing, the SIFTPA stipulates a number of preferential treatments, including a
cap of court fees in terms of litigation and enforcement and exemption of deposits for injunctions or attachment
applications. In Taiwan, the courts fees are charged proportionately, in accordance to the amount of claims and
marginally decrease as the amount increases. The plaintiff generally has to advance court fees of 1% of the claim
at the court of first instance and 1.5% in matters of appeal to a court of second or third instance.76 However,
pursuant to the SIFTPA, the SFIPC is not only exempted to pay court fees for the portion of the litigation amount
in excess of NT$ 30 million,77 but also to grant relief from security deposits in terms of either a provisional
injunction or attachment in the pre-judgment stage, or a provisional execution before the final judgment.78
Furthermore, in order to facilitate securities class actions, a court may establish a special tribunal or designate a
specialist to handle the suit.79 As a result, such preferential treatment greatly alleviates the cost the SFIPC could
have born as an ordinary plaintiff, but it also raises concerns of violations of the equality doctrine under civil
procedure rules.80
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Xiaofeizhe Baohu Fa (消費者保護法) [Consumer Protection Law] (promulgated and effective Jan. 11, 1994, as amended Jun.
17, 2015, effective Jan. 1, 2016) (Taiwan) § 50, which stipulates that when numerous consumers are injured as a result of
the same incident, a consumer protection group can be empowered by more than twenty aggrieved consumers and bring a
representative litigation in its own name.
SIFTPA § 28, para. 1. In practice, the SFIPC will post a one-month e-notice on its website to solicit investors’ clams, thus
any investor who wishes to empower the SFIPC must file her/his claim by filling out the claim form downloaded from the
SFIPC website and then mail it to the SFIPC.
Id.
SIFTPA § 33. In practice, SFIPC staff lawyers represent all the cases initiated by the SFIPC, the SFIPC will advance all litigation expenses and deduct the expenses from recovered amount. If the SFIPC loses the case, it will bear the litigation cost by
itself. See Lin, supra note 15, at 172-73.
CCP §§ 77-13, 77-16. By contrast, according to Taiwan’s Code of Criminal Procedure, court fees are waived if the civil case
follows the corresponding criminal charge.
SIFTPA § 35.
SIFTPA §§ 34, 36.
SIFTPA § 28-1.
See Lin, supra note 15, at 174.
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3.1.2. Shareholder Activism
Generally speaking, shareholder activism is a self-help measure that shareholders undertake in order to protect
their investment along a spectrum of actions, from taking corporate control to instituting shareholder litigation
to other forms of influence such as changing corporate directions without changing the stake of ownership via
proxy solicitation, making proposals, etc.81 At the nexus of Taiwan’s Company Law, SEA and the SIFTPA, it
outlines four major types of representative action that the SFIPC can institute as a shareholder: (1) Derivative
suits brought by shareholders on behalf of the corporation against the directors and/or supervisors;82 (2) Removal
suits brought by the shareholders against directors and/or supervisors;83 (3) Nullification suits brought by shareholders to invalidate the resolution of a shareholders’ meeting;84 and (4) Short-swing profit disgorgement suits
brought by shareholders on behalf of the corporation, which fails to sue for disgorgement of short-swing profits.85
As noted earlier, in order to acquire standing to bring civil lawsuits as a shareholder, the SFI must purchase one
trading unit of shares (1000 shares) of each publicly listed company, thus allowing its successor, the SFIPC to
assume shareholder status. However, this minimum trading unit is also the maximum amount the SFIPC can
purchase according to the rule of the Taiwan Stock Exchange.86 According to Taiwan’s Company Law, it requires
a shareholder to own 3% or more of the total number of the outstanding shares of the company in order to
bring a derivative suit or a removal suit. Thus, the SFIPC cannot launch derivative or removal suits because of
its ineligible shareholding requirement. As a result, in 2009, the SIFTPA further exempted the SFIPC from the
minimum shareholding rule, thereby facilitating the SFIPC to bring derivative suits or removal suits if it finds that
the conduct of any director or supervisor has materially injured the company or violated laws and provisions of
the company’s charter.87

3.2. The Performance of the SFIPC
According to the SFIPC Annual Report, from its establishment to the end of 2015, the SFIPC has brought 201
class actions (including cases transferred from the SFI) arising from securities fraud on behalf of approximately
115,000 investors, seeking civil damages in an amount exceeding NT$44.6 billion (about USD 1.49 billion).
Among these lawsuits, sixty cases have been rendered total or partial victory for the plaintiffs by the courts,
requiring defendants, including issuers, corporate directors and accountants, as well as their firms, to assume
civil liabilities, which totaled about NT$19.7 billion (about USD 657 million). Of these sixty cases, twenty-eight
cases are final and non-appealable.88 In addition to securities class actions, the SFIPC has been empowered to
bring derivative suits and removal suits since the 2009 amendments to the SIFTPA. By the end of 2015, the
SFIPC has brought thirty-three derivative suits and twenty-nine removal suits. With respect to derivative suits,
the wrongdoers have compensated companies NT$1.524 billion (about USD 50.8 million); and with reference
to removal suits, a certain number of directors/supervisors have resigned voluntarily or withdrawn their bids for
reelection. Among these derivative suits and removal suits, the SFIPC has won three cases to date.89
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See Iris H-Y Chiu, The Meaning of Share Ownership and the Governance Role of Shareholder Activism in the United Kingdom, 8
Rich. J. Global L. & Bus. 117, 138 (2008).
Gongsi Fa (公司法) [Company Law] (promulgated Dec. 26, 1929, effective Jul. 1, 1930, as amended Jul. 1, 2015, effective
Sept. 4, 2015) (Taiwan) § 214, which allows shareholders who hold no less than 3% of the corporation’s outstanding shares
over one year to request the board of directors or supervisors to sue the wrongdoer on behalf of the corporation. If the corporation fails to file the suit, shareholders can bring a derivative suit on behalf of the corporation.
Id. § 200, which entitles shareholders who hold no less than 3% of the company’s outstanding shares to seek for the court to
remove the director whose acts caused material damages to the company or in serious violation of applicable laws when the
corporation fails to discharge the director.
Id. §§ 189, 191. Nullification suits allow shareholders to bring an action to nullify a resolution when the procedure or substance of a resolution made in a shareholders’ meeting is contrary to law or charter of the corporation.
SEA § 157-1 stipulates that shareholders can enforce disgorgement against short-swing transactions that occur within a sixmonth period by insiders and controlling shareholders on behalf of the corporation.
See Shao, supra note 3, at 72.
SIFTPA § 10-1.
See SFIPC Annual Report (2015), supra note 36, at 4.
See id. at 6-7.
Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

71

When taking a closer look at the data, one finds that the performance of the SFIPC is far from satisfactory.
While the SFIPC’s 2015 Annual Report lists an impressive 105 cases of a total of 201 cases as concluded, which
represents around 18,000 investors seeking an approximate amount of NT$ 6.6 billion (about USD 220 million),
in reality there remain 96 class actions empowered by approximately 96,000 investors for a total amount of
NT$38 billion (about USD 1.27 billion) pending in the courts or are in the process of compulsory enforcement.90
Despite giving the appearance that half of case load is closed, only 15 percent of aggrieved shareholders have
had rendered the judgments, with more than 85 percent of claims still pending. As a quasi-public regulator, the
SFIPC has the tendency to cherry-pick the easier, but smaller claims in order to enlarge the number of appeared
enforcement actions.91
In addition to the skewed data, there also remains an extremely high rate of overlap between public enforcement
actions by the proper state bodies and SFIPC’s securities class actions. It is hardly surprising that the SFIPC tends
to free-ride on the gains of investigations undertaken by public prosecutorial agencies,92 however, compared
with counterparts in other jurisdictions,93 the SFIPC has extraordinarily relied on administrative or criminal
proceedings to pursue civil actions since its establishment.94 For example, among the eighty-three pending
lawsuits initiated by the SFIPC so far, thirty-five cases were piggyback suits,95 and all remaining forty-eight
cases brought directly by the SFIPC to the civil court retain paralleled criminal actions.96 Thus, private lawsuits
initiated by the SFIPC are unable to proactively detect violations of securities laws, nor supplement the work of
official securities agencies. As a result of the SFIPC’s non-discretion in case selection, this practice poses a danger
of simultaneous over-enforcement and under-enforcement.97 On one hand, the threat of coattail actions not only
yields wasteful duplication of efforts and social costs, but also may discourage wrongdoers from cooperating
with public agencies.98 But on the other hand, the risk of redundancy without differentiation does not allow the
SFIPC to detect new errors, nor increase resources or aggregate information, and improve monitoring through
their potential supplementary litigation.99
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See id. at 20.
For a discussion of the SFIPC’s behavior through the public choice theory and behavioral bias account, see Chapter 5, Part
2.2.1.
See, e.g., John H. Beisner, Matthew Shors & Jessica Davidson Miller, Class Action Cops: Public Servants or Private Entrepreneurs,
57 Stan. L. Rev. 1441, 1453 (2005); John C. Jr. Coffee, Rescuing the Private Attorney General: Why the Model of the Lawyer as
Bounty Hunter Is Not Working, 42 Md. L. Rev. 215, 222 (1983); Bryant Garth, Ilene H. Nagel & S. Jay Plager, The Institution of
the Private Attorney General: Perspectives from an Empirical Study of Class Action Litigation, 61 S. Cal. L. Rev. 353, 376 (1988).
See James D. Cox, Randall S. Thomas & Dana Kiku, Public and Private Enforcement of the Securities Laws: Have Things Changed
since Enron, 80 Notre Dame L. Rev. 893, 897 (2005) (indicating that 15 % of the 248 securities class actions filed from 1990
to 2001 overlapped with public actions); Mark D. West, Why Shareholders Sue: The Evidence from Japan, 30 J. Legal Stud. 351,
382 (2001) (observing that 53 cases of 140 derivative suits filed between 1993 and 1999 in Japan followed criminal proceedings).
See Lin, supra note 15, at 180-83 (arguing that the SFIPC’s investigation power is weaker than the public agency or judicial
system, thus it tends to rely on public enforcement). Cf. Shao, supra note 3, at 83 (suggesting that the SFIPC owns strong
quasi-public investigation power, but its bureaucratic slack surrenders this power to other authorities).
According to Taiwan’s Criminal Procedure Law, piggyback civil suits allow those injured by a criminal offense to bring a
litigation following the criminal charge and the court fees can be waived. Due to this benefit, aggrieved shareholders tend to
file subsequent suits after the criminal charge.
In addition to the SFIPC Annual Report, the similar results can be also found in other scholarly works, see Lin, supra note 15,
at 182; Shao, supra note 3, at 82.
Some commentators discuss the issue of over-enforcement v. under-enforcement from different perspectives, see Shao, supra
note 3, at 81-86 (arguing that the SFIPC tends to under-enforce securities law violations but over-enforce corporate law
disputes). For a discussion of over-enforcement/under-enforcement problem in securities context, see Chapter 5, Part 2.2.1.
See, e.g., Amanda M. Rose, Multienforcer Approach to Securities Fraud Deterrence: A Critical Analysis, 158 U. Pa. L. Rev. 2173,
2221 (2010) (arguing that the threat of subsequent indiscriminate securities class actions may discourage wrongdoers from
cooperating with the public enforcer, thus prevent the public agency from seeking a coordinated investigation).
Cf. Zachary D. Clopton, Redundant Public-Private Enforcement, 69 Vand. L. Rev. 285 (2016) (suggesting that redundant litigation
may address under-enforcement problem by empowering private enforcers to fill the remedial gap left by public agencies).
For a discussion of how to assign enforcement power between public and private enforcers, see Chapter 5, Part 2.3.
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4. The Chinese State-Controlled NPO Ecology
The Securities Investor Protection Fund Limited Liability Company (SIPFLLC) is proposed to fill the Chinese
NPO shoes by the CSRC, which stands as a wholly state-owned company to administer the investor protection
fund.100 The decision, however, is not final. More importantly, it is worth mentioning, however, that some grassroots NPOs have already engaged in the investor protection movement in China for many years. Nevertheless,
they are not registered as lawful NPOs.101 As noted in the introduction, this chapter suggests that the proposed
Chinese NPO model will cause further tension between the government and grassroots NPOs in the state-controlled NPO ecology. Thus, prior to introducing the Chinese NPO model, it is critical to have an overview of the
current regulations governing NPO development in China. By virtue of analyzing China’s legal framework, we
can not only conclude that establishing a lawful NPO in China is a not an equal right for everyone, but a privilege
reserved only for certain specified groups. Thus, as the gatekeeper to grant or deny access to the NPO, the
Chinese government can affect and control NPO activities in a variety of ways in order to cater to its own needs.102

4.1. The Overview of NPOs in China
In China, the term NPO has only surfaced in legal theories recently, and the emergency of “civil society” seems
to be far from thriving in China, due to the state’s tight control over NPO activities.103 The definition and scope
of NPOs are still somewhat opaque, because there are no uniform laws governing NPOs yet, notwithstanding the
array of regulations concerning different types of civil groups. As the terms NPO and non-governmental organizations (NGOs) are used interchangeably among legal literature in China,104 the Chinese government grants favor
to the term NPO over NGO, as the literal translation of “non-governmental organization” is “fei zhengfu zuzhi”,
which can also be translated into “anti-government organization.” “Fei” means both “non” and “anti”, so the
term NGOs could insinuate to the public that they are engaging in anti-government activities. As a result, this
linguistic nuance fully demonstrates the perceived tension between the acceptance of civil organizations and the
preservation of China’s state-centered NPO regulatory policy.105
Under the current legal framework in China, a number of resembling terms are used by commentators to divide
NPOs into several types of organizations according to applicable regulations.106 In general, NPOs are divided into
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See Xin Tang, Protecting Minority Shareholders in China: A Task for Both Legislation and Enforcement, in Transforming Corporate
Governance in East Asia, supra note 6, at 141, 154.
See infra Part 4.3.
See Milhaupt, supra note 2, at 183 (suggesting that legal regimes can affect NPO activity in a variety of oblique ways, such as
speech and assembly laws, which may disturb the development of civil society).
See Anna Jane High, Grassroots NGO Regulation and China’s Local Legal Culture, 9 Socio-Legal Rev. 1, 11 (2013). The norm
of civil society in Western countries emphasizes its functions to limit the state power and shifts the power to voluntary
organizations to enhance liberal democracy, see generally Mark Tushnet, The Constitution of Civil Society, 75 Chi.-Kent L. Rev.
379 (2000) (suggesting that the institutions of civil society allow us to generate and maintain social values independent of the
state’s influence). For a summary of different views on the relationship between the state and civil society in China, see ShuYun Ma, The Chinese Discourse on Civil Society, China Quarterly. 180 (1994).
See L. Susan Kaur, The Third Sector: The Law in China and Non-Profit Organization, 4 Int’l J. Civ. Soc’y L. 47, 49 (2006). This
part uniformly adopts NPOs instead of NGOs to prevent confusion arising from different usages.
See High, supra note 103; see also Kaur, supra note 104, at 47 n.2.
See Jillian S. Ashley & Pengyu He, Opening One Eye and Closing the Other: The Legal and Regulatory Environment for Grassroots
NGOs in China Today, 26 B.U. Int’l L.J. 29, 42 (2008) (breaking down NPOs into “social organizations”, “private non-enterprise
units”, and “foundations”); Kaur, supra note 104, at 49 (dividing NPOs into “social organizations”, “foundations”, and “civil
non-enterprises institutions”); Deyong Yin, China’s Attitude Toward Foreign NGOs, 8 Wash. U. Global Stud. L. Rev. 521, 523
(2009) (NPOs include “social groups”, “foundations”, and “private non-enterprise entities”); Yunsong Ge, Nonprofit Organizations & the Reform of China’s Public Institutions, 2 Int’l J. Civ. Soc’y L. 27, 38 (2004) (categorizing “foundation” as a type of
social organizations).
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three categories: social organizations or social groups (SOs; shehui tuanti),107 foundations (jijin or jijinhui),108 and
private non-enterprise units or civil non-enterprise institutions (PNEUs; minban feiqiye danwei).109 As explained
in Chapter 1, under the old system, in order to control the supply of securities and in turn the price of stocks,
as in the case of initial public offerings (IPO), the quota of shares are first distributed to the issuing company by
the local government where the company is located, and then the issuer must submit its application for approval
by the CSRC (the so-called “quota” or “double approval system”). 110 The “double approval system” is replicated
here, where the goal to oversee NPO activities and the laws concerning NPO establishment, including the SO
Regulation, Foundation Regulation, and PNEU Regulation, all must adopt a “dual registration and supervision
system.” To be more specific, prior to the registration with the Ministry of Civil Affairs, the NPO promoter has
to also obtain approval from an organizational sponsor, or the business supervisory unit.111 Hence, by virtue of
the “dual management system,” the government plays the gatekeeper over NPO formation, thereby transforming
certain government-backed organizations into one part of the regulatory system that collaborates with the government and supplements resources to the government in the name of “civil society.”
As a result of overregulation due to the dual management system, most domestic NPOs in China are not willing to
register as lawful NPOs, but rather operated as either illegal grassroots NPOs or register as commercial enterprises
to avoid the state’s intervention or the high-bar registration requirements.112 Not surprisingly, compared with
recognized government-organized NPOs (GONPOs)113 and lawful NPOs closely connected to the government
or the GONPOS,114 grassroots NPOs face a variety of hurdles in their operations.115 While some NPOs disingenuously disguise themselves in the form of a commercial enterprise, thus granting certain incorporation
benefits, such as bank accounts, all unregistered NPOs are precluded from partaking of tax benefits, receiving
donations and applying for grants available to registered NPOs. More importantly, because such organizations
107
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“Social organizations” refer to NPOs organized by citizens voluntarily in order to realize a shared objective and engage in the
activities according to their charters; all groups other than state organs may join social organizations as institutional members,
see Shehui Tuanti Dengji Guanli Tiaoli (社会团体登记管理条例) [Regulations on Registration and Management of Social
Organizations] (promulgated Sept. 25, 1998, as amended Jan. 13, 2016) (China) (hereafter the SO Regulation) § 2.
Foundations” refer to NPOs donated by natural persons, legal persons, or other organizations with the purpose of pursuing
welfare undertakings, see Jijinhui Guanli Tiaoli (基金会管理条例) [Regulations on Management of Foundations] (promulgated
Feb. 11, 2004, effective Jun. 1, 2004) (China) (hereafter the Foundation Regulation) § 2.
“Private non-enterprise units” refer to NPOs established by enterprises, social organizations or other civic entities as well as
individual citizens by means of non-state assets and engage in not-for-profit social services, see Minban Feiqiye Danwei Dengji Guanli Zanxing Taioli (民办非企业单位登记管理暂行条例) [Provisional Regulations on Registration and Management of
Private Non-Enterprise Units] (promulgated Sept. 25, 1998, effective Oct. 25, 1998) (China) (hereafter the PNEU Regulation)
§ 2.
See Chapter 1, Part 2.2.2.
See SO Regulation § 9, Foundation Regulation §7, PNEU Regulation § 3.
See Ashley & He, supra note 106, at 42-43 (arguing that the actual number of NPOs in China is difficult to measure because
of the difficulty in registration); Adam S. Chodorow, Charity with Chinese Characteristics, 30 UCLA Pac. Basin L.J. 1, 12-13
(2012) (indicating that NPOs without political connections in China were formed as either for-profit businesses or unregistered
organizations, however, the government usually turns a blind eye to their existence as long as they do not harm national
security or social stability).
The concept of GONPOs derives from traditional Leninist mass organizations (renmin tuanti). In China, there are “top eight”
GONPOs, such as the All China Youth League, All China Women’s Federation, and All China Federation of Trade Unions.
See Chen Jie, The NGO Community in China Expanding Linkages With Transnational Civil Society and Their Democratic Implications,
68 China Perspectives, 29 (2006), available at https://chinaperspectives.revues.org/3083; see also High, supra note 103, at 12
(indicating that the majority of registered NPOs are state’s subsidiaries); C. David Lee, Legal Reform in China: A Role for Nongovernmental Organizations, 25 Yale J. Int’l L. 363, 376 (2000) (dividing “top eight” GONPOs into two classes: one class originates from the concept of Leninist mass organizations which has quasi-official status and enjoys a highest status than other
organizations; the other one class is officially recognized by the government and subject to varying degrees of state control).
In order to secure the registration, the promoter of a NPO must cultivate personal relationships with the government officials
to develop trust and connections. The government could also certify a GONPO as a sponsor of other NPOs in registration
application, thereby allowing the GONPO to raise more external funds through collection of sponsorship fees. See Ashley &
He, supra note 106, at 43, 46.
See Yin, supra note 106, at 541 (suggesting that unregistered NPOs in China face troubles in operation, including developing
members, receiving donations, recruiting employees, and entry-exit procedures).
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are illegally incorporated, once they are targeted by the government, the government can take actions to shut
down their operation, confiscate the assets, and punish their managers with administrative sanctions or even
criminal liability.116
NPOs face further scrutiny from not only their structural incorporation, but also upon their preferred stated
mission. The Chinese government consistently applies a “differentiated standard” in its NPO regulatory scheme.
In other words, the Party-state seeks to foster certain types of NPOs with preferential treatment, while suppressing other NPOs engaged in politically and socially sensitive agendas. For example, NPOs that focus on disaster
and poverty relief, the environment, health, education, and services for the disabled are very welcomed and
supported by the Chinese government. To the contrary, NPOs working in taboo areas, such as human rights or
democracy advocacy, are subject to restrictive surveillance.117
In a nutshell, all NPOs in China are under varying degrees of supervision by a state-controlled NPO ecology.
That is to say that the level of their self-autonomy spans across a spectrum where, on one end are NPOs organized
by the government such as GONPOs (top-down NPOs), and on the other end are unlawful NPOs (grassroots
or bottom-up NPOs) working in areas of civil rights and liberties.118 As a result, in the same vein, for a NPO
to engage in legal services, whether the government would tolerate its activities or not, depends not only by its
political connection with the government, but also on what legal services it provides to the public.

4.2. The Legal Aid NPOs in China
In general, the major legal services carried out by legal aid NPOs include initiating public interest litigation in
their own name or seeking out appropriate representative plaintiffs, and public interest lobbing such as petitions
and participation in the legislative process.119 However, when taking a closer look at the legal aid culture in China, there appears more types of legal aid NPOs than originally imagined. Some commentators have divided the
roles performed by legal aid NPOs under the Chinese legal framework into four types: (1) a legal service provider,
especially targeting disadvantaged segments of the population; (2) an education provider, primarily responsible
for transmitting legal knowledge and inculcating of legal values to the public; (3) a regulatory assistant, whereby
the legal aid NPO assists the government in regulating certain market activities or in enforcing the nation’s laws;
and (4) an advisor or a potential activist, by virtue of its ability and skills to influence the government to initiate
policies.120
Moreover, some scholars have adopted other approaches and methodologies to categorize legal aid NPOs into
different groups. For example, these NPOs can be organized by substantive form with either brick and mortar
fixed structures versus Internet and cloud based forums; or either by sponsorship by public (such as public
universities and academic institutes) or private sectors (law firms or individuals); or divided based upon the
target group (specific groups, people suffered in particular illness, people with economic difficulties and so forth)
they serve.121 However, no matter what parameter was used to draw the distinction, for a legal aid NPO to engage
in public interests and thrive in China, all scholars point out that successful NPOs share a number of common
features. First, in order to enjoy support from the state or local governments, the legal aid NPOs’ founders or
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SO Regulation § 35, Foundation Regulation § 40, PNEU Regulation § 27.
See Yin, supra note 106, at 536-37; see also Mei Qi, Developing a Working Model for Legal NGOs in China, 10 Wash. U. Global
Stud. L. Rev. 617, 622 (2011) (arguing that existing NPOs in China usually engage in non-political activities which can be
tolerated by the government, such as environmental protection, education, women and children’s rights, and health and
medical rights. Among these permitted NPOs, very few provide legal service).
See High, supra note 103, at 11.
See Haiding Xie, Public Interest Legal Organizations in China: Current Situation and Prospect for Future Development, in NGOs in
China and Europe: Comparisons and Contrasts 117, 129-33 (Yuwen Li ed., 2011).
See Lee, supra note 113, at 382.
See Xie, supra note 119, at 124-29.
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managers must maintain close ties with officials to facilitate NPOs’ interactions with the public sector.122 Without
political connections, the NPOs face difficulties in obtaining their legal status and legitimacy for their activities.123
Second, compared with other grassroots NPOs, where self-financing always remains an issue, NPOs associated
with the government are relatively well-funded due to their ability to acquire limited subsidies from the government or sponsorship from foreign or international NPOs by virtue of their political affiliation.124 Finally, a
well-funded NPO can draw the government and mass media’s attention, thereby building its reputation to attract
and retain talented personnel and competent attorneys.125
As a result of the degree of government involvement, the NPOs which provide legal services could range from
the most public government legal-aid centers to the most private law firms that voluntarily provide pro bono
services.126 However, not every legal aid NPO is welcomed by the Chinese government, only the less litigious
groups are able to belong under the NPO moniker. In other words, whether a legal aid NPO will be supported
or oppressed by the government depends on what kind of legal services and litigation it provides to the public.
Generally speaking, litigation itself has been historically discouraged under Chinese Confucian society, as it, not
only taps much social resources, but also destroys personal relationship, regardless of who wins or loses. More
importantly, in order to maintain political and social stability, the Chinese judicial system tends to be more cautious with regard to certain types of lawsuits, including group litigation,127 administrative cases,128 environmental
actions,129 and employment disputes.130
In actuality, a securities class action represents a combination of several undesirable lawsuits, merging both
general litigation and administrative cases. Due to its involvement of a large group of defrauded investors and
the requisite “piggybacking requirement” by public enforcement,131 the facts and issues behind any previous
administrative decision must then be reviewed and debated intensively by both parties again in any subsequent
private action. This shed light not only on the defendant’s behavior, but also the authority and legitimacy of the
courtroom and administrative procedure itself. Finally, as discussed in Chapter 1, while the Chinese securities
market appears as a mixed nexus of public-private ownership, in actuality, the state owns dominant influence
over every business.132 As a result, private securities litigation filed by NPOs seem to fall in the middle of the
Chinese government’s love-hate spectrum, due to the Chinese government ambiguous support of certain badges
of private ownership, yet highly sensitive to other parts of China’s socialist market economy.
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See Lee, supra note 113, at 386.
See Xie, supra note 119, at 134-36; Chodorow, supra note 112, at 12 (arguing that NPOs without political connections tend
to forego registration and remain illegal); High, supra note 103, at 42 (suggesting that the success of NGOs rests on the ability
to negotiate with the state to maximize political legitimacy rather than to comply with formal laws).
See Xie, supra note 119, at 138-39; see also Lee, supra note 113, at 386 (noting that many NPOs such as Wuhan Center are
funded by the Ford Foundation); Notes, Adopting and Adapting: Clinical Legal Education and Access to Justice in China, 120
Harv. L. Rev. 2134, 2147 (2007) (indicating that the Ford Foundation may be the only available foreign funding for most
legal clinics in China).
See Xie, supra note 119, at 138-39; Lee, supra note 113, at 386.
See Benjamin L. Liebman, Legal Aid and Public Interest Law in China, 34 Tex. Int’l L. J. 211, 225 (1999) (dividing legal aid in
China into five loose categories depending on public-private characteristics, including government legal aid centers composed
of full-time lawyers; government legal aid centers that delegate tasks to law firms; legal aid programs run by state organs other
than the Ministry of Justice or local justice bureaus; non-government and university-based legal aid centers; and law firms
which voluntarily provide pro bono work).
The Chinese court system tends to refuse certain types of group litigations, see Chapter 1, Part 2.3 notes 58-63.
See generally John Wagner Givens, Sleeping with Dragons? Politically Embedded Lawyers Suing the Chinese State, 31 Wis. Int’l L.J.
734 (2013-2014).
See Jin Wang, Environmental Public Interest Litigation: When Will It Flourish in China, 7 J. Korean L. 217, 228 (2007).
See generally Jiefeng Lu, Regulating Employment Discrimination in China: A Discussion from the Socio-Legal Perspective, 23 Mich.
St. Int’l L. Rev. 437 (2015).
See Chapter 3, Parts 3.2.1 & 3.2.3.
See Chapter 1, Parts 2.1 & 2.2.
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4.3. The Chinese Investor Protection NPO at the Embryonic Stage
It is quite apparent that the Chinese state and government bureaucracy are not yet ready for the upcoming sea of
change. Their attitude towards grassroots NPOs remain one of deep ambivalence, alternating between fear that
these groups will be a source of social instability and political opposition, and acknowledgement that without
these NPOs’ help the state will be unable to meet the growing social need—a situation that will itself foment
instability and political unrest. The current legal and regulatory environment for grassroots NPOs is a clear
reflection of this ambivalence. Despite the unfavorable Chinese legal environment for civil society development,
a loosely organized group of securities lawyers, however, has recently opened securities joint actions on behalf
of aggrieved shareholders in the wake of a series of corporate scandals since the early 2000s. For example,
in July 2006, the CSRC published its administrative penalties against Kelon (a listed company manufacturing
home-appliances) for manipulating financial statements and its auditor, Deloitte, for failing to detect internal
fraud from 2002 to 2004. As a result, Kelon was fined 600,000 yuan (about USD 90,000) and the company’s top
management received fines ranging from 50,000 to 300,000 yuan (about USD 7,500 to 45,000).133
As mentioned elsewhere, there are many restrictions for shareholders to file a joint action stemming from securities law violations in China.134 Due to the difficulty of individual shareholders, who are widespread in China
and lack resources to initiate any meaningful legal actions, a group of lawyers voluntarily released a movement
statement to accept any qualified Kelon shareholders’ claims through a high-profile media solicitation.135 This
prompted sixty lawyers from forty-five law firms across China to form the “Justice Claiming Team” to bring joint
actions on behalf of the 200 individual shareholders seeking approximately 28 million yuan (about USD 4.2
million) in civil compensation from Kelon and its management.136 The senior judge of a representative court,
who accepts such cases of securities litigations, confirmed that the Kelon case stands on the marginal edge in
China’s legal landscape. Due to the professional complexity and political sensitivity of these types of cases, the
court heavily persuaded and advocated for a quick settlement over litigation, thus settling most cases for a total
of 15 million yuan (about USD 2.25 million).137
The Justice Claiming Team created a number of precedents with reference to investor protection in China. As
the first and largest group, formed by legal experts known as “rights defense lawyers” (weiquan lushi), they
originally focused on only the “Kelon,” which has been recognized as one of the five most influential securities
litigations in the area of investor right protection in China. Kelon represents a shift in mentality, where, for the
first time, shareholders sued one of the Big Four accounting firms under the newly create (2005) civil liabilities
amendment for securities professionals.138 More importantly, through the right defense movement, this group
of lawyers established and outlined a future action agenda for potential securities fraud cases. Prepared with a
defensive strategy before another potentially devastating crisis, the team has automatically organized to provide
legal services to aggrieved shareholders, thereby creating an educational mechanism and perceived potential
threat to help enforce laws against potential breaches.139
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See Zhang Ran, Deloitte Faces Double Trouble in China, China Daily (Mar. 31, 2006), available at http://www.chinadaily.com.cn/
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See Chapter 3, Parts 3.2.1 & 3.2.3.
See Tang, supra note 100; Robin Hui Huang, Private Enforcement of Securities Law in China: A Ten-Year Retrospective and Empirical Assessment, 61 Am. J. Comp. L. 757, 768 (2013).
See Tang, supra note 100; see also Xin Tang, Commentary on “New Hope for Corporate Governance in China?”, in China’s Legal
System: New Developments, New Challenges 59, 64 (Donald C. Clarke ed., 2008).
See Wang Suikun (王遂昆) & Hao Xiaosong (郝小松), Wanshan Woguo Xujia Chenshu Minshi Peichang Zhidu zhi Sikao—Kelon
Gongsi Xujia ChenShu An de Qishi (完善我国虚假陈述民事赔偿制度之思考—科龙公司虚假陈述案的启示) [Reforming
China’s Civil Compensation System Against Securities Misrepresentation: Lessons from Kelon] , Caikuai Yuekan (财会月刊)
[Financial Accounting Monthly], No. 29, 74 (2010).
See Dan Harris, China’s New Securities Law Being Put To Legal Test, China Law Blog (Apr. 5, 2006), available at http://www.
chinalawblog.com/2006/04/chinas_new_securities_law_bein.html.
See Tang, supra note 100.
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Similar to Korean and Japanese pro-private NPO models,140 the Justice Claiming Team was formed by a group
of securities lawyers who have experience in securities-related lawsuits in China.141 However, in contrast to
these models, the Justice Claiming Team is a loose organization, serving as a network for securities lawyers to
exchange information gathered from previous lawsuits, who then select and divide claims upon a case-by-case
basis.142 Given the Chinese authoritarian NPO regime and state-controlled legal profession ecology,143 it is hardly
surprising that the Justice Claiming Team is unwilling and unable to register as a lawful NPO.144 Most of China’s
rights defense lawyers face varying degrees of risk in their right to liberty and security of persons.145 While the
potential risk is less severe than for such sensitive issues of human rights advocacy, the lawyers dedicated to
investor right protection, while granted a little more leeway, still face significant hurdles.146 However, with the
advent of the 2015 Securities Law amendments, their fragile space is heavily threatened and may exclude or
marginalize the entire investor rights defense movement.

5. The Proposed Chinese NPO Model and Its Regulatory Implications
5.1. Overview of the 2015 Amendments to the Chinese Securities Law
In April, 2015, the draft amendments (hereafter the Bill) to the to the Chinese Securities Law was read by the
Standing Committee of the National People’s Congress (NPC) for the first time.147 The newly created Securities
Law Bill, which contains 338 provisions, added 122 new provisions, revised 185 different amendments and
deleted twenty-two old provisions.148 Clearly, this Bill overhauled the current Chinese Securities Law. Generally,
the Bill offers firms more access to the IPO market, calls for stricter supervision and law enforcement, stipulates
information disclosure obligations, and most importantly, adopts the Chinese NPO model by authorizing the
investor protection NPO sanctioned by the government to bring securities class actions and derivative suits on
behalf of aggrieved shareholders or defrauded companies.149
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329, 342 (2012).
See Tang, supra note 100, n.62 (quoting one of the right defense lawyer in the Justice Claiming Team, Yixin Song, who states
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L. 599, 655 (2003) (suggesting that some Chinese lawyers are active in promoting private securities litigation); cf. Rachel E.
Stern, Environmental Litigation in China: A Study in Political Ambivalence 52 n.18 (2013) (describing a fact that Attorney
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which an investor rights defense lawyer, Yiming Yan was retaliated by Guizhou Changzheng Electric Co., the company which
he filed complaint to the CSRC concerning alleged accounting fraud).
China Mulls Draft Law to Ease Regulations on Securities, Xinhuanet News (Apr. 20, 2015), available at http://news.xinhuanet.
com/english/2015-04/20/c_134166615.htm.
See Zhao Xiaohui (赵晓辉) et al., Zhengquanfa Yishen Touzizhe Zuigai Guanzhu de Shijianshi er (证券法一审投资者最该关注
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20, 2015), available at http://finance.sina.com.cn/stock/y/20150420/212522001177.shtml.
Id.
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Under normal legislative practices within the NPC, prior to voting, a bill shall be deliberated three times.150
Currently, the NPC Standing Committee has not deliberated the Bill for the second time, nor solicited public
opinion. In contrast to previous amendments to the Securities Law, the Standing Committee appears to be
intentionally delaying the legislative process, perhaps due to the large-scale modification and far-reaching impact
of the Bill on China’s securities market.151 Thus, the next section will discuss the most significant attributes of the
proposed Chinese NPO model, as well as its regulatory implications for investor protection.

5.2. The Functions and Responsibilities of the Chinese NPO
5.2.1. Representative Litigations and Shareholder Activism
Similar to the Taiwanese NPO model, the primary function of the Chinese NPO is to bring representative claims,
including securities fraud joint actions on behalf of investors and derivative suits on behalf of companies. With
reference to securities fraud actions, Article 176 of the Bill states that a large group of investors can file civil suits
arising from misrepresentation, market manipulation and insider trading, by electing representatives, including
the Chinese NPO, to represent the aggrieved shareholders. In addition to Article 176, in 2012, Article 55 of the
amendments to China’s CPL also provided some additional legal basis for the Chinese NPO to file representative
litigation on behalf of the public interest. In contrast, Western style litigation almost always assumes that representative litigations concerning the public interest should be filed by private actors, rather than by a governmental
agency.152 Article 55 of CPL expanded the standing requirement by authorizing relevant government entities and
organizations to bring litigation against actions which pollute the environment, infringe upon consumers’ rights
and interests, or otherwise harm the public interest.
Although Article 55 of CPL does not specify nor characterize securities causes of actions as belonging within the
rubric of public interest litigation, from the literature, there exist several reasons for allowing such actions to fall
within the domain of public interest. First, early indications show that this provision may have originally been
intended to include a wide expanse of violations, including securities laws, when they also included the “destruction of cultural relics” as falling within the domain of “pubic interest”.153 Second, the draft of Article 55 originally
adopted a much narrower definition of “relevant SOs,” but rather adopted the current, broader definition of
“relevant organizations”.154 As noted earlier, the organization “social group” in China is a type of NPO that is
restricted to groups that meet particular procedures regarding their registration and management, and typically
have a political affiliation with the government. Thus, this shift suggests China desires to include and broaden
the types of NPOs within its definition of “protecting the public interest,” including quasi-government NPOs.
Finally, as discussed in Chapter 1, China established the securities market in order to buttress the teetering stateowned enterprises (SOEs) and enable a more efficient and competitive environment, all with the aim to maintain
political and social stability.155 Thus, securities fraud litigation was implemented to increase investor confidence
150

151

152

153
154
155

Prior to the passage of an act, the bill of the act is generally deliberated three times in the current session of the Standing Committee before coming to vote, the voting requires a simple majority of the members of the Standing Committee for its adoption
as national law. After its adoption by the NPC Standing Committee, it will be signed and promulgated by the President of
the State. See Lifa Fa (立法法) [Law on Legislation] (promulgated Mar. 15, 2000, effective Jul. 1, 2000) (China) §§ 40, 41.
See Wang Su (王姝) & Jin Yu(金彧), Zhengquanfa Xiuding Caoan Jiangyu Jinniandi Ershen (证券法修订草案将于今年底二审)
[The Amendments to China’s Securities Law may be Deliberated Second Times by the End of 2016] Xinhuanet News (Apr. 23,
2016), available at http://news.xinhuanet.com/politics/2016-04/23/c_128923087.htm.
See, e.g., John C. Jr. Coffee, Litigation Governance: Taking Accountability Seriously, 110 Colum. L. Rev. 288, 302-04 (2010)
(arguing that representative actions and public interest litigations are usually brought by NPOs seeking only injunctive or
equitable relief); Peter Nussbaum, Attorney’s Fees in Public Interest Litigation, 48 N.Y.U. L. Rev. 301, 305 (1973) (indicating
that public interest litigations are usually filed by the private sector, including individuals or NPOs, rather than by the public
agency).
See Dana M. Muir, Junhai Liu & Haiyan Xu, The Future of Securities Class Actions against Foreign Companies: China and Comity
Concerns, 46 U. Mich. J.L. Reform 1315, 1333 (2013).
See id. at 1334.
See Chapter 1, Part 2.1.
Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

79

and strengthen market integrity, by enabling the statutory category to fall within the rubric of “otherwise harm
the public interest.” However, currently, public interest litigation primarily focuses solely in environmental area,
where most cases are handled by prosecutors. Only a few cases are brought by government-controlled GONPOs,
and not surprisingly, none were representative of grassroots NPOs.156
For derivative suits, Article 175 of the Bill authorizes government-sanctioned NPOs to bring derivative suits as
a shareholder on behalf of the defrauded company to sue directors, supervisors or senior managers who violate
the laws, regulations or articles of incorporation while carrying out their duties, and thereby cause damages to
the company. By virtue of the Taiwanese SIFTPA example, Article 175 exempts the Chinese NPOs from meeting
the 1% threshold shareholding requirement imposed by Article 152 of China’s Company Law. However, except
for this preferential treatment, Article 175 does not exempt other requirements for plaintiffs to satisfy in order
to bring securities joint litigation or derivative suits. In other words, while the Chinese NPO retains only the
threshold shareholding benefit, it must comply with all other relevant laws and regulations. For example, in
order to file a securities joint action, the Chinese NPO must piggyback on to a corresponding public enforcement
action and fix the number of represented plaintiffs prior to the proceeding.157 With reference to derivative suits,
the Chinese NPO must first request the board of supervisors to sue the director or request the board of directors
to sue the supervisor, then wait thirty days. If the board of directors or supervisors do not take action, only
then can the Chinese NPO or any other entity bring a derivative suit on behalf of the company.158 In sum, as a
quasi-public enforcer, the Chinese NPO rarely has the incentive to establish an independent enforcement agenda
within the entrepreneurial litigation environment.
Aside from derivative suits, the last, but perhaps not the least, mechanism for shareholder activism falls within
the ability of the Chinese NPO to participate and manage shareholder proposals and proxy solicitations. Article
170 of the Bill stipulates that the Chinese NPO may be appointed as a proxy to attend shareholder meetings to
exercise the voting rights or submit shareholder proposals for approval on behalf of the shareholders who cannot
attend shareholder meetings.

5.2.2. The Advance Settlement Provision
Article 173 of the Bill reads that in the cases of securities fraud, including material fraudulent issuance of stocks,
misrepresentation, and other serious violations that result in material damages to investors, the alleged company’s controlling shareholders, securities service institutions, such as underwriters and sponsors, in addition to the
Chinese NPO, may settle with potential plaintiff investors and pay compensation in advance (so-called “Advance
Settlement”, xianqi peifu). After compensating investors, these settling entities may seek contribution from the
issuing company and other joint-tortfeasors.
According to tort liability of joint infringement in China, the “Advance Settlement” provision allows for any of the
multiple parties that are jointly and severally liable for the same tort and damages to compensate the aggrieved
investors first, regardless of liability,159 then seek a proportional contribution from other tortfeasors after the
advanced settlement has been made.160 Ultimately, joint wrongdoers should be required to pay their share of
a common burden. In other words, no one should unjustly benefit at the expense of others, and thus multiple
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liable parties are a prerequisite for the rule of Advance Settlement to apply.161 Obviously, the Chinese NPO
committed no wrongdoing within the securities fraud in question. However, the Bill includes the Chinese NPO
as a potentially liable party in the same provision. Why should an innocent party be lumped within the same
basket of fraudulent securities deplorable? The inclusion of the Chinese NPO not only violates tort law theory,
but also produce the inequitable result, where one innocent quasi-public agency bears the burden of the other
violators’ wrongs.
The Advance Settlement approach, in fact, has already been in practice prior to the Bill’s enactment for several
years. In 2013, the first case involved the Wanfu Biotechnology Agriculture Development Co. (Wanfu), which
was found liable by the CSRC for fraudulently inflating its revenues by a total of 740 million yuan (about USD
111 million) and net profits by 160 million yuan (about USD 24 million) during its IPO process, in addition
to inflating its revenues in continuing disclosure obligations. Wanfu and its management were barred from the
securities market for life; however, the fine imposed separately on Wanfu and its chairman were merely 300,000
yuan (about USD 45,000). In contrast, on May 10, 2013, the CSRC imposed a penalty of 76.65 million (about
USD 11.50 million) on Wanfu’s sponsor, Ping An Securities Co., Ltd (Ping An), in fines of 51.10 million yuan
(about USD 7.67 million) and confiscated revenue of 25.55 million yuan (about USD 3.83 million) for failing
to accurately conduct due diligence in Wanfu’s IPO case. The CSRC suspended Ping An’s sponsorship agency
qualification for three months as well. Most importantly, on the same day, Ping An made an unprecedented
announcement to launch a special 300 million yuan fund (about USD 45 million) to compensate defrauded
investors who suffered losses because of Wanfu’s fraudulent statements.162 However, the compensation fund
only accepted claims submitted within the first sixty days, where the SIPFLLC was authorized by Ping An to manage the compensation fund and finished distribution to participating shareholders within two months by July
2013.163 As of now, Ping An has not taken any civil actions against Wanfu, and Ping An is still Wanfu’s sponsor.
At the first glance, the Advance Settlement program provides investors a more efficient method to recover their
losses partially from the compensation fund, and may have a deterrent effect on the securities industry by increasing operation costs due to the need to compensate investors first out of their own pocket once their client
has become involved in fraudulent activities.164 But in actuality, this approach benefits only the regulator and
perpetrator, at the expense of shareholder welfare. It is believed that Ping An’s civil settlement with investors was
rather, a negotiation agreement with the government, due to Ping An’s much lighter than expected punishment,
especially in light of its history of previous violations.165 Thus, the Advance Settlement provision should be
recognized for its true function, as another form of administrative sanction, which shifts the focus away from
litigation and preventative enforcement, and more as a means to prevent shareholders from initiating large-scale
private actions.166 Through the Advance Settlement approach, a synergy exists for the benefit of the CSRC and
the alleged wrongdoer, where the alleged wrongdoers agree to rectify irregularities detected by the CSRC and
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settle with shareholders in advance of formal enforcement, thereby preventing the CSRC’s further investigation
and receiving less severe punishments. In addition, the CSRC receives credit for “protecting investors in a timely
manner,” and thus save enforcement resources from having to investigate further into, perhaps, more alleged
fraud that could create further scandals and social unrest. Perhaps due to these practical considerations, Article
173 of the Bill includes the quasi-public NPO, with its deeper pocket, in the same basket of fraudulent securities
deplorable. Notwithstanding that this addition not only contradicts theories of tort law, but also increases
government involvement in the private compensation context.167

5.3. Regulatory Implications of the Chinese NPO Model
Although the Chinese NPO model was allegedly transplanted from the Taiwanese experience, there are several
critical differences between these two models. Due to path differences between Taiwan and China in each NPO
environment as well as rule of law development, this section suggests that the quasi-public Chinese NPO model
would increase investors’ reliance on the public agency more than ever, and subsequently restrain private sectors’
energy and opportunities to engage in the investor protection movement. To be more precise, this Chinese NPO
model goes against its declaration of decreased government’s control over private enforcement, but rather leads
China to move to a more unequal public-private partnership enforcement model.

5.3.1. Representative Securities Litigations: The Opt-Out Rule and the Preclusive Effect
As discussed in Chapter 3, the opt-out/opt-in rule is one of the most salient distinctions between the U.S.-style
securities class action and the Chinese securities joint action.168 In addition to the Chinese joint litigation regime,
the Taiwanese SFIPC is also empowered by shareholders to bring securities class actions via the opt-in mechanism.169 Compared to the opt-in rule that requires investors to voluntarily participate in the action, the opt-out
rule requires a class of plaintiffs to remain within the suit, unless an affirmative step to opt-out is taken. In other
words, covered shareholders will be bound by the final judgment (the so-called res judicata effect), unless they
choose to opt out the class, regardless of whether they are aware of being exposed to the alleged wrongdoings.170
However, in the U.S. securities class actions regime, one of the greatest pitfalls of the opt-out rule remains to be
the substantial agency cost between representative plaintiffs and class members. This has led to lawyer-driven
litigation that primarily benefits representative plaintiffs and their attorneys, rather than for the benefit of all
shareholders. In general, retail shareholders prefer to free ride with the class due to the substantial costs for them
to opt out and pursue their own, individual small claims. To the contrary, large institutional investors have the
resources and a sufficient stake to exercise their opt-out rights. As a result, plaintiffs who remain in the class
are individual shareholders without incentive or ability to monitor their representatives, thus the representative
plaintiffs and their attorneys retain far more leverage in the settlement negotiations, thus may bargain away
represented members’ interests in exchange for their own benefits.171 To be more precise, representative plaintiffs
and their attorneys retain an incentive to file frivolous and meritless suits, so long as the amount of the settlement
outweighs their litigation cost, notwithstanding that the settlement award is trivial in relation to entire class of
shareholder losses.172
Perhaps due to these concerns, we see a general resistance from other countries to the U.S.-style litigious environment. Aside from the U.S., only four other countries in the world, including Canada, Australia, South Korea,
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and the Netherlands, have adopted the opt-out provision in the securities class action system.173 Surprisingly,
China may change its current opt-in mechanism and become the sixth country to adopt the opt-out rule in the
representative securities litigation context. According to Article 176 of the Bill, the court judgment of representative securities litigation would bind all investors suffered in the same cause, except for those who exercise their
opt-out right. However, from my perspective, this unprecedented provision could cause several new problematic
issues within the Chinese legal framework.
First, agency cost still occurs when the public agency or a quasi-public organization asserts a claim on behalf
of injured victims. Nevertheless, the assumptions remains that the Chinese NPO is presumed to not be driven
by monetary incentives as compared to private attorneys in the entrepreneurial litigation environment.174 As
mentioned in Chapter 3, both the CSRC and the court system are more inclined toward selective enforcement to
avoid huge cost of effective enforcement. For example, when all things are equal, the CSRC tends to take more
lenient action and impose lighter punishments on significant SOEs, rather than on private companies.175 By the
same token, in a de facto enforcement action initiated by the securities regulator, the NPO-driven litigation may
primarily benefit the government and its affiliated enterprises, instead of aggrieved investors. If the SIPFLLC, a
100% SOE by the CSRC, is licensed by the CSRC to bring representative litigation, it is hardly surprising that this
NPO would adopt similar discriminatory strategies against defendants depending upon their affiliation, political
connections and their significance within the economy. In essence, there appears to be a separate, parallel
agency cost between the NPO-led litigation and its representative class that exists between the government and
the public, rather than between representative plaintiffs and class members, as in a traditional class action suit.176
Second, the opt-out provision directly contradicts, not only the opt-in rule adopted by securities joint action,
but also the non-preclusion regulation related to public interest litigation. With reference to the former rule,
as mentioned in Chapter 3, China’s SPC has specifically regulated that plaintiffs must register with the court to
participate in securities joint actions. By virtue of the opt-in rule, the court can confirm the number of plaintiffs
and their claims prior to trial, and thus control the impact of litigation within the state’s tolerable limit. 177 With
respect to the latter regulation, in order to balance the interests between public interest litigations represented
by an NPO and subsequent private suits initiated by victims in environmental pollution cases, the SPC issued a
judicial interpretation stating that when an NPO files a public interest litigation according to Article 55 of CPL, it
cannot preclude injured parties from pursuing any further suits against tortfeasors arising from the same cause.178
Hence, the subsequent question arises: Why would China design an incompatible opt-out provision within the
current opt-in securities litigation scheme?
In performing a opt-in versus opt-out cost benefit analysis, we find that the opt-in mechanism allows for aggrieved
shareholders to decide whether to join the class, bring their own suits or even abandon their rights, however
claims are piecemeal and the shareholder ultimately retains the right to bring further action. In contrast, the optout rule potentially can resolve all cases against the defendant of the same claim once and for all, however, China
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wants to retain and limit the power of private sector ambition in potentially unruly U.S. style class actions claims.
As a result of the advent of quasi-public NPO-led litigation, China seems to slightly alter, again, its original plan
and has initiated a more efficient solution to solve mass tort disputes. As long as China replaces unbridled private
class action attorneys with controllable quasi-public NPOs, China could turn one of the most private features in
the U.S. class action regime upside-down and build a strong form of public intervention over private litigation,
in disguise of the public interest.
Finally, the opt-out provision would increase further tension between the Chinese NPO and grassroots NPOs due
to claim preclusion. Similar to Taiwan, many retail shareholders involved in the Chinese securities market,179
and thus most aggrieved plaintiffs, will not opt-out of lawsuits. In other words, there will be no competition
in litigation, except for those first to file. Therefore, it is very important for the private sector, either grassroots
NPOs or attorneys, to take the lead of alleged securities fraud and file the lawsuit first, otherwise they will lose
the opportunity to pursue further claims. However, due to China’s prerequisite of requiring private suits to
piggyback on public sanction, the government or the Chinese NPO obliviously retains first-hand information.
This information asymmetry favors the Chinese NPO, thus allowing for it to file ahead of the headline. Even
though the piggybacking prerequisite will be abolished,180 compared to grassroots NPOs or private attorneys, the
Chinese NPO still retains more reliable access to ongoing investigations. Hence, it will be very difficult for the
private sector to compete in the first-to-file regime with the Chinese NPO in the future.

5.3.2. The Advance Settlement: Securities Fraud Insurance with a “Premium” Waiver
The Advance Settlement provision is another unique device enacted in the Chinese NPO model that remains
absent from the Taiwanese NPO model. As discussed earlier, the joint-tort theory could not fully provide a legal
basis for the Chinese NPO to engage in advance settlement with investors. Thus, other approaches are needed
to explore this compensation device. Although Article 173 of the Bill merely stipulates that any NPO sanctioned
by the CSRC is entitled to engage in the Advance Settlement program, the SIPFLLC stands alone as the only NPO
that has the ability and experience to carry out the task.181 The SIPFLLC is the only quasi-public NPO 100 %
owned by the CSRC and overseen by the State Council, which, since 2005, has administered an initial capital of
6.3 billion yuan of insurance fund (investor protection fund) for investors for protection against securities company failures.182 Moreover, the SPIFLLC continues to review, manage and distribute the special compensation
funds that were established by alleged liable sponsors, such as the Ping An case in 2013.183
Prior to China’s establishment of the insurance fund in 2005, many countries established similar systems to address the risk of broker-dealer insolvency. In general, the funding sources mostly derived from stock exchanges,
securities companies and brokerage community; with certain entities, usually an NPO appointed as the fund
administrator.184 More importantly, the shareholders themselves are responsible for losses in their securities
investment activities. These funds are not obliged to bail out investors or the securities industry when the value
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of stocks, bonds or other investment falls of any reason.185 The SIPFLLC, however, aims to expand coverage of
the investor protection fund to cover these exact risks, including losses arising from securities fraud, which then
allows the NPO to acquire a “cause of action” similar to the right of subrogation against tortfeasors.186 It is fair to
say that the insurance account may harness greater explanatory and predictive power than the tort law theory.187
Yet, even within the insurance rubric, the quasi-public SIPFLLC differs from traditional insurers in that insurance
premiums are waived and cases are engulfed by this Chinese NPO, where insurers recoup funds through fees in
accordance to the insured’s propensity for fraud.
As noted earlier, most commentators define the Advance Settlement program as a civil settlement rather than an
insurance policy, and ignore the invisible hand played by the public agency in the private compensation system.
But in actuality, this invisible hand has emerged officially in other jurisdictions. In Chapter 3, I argue that there
is a worldwide convergence to coordinate public-private partnerships in compensating investors harmed by securities fraud. For example, the SEC has provided compensation to defrauded shareholders by creating a special
fund (the so-called Fair Fund provision), composed of civil penalties and disgorgements;188 and the Taiwanese
SIFTPA has extended the coverage of the investor protection fund to defray the costs and expenses accrued from
representative litigations filed by the SFIPC.189 Lastly, the CSRC is also trying to strengthen its compensatory
role via the Advance Settlement provision. In contrast to the U.S. or the Taiwanese approach, by collecting
illicit profits from wrongdoers prior to distributing funds to aggrieved shareholders, the Advance Settlement
provision requests the Chinese NPO to “insure” securities fraud ex ante, without securing any “premiums” from
the potentially injured parties. As a result, the insurance theory creates a compensation design that may result in
several problems for the Chinese NPO.
First, as discussed in Chapter 3, by virtue of the fraud-on-the–market (FOTM) assumption from Basic Inc. v.
Levinson, plaintiffs are released from the burden of proving the transaction’s causation, and in turn allowing for
easier qualification of certification, thus encouraging shareholders to bring more frivolous suits. Thus, the FOTM
assumption has led some to believe that class actions have become little more than an ex post scheme of investor’s
“insurance”, as Justice White feared.190 Likewise, insuring securities fraud ex ante without charging premiums
would cause investors’ excessive reliance on the Advance Settlement program, and in turn increase the moral
hazard, while decreasing any deterrence effect.
In a risk-oriented securities world, if investors were fully insured without any risk of loss, the cost of transactions
fall from calculation in any investment decisions. Nor will any adoption of precautionary measures to avoid or
lessen damages be included, but rather the system encourages far less prudent behavior by pursuing higher risk
activity. When securities fraud occurs, instead of filing costly litigation, most aggrieved shareholders would
rather settle, thus shifting litigation costs to the Chinese NPO. In other words, the Advance Settlement program
could replace, rather than complement, private actions. This in turn releases the shareholders from ferreting
out information related to securities fraud within the corporate fundamental structure (e.g., abnormal profit
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margins and other signs of fraudulent practice), creating the ultimate moral hazard of shifting incentives for
investors to monitor fraud-prone companies. But for the Advance Settlement program, shareholders could have
played a supplemental role in aiding the public agency to detect and deter fraud, as they are the most vested. As
compensation is forthcoming, the effort and resources for the shareholder to privately litigate remain futile under
the Advanced Settlement program.
Second, the Advance Settlement provision imposes a significant financial burden on the Chinese NPO, leading
to questions of fairness and conflict of interest between the securities community and the public. As mentioned
earlier, the Chinese government donated the initial capital of 6.3 billion yuan to establish the investor protection
fund under the SIPFLLC in 2005. While the investor protection fund does collect fees from securities companies
and stock exchanges based upon a risk rating,191 under the present system, the SIPFLLC only aims to maintain its
operating costs.192 The plan to incorporate securities fraud within its lists of coverable claims will unduly burden
the Chinese NPO model, especially considering that the payout to aggrieved shareholders could come well before
the establishment of the scale of securities litigation, thus leaving the Chinese NPO with the responsibility to
assume any disproportionate risk by the securities market. Thus, the SIPFLLC’s investor protection fund will potentially become insufficient as compared to the magnitude of total shareholder losses, particularly in large-scale
fraud cases. Even though the SIPFLLC retains a private cause of action against the wrongdoer, the claim might
be practically unavailable due to a variety of political considerations. Defendants, as in all cases, can be found
either insolvent or unaccountable for their alleged violations as well. By granting the SIPFLLC default status as
the perennial compensator and plaintiff, any potential losses and costs become the burden of the government,193
therefore also on all taxpayers, rather than the culpable securities community.
Finally, through the Advance Settlement provision, the government not only decreases shareholder incentives to
bring private lawsuits as mentioned above, but also gains further control over the securities market and civil society. For example, as noted in Chapter 1, the sponsor’s role as gatekeeper to the securities community creates an
unnecessary reliance by the potential company upon its sponsor in order to gain the recommendation required
for listing.194 As a result, the CSRC could manipulate the supply of IPOs, and thus affect stock prices and market
conditions by controlling the sponsorship system. With the advent of the Advance Settlement program, the
CSRC will have legitimate grounds to require the securities industry or NPOs to comply with this new policy by
promising to engage in the Advance Settlement program with entry applications, or use their lack of adherence
as an excuse to withdraw their qualification. By raising the high financial bar for entry, only entities with strong
political affiliations will retain any chance for admittance. In other words, by creating an additional barrier to
entry, the government is able to screen unwelcomed organizations.

6. Conclusion
Based upon path-dependence reasons, Taiwan has developed a unique NPO model to deal with mass tort disputes.
Although the Taiwanese NPO model is far from a perfect solution to securities enforcement, and is still affected
by potential political intervention and business influence, it is generally recognized as an interim measure to fill
191
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Zhengquan Touzizhe Baohu Jijin Guanli Banfa (证券投资者保护基金管理办法) [Regulation on the Administration of Securities Investor Protection Fund] (promulgated Jun. 1, 2005) (China) § 12.
See Jing Bian, China’s Securities Market: Towards Efficient Regulation 172 (2014).
See, e.g., Barbara Black, Should the SEC Be a Collection Agency for Defrauded Investors, 63 Bus. Law. 317, 345 (2008) (suggesting
that the SEC wastes too much resource in obtaining and distributing Fair Funds to aggrieved shareholders); Verity Winship,
Fair Funds and the SEC’s Compensation of Injured Investors, 60 Fla. L. Rev. 1103, 1136 (2008) (arguing that the Fair Fund programs divert the SEC’s resources to distribute compensation to aggrieved investors); cf. Urska Velikonja, Public Compensation
for Private Harm: Evidence from the SEC’s Fair Fund Distributions, 67 Stan. L. Rev. 331, 388 (2015) (illustrating that the SEC
does not invest much resources on Fair Fund distribution proceedings).
See Chapter 1, Part 2.2.2.
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the gap between public and private enforcement. The SFIPC still enjoys some degree of autonomy in enforcement decisions and reputation on litigation results. More importantly, compared to China, the Taiwanese court
system and regulatory agencies are relatively independent and impartial in enforcing securities law violations.
At the first glance, the Chinese NPO model resembles that of Taiwan, but due to its own political situation, China
has altered several important attributes, or even adopted additional measures beyond the scope of the Taiwanese
NPO model. As illustrated, while the Chinese government released some regulatory authority to the private
sector in 2003 which allows aggrieved shareholders to file coattail suits following public enforcement action,
in essence, the object of proposed 2015 amendments is actually a disguise masked behind the powers of the
quasi-state controlled NPO to recapture or regain authority over the market. Ultimately, the Chinese securities
enforcement regime may shy away from its original goal of the more optimal public-private partnerships, but
rather remain in a government-centered position or even move further toward the public controlled sphere of
hybrid securities enforcement.

Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

87

88

Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

CHAPTER 5
How to Reform the Chinese Nonprofit Organization
Model?—A Comparative Analysis of Hybrid Enforcement
of Securities Fraud
1. Introduction
As a final chapter of this dissertation, this article aims to propose a series of feasible hybrid models to refine and
advance Chinese securities fraud enforcement based on a summary of viewpoints discussed in previous chapters.
The 2015 draft amendments (hereafter the Bill) to the Chinese Securities Law authorizes a certain nonprofit organization sanctioned by the China Securities Regulatory Commission (CSRC) to initiate representative securities
litigations or derivative suits on behalf of aggrieved shareholders or defrauded companies (hereafter the Chinse
NPO model),1 and entitles the Chinese NPO or allegedly liable wrongdoers (e.g., underwriters or sponsors) to
settle with aggrieved shareholder prior to any formal private action (the Advance Settlement provision).2 Despite
the Chinese NPO model’s deviation from its prototype, the Taiwanese NPO model, the adoption of a quasi-public
NPO, to some extent, demonstrates China’s desire to pursue a more private partnership in its government-controlled securities enforcement regime, albeit, without dramatic shifts to the status quo. Therefore, any overhaul
reform that simply transplants some foreign legal framework without taking the unique Chinese-style regulatory
policy environment into consideration would be doomed to fail.
The reasons why China pursues a quasi-public enforcement scheme rather than a traditional private litigation
system have been explained sporadically in pervious chapters. First of all, unlike other countries where stock
markets serve as a platform to provide capital to private enterprises through shareholders’ investment, the emergence of the Chinese securities market served as a shot in the arm for teetering state-owned enterprises (SOEs)
to prevent society from losing control.3 Unlike in capitalistic societies, SOEs served as a social safety net that
touched millions of families at that time to collect all production resources to distribute amongst its community
members. As a result, the Chinese securities market featured a unique, mixed nexus of public-private ownership,
where the Party-state retains the largest amount of controlling shares of any securities market in the world.4
Therefore, when shareholders bring private actions alleging that a company deceived the public concerning the
value of its stocks, the quintessential question faced by the court system or securities regulator rests upon defining exactly who is the plaintiff. In other words, who exactly has been defrauded—the private investors or the
public represented by the state. Furthermore, whose interest should be protected—the aggrieved shareholders
or the various public and private stakeholders masked behind the defendant company. More importantly, do
a group of angry plaintiffs, asserting a private ownership infringement, retain the right to directly challenge the
fundamental basis of the Chinese government’s socialist mantra? Therefore, it is hardly surprising that much
confusion lies on whether there exists substantial private securities enforcement in China.
However, when China opened the gates of the securities markets to private investors in the early 1990s, the
government came to realize that it was not the only player in the markets and required a more contemporary
enforcement approaches to balance the coexistence of public-private enterprises in one market. When faced by
its feeble private enforcement system, most commentators blamed the lack of formal regulations against securities
fraud. However, in Chapter 2, I hold that as a matter of fact, China has constructed a broad set of anti-fraud
1
2
3
4

See Chapter 4, Part 5.2.1.
See Chapter 4, Part 5.2.2.
See Chapter 1, Part 2.1.
See Chapter 1, Part 2.2.1.
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rules to combat securities fraud, which are not only akin to but more comprehensible than that of the U.S. If the
rules on the books described with certainty of private securities enforcement in China, then the bottleneck must
result from a difficulty of rules in action, in other words, “initiation of litigation.” The lack of enforcement in
China rests, not from the absence of “causes of action,” but rather from the lack in ability to “initiate litigation”.
Put simply, the Chinese contemporary enforcement model attempts to balance two competing objectives. The
government’s main objective is to advance investor protection to maintain market growth; however, it must also
balance public control of social and political stability. Due to the unique nexus between the state interests and
private shareholders, the blurring of interests creates a unique challenge for China.
Secondly, in Chapter 3, I illustrate that China is not the only country seeking an optimal balance between
public regulators and private litigants to fight securities fraud. Ironically, China’s golden standard, the U.S.
securities enforcement system, also battles the same issue. Where both China and the U.S. attempt to coordinate
public regulators with private litigants, China adopted the Bill to attract more private participation in securities
enforcement, whereby, in contrast, the U.S. swung the opposite direction by asking for more public intervention
to curb robust private enforcers. The U.S. academic literature and the Chinese Bill present three major models
from a variety of hybrid proposals: (1) Which sector retains legal priority or de facto power to bring lawsuits
or enforcement actions (predomination)?5 Along the spectrum of securities enforcement, which agent is better
suited to monopolize this enforcement right, either the public agency enforces private rights or the private attorneys enforce public claims (2) Whether public regulators retain any controls over private litigants or vice versa
(supervision)?6 (3) How to fairly collect and distribute compensation to aggrieved shareholders (compensation)?7
While the U.S. and China remain the top two largest securities markets in the world, China’s fixation with its
state-centered regime blinds it of other opportunities to pursue a more optimal level of public-private partnership
in securities enforcement, where certain other U.S. approaches could shed much more light on the Chinese
reform of hybrid enforcement models.
However, as discussed in Chapter 4, mainly due to China’s present national situation, the Bill adopted several
aggressive features of the U.S. class action regime that, however, are absent from the Taiwanese NPO model. Although these provisions may lead China to further centralize its power through the Chinese NPO-led
enforcement mechanism, the Chinese NPO model is not totally meritless. In essence, China needs to realign
mismatched interests between the government and private sectors. More importantly, the adjustments necessary
that stem from this chapter aim to increase and grant private enforcers more power, most of which could be done
within the authority of the public agency itself, without necessitating legislative action.8
On the basis of the Chinese NPO model, this chapter turns to reexamine the three proposed hybrid models
in Chapter 3: (1) The Hybrid Predomination Model, (2) The Hybrid Supervision Model, and (3) The Hybrid
Compensation Model to reshape a more harmonized relationship between public agencies and private litigants
from the U.S. legal perspective. Drawing upon the U.S. example of “public interest litigation,” the U.S. model can
be further divided into different levels also according to the public-private interest proposition. For example, in
the anti-trust or securities context, the “entrepreneurial” private attorneys general can predominate (pro-private),
whereas in other areas, such as environmental pollution and consumer protection, the “ideological” private
attorneys general are the principal players (pro-public).9
5
6
7
8

9
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See Chapter 3, Parts 4.1.1 & 4.2.1.
See Chapter 3, Parts 4.1.2 & 4.2.2.
See Chapter 3, Parts 4.1.3 & 4.2.3.
To the contrary, restraining private actions generally requires legislative efforts, see Howard M. Erichson, Coattail
Class Actions: Reflections on Microsoft, Tobacco, and the Mixing of Public and Private Lawyering in Mass Litigation, 34
U.C. Davis L. Rev. 1, 30 (2000).
See e.g., John C. Jr. Coffee, Rescuing the Private Attorney General: Why the Model of the Lawyer as Bounty Hunter Is
Not Working, 42 Md. L. Rev. 215, 235 (1983) (dividing the “private attorney general” model into two types: the
“ideological” type and the “entrepreneurial” type, the former is usually represented by “public interest” law firms;
whereas the latter is driven by financial interests).
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Apparently, not every type of “private attorney general” suit or public interest litigation is encouraged by the
Chinese government.10 While the pro-private form of representative litigation is politically undesirable and
highly controversial in China; however, the pro-public form of public interest litigation has received very little
attention in Chinese academia, with absolutely no mention to potential designs of relevant hybrid approaches in
the securities realm. Thus, this chapter aims to fill the gap by remodeling the Chinese NPO model with hybrid
features utilizing and choosing from among the vast arsenal within the U.S. legal framework. While China
remains adverse to most forms of “private enforcement” mechanisms, the bitter pill of reform can be made more
palatable by virtue of adding some “public” flavors to enforcement reform, thus allowing China to swallow this
necessary pill.
To that end, the article proceeds as follows, Part 2 proposes a hybrid predomination model in which neither the
public agency nor private attorneys shall monopolize the securities enforcement scheme, where the division of
labor for enforcement actions are assigned by their relative comparative advantage. Part 3 illustrates the present
environment of Chinese authority in securities enforcement, where it retains significant control over private
litigants. This part aims to present a variety of alternative hybrid approaches for private citizens to supplement
public regulators, but also continue to subject them to varying degrees of public supervision. At the same time,
this process also illustrates that private sectors can, to a certain degree, also monitor public agencies through a
personal-interest incentive system in the choice of private litigation. Part 4 turns to the critical issue of public
compensation programs, where the Chinese Advance Settlement provision represents the government’s blurred
intervention into civil recoveries. In order to bring the present opaque process to light, this part suggests a set
of hybrid approaches to establish a transparent process for the Chinese securities compensation regime. Finally,
Part 5 serves as a brief conclusion that demonstrates some examples of its potential application.

2. Hybrid Predomination Model
2.1. The Definition and Scope
The hybrid predomination model focuses on the enforcer—when one party has the legal authority or de facto
status to preempt securities litigations. The question then shifts to what powers, if any, other potential plaintiffs
retain to participate in the process and under what circumstances or criteria are necessary to divide the labor
of litigation enforcement. This model is actually located in the middle between the two ends of the spectrum.
When analyzed against the backdrop of the goals of each model, the necessity of dividing litigation enforcement
according to the comparative advantage of each enforcer becomes apparent. In other words, no one model can
litigate all securities enforcement actions. On the public predomination end of the spectrum, government actors
bring claims that address private recoveries, whereas on the opposite end, the private predomination model
grants private enforcers the right to litigate public claims.
Given that the Bill authorizes the quasi-public NPO to litigate securities litigations on behalf of aggrieved shareholders, it is foreseeable that the government will have the power to appoint the boards of directors and supervisors to the Chinese NPO. Such actions clearly allay the control of its operation to the Chinese government,
allowing it to control to whom allege securities claims will be targeted and can potentially ameliorate penalties
of those who may be close to the government. In addition, the Chinese NPO could also select or not select
cases that potentially could have a great impact over the national economy. Moreover, from the Taiwanese
NPO experience, it is fair to say that the Securities and Futures Investor Protection Center (SFIPC) remains the
10

See Donald C. Clarke, The Private Attorney-General in China: Potential and Pitfalls, 8 Wash. U. Global Stud. L. Rev.
241, 243 (2009) (arguing that “private attorney general” litigation may overlap with “public interest litigation”,
but they are not identical to each other. The former refers to any litigation in which plaintiffs believe they are
enhancing the public interest; the latter is defined as lawsuits encouraged by the government because it promotes
public-policy goals).
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only player standing in the arena of securities-fraud claims. While it must always piggyback on administrative
sanctions or criminal prosecutions,11 I predict that China will stay within the current public-predominated zone,
nor will China attract more market participation, but rather block any potential private enforcement actions.12
This hybrid model, therefore, aims at reducing the public-predominated character vested in the Chinese NPO
model, namely by encouraging more brain and brawn from the private sectors.
The next question is who could participate in the enforcement process in which the public agency is
the primary player. In actuality there are many hybrid and private choices to potentially engage in this role
ranging from quasi-NPOs, such as the Taiwanese SFIPC equipped with dozens of highly-educated staff lawyers;
to the government-oversight self-regulatory organizations (SROs), such as certain SROs that have been delegated
authority by the U.S. Securities and Exchange Commission (SEC) to exercise governmental functions in investor
protection;13 to the private attorney community, where the SEC or the SFIPC could expand the outsource of
potential civil cases against large defendants to private lawyers.14

As illustrated, the Chinese NPO, when faced with a variety of combinations, will over-rely upon their staff
attorneys, overburdening its limited resources. The tendency will be for the Chinese NPO to ignore other
considerations. But rather, the Chinese NPO should balance its approach by analyzing the pluses and minuses of
each model and its potential connection to each other.15 By picking and choosing the comparative advantages of
each model, regardless of structure, all potential pluses clearly outweigh the minuses, thus the optimal synthesis
of approaches should be carefully balanced. Therefore, next part turns to discuss each of the advantages and
disadvantages of the two enforcer lead models—the proposed Chinese NPO and the private attorneys.
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See Chapter 4, Part 3.2.
See Chapter 4, Part 5.3.
See, e.g., Roberta S. Karmel, Should Securities Industry Self-Regulatory Organizations Be Considered Government
Agencies, 14 Stan. J.L. Bus. & Fin. 151 (2008) (arguing that some SROs supervised by the SEC should be treated
as public agencies).
See John C. Jr. Coffee, Law and the Market: The Impact of Enforcement, 156 U. Pa. L. Rev. 229, 283 (2007) (indicat
ing that compared to the UK regulator, the SEC outsources much less enforcement matters to private law firms);
Tamar Frankel, Let the Securities and Exchange Commission Outsource Enforcement by Litigation: A Proposal, 11 J. Bus.
& Sec. L. 111, 120-25 (2010) (listing advantages and disadvantages if the SEC outsources its enforcement litigation
function); Ching-Ping Shao, Representative Litigations in Corporate and Securities Laws by Government-Sanctioned
Nonprofit Organizations: Lessons from Taiwan, 15 APLPJ 58, 91 (2014) (suggesting that the SFIPC should outsource
securities litigation to private law firms).
For example, public agencies have discretion to enforce violations or not, may cause under-deterrence due to
some restraints such as limited resources, regulatory capture and so on, thus it is not wise for them to exercise
principle-based enforcement which asks for more intensive intelligence works, see infra Part 2.2.1.
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2.2. Public Counsels vs. Private Attorneys
2.2.1. The Chinese NPO as a Public Counsel
Although the traditional legal norm holds that public agencies have greater responsibility and a more powerful
arsenal to pursue public interest over profit-driven attorneys,16 public agencies are inherently vulnerable to
various constraints, such as political pressures, personal interests and behavioral preferences.17 Thus, the very
premise underlying the preference for public counsels is to determine who is better able to achieve an optimal
level of social welfare, when given exclusive authority over securities litigation. Professor Shao has observed
that when given exclusive authority, the Taiwanese SFIPC tends to over-enforce corporate law litigations and
under-enforce securities class actions simultaneously, thereby causing more social costs as a whole.18 To answer
this puzzle and forecast the future of the Chinese NPO, I believe that the public choice theory and behavioral bias
as applied by most securities scholars to illustrate the securities regulator’s decision-making process and explain
the over and under exclusive issue.19
Under public choice theory, bureaucratic agencies and other political actors are assumed to maximize their
utility (legislators for reelection for example), including but not limited to pursuing agency power, enlarging
available budgets and seeking political influence.20 Public choice theory views laws and regulations as products
in a political marketplace, just like commodities in a market economy, where interest groups comprised of
people with common objectives confer “career support” to legislators or regulators in exchange for favorable

16
17
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19
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See, e.g., Steven K. Berenson, Public Lawyers, Private Values: Can, Should, and Will Government Lawyers Serve the
Public Interest? 41 B.C. L. Rev. 789 (2000).
See, e.g., Amitai Aviram, Counter-Cyclical Enforcement of Corporate Law, 25 Yale J. on Reg. 1, 11-14 (2008) (arguing that public securities enforcement tends to bring less enforcement cases during market booms, and vice
versa in order to cater the public’s cognitive perception); Stephen J. Choi & A. C. Pritchard, Behavioral Economics
and the SEC, 56 Stan. L. Rev. 1, 21-36 (2003)(categorizing different types of behavioral biases that may affect the
SEC officials, including bounded rationality, tunnel vision, reliance on ex post analysis, sensitivity to political
pressure, and groupthink stemming from organizational culture); Jody Freeman, The Private Role in the Public
Governance, 75 N.Y.U. L. Rev. 543, 561 (2000) (demonstrating public decisions as a product of a relationship
between government and interest groups aimed at maximize each own interests); Jonathan R. Macey, Administrative Agency Obsolescence and Interest Group Formation: A Case Study of the Sec at Sixty, 15 Cardozo L. Rev. 909, 926
(1993) (suggesting that the SEC tends to deny its obsolescence by expanding its regulatory areas); Shao, supra
note 14, at 87-88 (illustrating that the Taiwanese SFIPC chose not to bring securities class action against banking
industry in the wake of Lehman Brothers bankruptcy in 2008 due to political and business concerns).
See Shao, supra note 14, at 81-86. However, Professor Shao does not fully explain the rationales behind this
over-enforcement/under-enforcement divide.
See, e.g., Choi & Pritchard, supra note 17, at 41 (suggesting that public choice and behavioral theories often
complement each other); Donald C. Langevoort, The SEC as a Bureaucracy: Public Choice, Institutional Rhetoric, and
the Process of Policy Formulation, 47 Wash. & Lee L. Rev. 527, 528 (1990) (noting that behavioral postulates are
derived from the public choice theory and are generally applied to explain bureaucratic behaviors); Macey, supra
note 17, at 916 (arguing that there is a clear but comprehensible distinction between the public choice theory
and the organizational theory, the former takes external criteria to analyze the bureaucratic behavior; the latter
predicts agency decisions through internal perspective); Amanda M. Rose, The Multienforcer Approach to Securities
Fraud Deterrence: A Critical Analysis, 158 U. Pa. L. Rev. 2173, 2213-19 (2010) (adopting the public choice theory
and behavioral account to analyze whether the SEC would systematically under-deter securities fraud). In
addition to these two common perspectives, some commentator does not question the SEC’s motives, but rather
the SEC’s ability to pursue the optimal level of enforcement in light of its resource constraints. See Michael J.
Kaufman & John M. Wunderlich, The Unjustified Judicial Creation of Class Certification Merits Trials in Securities
Fraud Actions, 43 U. Mich. J.L. Reform 323, 374-75 (2010) (asserting that private enforcement is necessary to fill
the gap resulting from resource constraints faced by the SEC).
See Denis C. Muller, Public Choice III 1-2 (2003).
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policies,21 all leading to maintain an advantageous position in “the market.”22 Generally, due to the expensive
monitoring cost and information asymmetry, the supervision or monitoring of public agencies are shielded from
an economically rational electorate. Thus, the regulator may be given a substantial margin of freedom from
seeking out the public interest (“political slack”), but rather will sell policies to special interests to maximize its
self-interest (the so-called “rent-seeking hypothesis”).23 As a result, the securities regulator may be “captured” by
the best organized and most effective interest group, such as certain securities analysts or institutional investors,24
and the result might thus leading to under-enforcement.25
While public choice theory analyzes bureaucratic behaviors by external objectives, behavioral bias elaborates the
public choice account based upon internal biases.26 Behavioral bias stems from personal filters that the affect the
way investors think and the way they behave.27 Take President Kennedy’s famous quote for example: “Victory
has a thousand fathers, but defeat is an orphan.” In general, investors tend to attribute their successes to their
own skills and abilities, but rather blame their failures to outside factors.28 For this reason, securities regulators
fail to take credit for investor protection when the market booms, but are harshly criticized when securities fraud
cases break the market down.29 As a result, “loss aversion” becomes heavily prized by enforcement personnel,
placing an undue weight on the risk of fraud, particular in the widely-publicized but yet-to-be confirmed cases.30
21
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See, e.g., Michael E. Levine, Why Weren’t the Airlines Reregulated? 23 Yale J. on Reg. 269, 273 (2006) (summarizing that career support includes reelection, reappointment, or post-regulatory employment); Jonathan R. Macey,
Promoting Public-Regarding Legislation Through Statutory Interpretation: An Interest Group Model, 86 Colum. L. Rev.
223, 229 (1986) (arguing that the advantages in obtaining information and decreasing transaction costs enable
interest groups to transfer wealth from society to themselves).
See Susan M. Phillips & J. Richard Zecher, The SEC and the Public Interest 22 (1981) (suggesting that interest
groups have stronger incentives to support or oppose the regulations than individuals who have little stake in
the policymaking process); see also Macey, supra note 17, at 914 (arguing that new regulations are welcomed by
existing firms because they can keep other competitors from entering the market).
See Levine, supra note 21.
See e.g., Phillips & Zecher, supra note 22, at 21-23 (estimating that interest groups such as securities analysts and
institutional investors obtained a regulatory subsidy from the SEC of more than $ 1 billion when the SEC required
securities issuers to supply data in particular formats that the securities analysts and institutional investors other
wise would have had to pay to obtain); Jonathan R. Macey, State-Federal Relations Post-Eliot Spitzer, 70 Brook.
L. Rev. 117, 117-18 (2004) (arguing that the SEC’s failure to pursue certain corporate scandals likely stemmed
from the capture by special interest groups). But see Stanislav Dolgopolov, Insider Trading, Chinese Walls, and
Brokerage Commissions: The Origins of Modern Regulation of Information Flows in Securities Markets, 4 J.L. Econ. &
Pol’y 311, 365 (2008) (there is no clear evidence showing that the U.S. securities industry “captured” the SEC);
Marcel Kahan & Ehud Kamar, The Myth of State Competition in Corporate Law, 55 Stan. L. Rev. 679, 745 (2002)
(illustrating that the SEC is not captured by public corporations and maintains a pro-investor outlook).
See, e.g., George J. Stigler, The Theory of Economic Regulation, 2 Bell J. Econ. & Mgmt. Sci. 3 (1971) (suggesting
that regulation is designed and operated primarily for the regulated industry’s benefit); cf. Richard A. Posner,
Theories of Economic Regulation, 5 Bell. J. Econ. & Mgmt. Sci. 335, 339-40 (1974) (arguing that the capture theory cannot explain why the agency enhances the interests of customer groups rather than those of the regulated
firms in most circumstances); Rose, supra note 19, at 2215 (doubting whether the securities industry would seek
for systematic under-deterrence).
See Langevoort, supra note 19, at 529-30 (arguing that the agency behavior would be primarily directed by internal self-serving goals); cf. Macey, supra note 17, at 917-18 (suggesting that when the external pressure threatens
the agency’s very existence, the internal biases might diminish because all agency personnel share the common
goal to survive the obsolescence).
See Choi & Pritchard, supra note 17, at 2-3.
See, e.g., Robert A. Prentice, The SEC and MDP: Implications of the Self-Serving Bias for Independent Auditing, 61
Ohio St. L.J. 1597, 1606-07 (2000) (defining this phenomenon as “self-attribution bias”).
See, e.g., Aviram, supra note 17, at 11-14; Donald C. Langevoort, The SEC as a Lawmaker: Choices about Investor
Protection in the Face of Uncertainty, 84 Wash. U. L. Rev. 1591, 1611 (2006).
See Choi & Pritchard, supra note 17, at 25-26 (illustrating that if the SEC determines that someone is not trustworthy, it tends to assume her/his guiltiness rather than to make an innocent mistake).
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As noted earlier, public choice theory suggests that the lack of public scrutiny grants regulators some “slack,”
allowing them to direct rents to particular interest groups; however, behavioral bias tells us that during times of
heightened public scrutiny, particularly in the aftermath of great corporate scandals, regulators tend to overzealously over-enforce certain cases that may or may not warrant such attention.
Whenever high-profile securities fraud cases occur, the impulse to “do something” to compete with the latest
headlines in response to public criticism become the first priority for securities regulators.31 For example, Taiwan
established the SFIPC to bring securities class actions on behalf of aggrieved shareholders in the wake of a series
of corporate shenanigans that occurred during the early 2000s.32 By the same token, the SEC has taken a more
aggressive enforcement stance against hedge funds to revive its tarnished reputation in reaction to the state
attorney general’s aggressive role to protect investors in the post-Enron era.33 The public regulators, in order
to protect their sphere of influence, invoked the so-called “self-serving inference” or “precautionary principle,”
leading them to believe that it is better to be safe than sorry, thus taking prophylactic precautions rather than
simply reacting after problems materialize, even when there is a reasonably high level of ambiguity surrounding
the potential “suspicious wrongdoing.”34
As a result, the public choice theory and behavioral bias assumption could provide persuasive explanations behind Professor Shao’s observation regarding the Taiwanese SFIPC’s decision-making pattern. Generally, public
choice theory illustrates that the SFIPC tends to piggyback on public enforcement instead of independently
detecting new securities fraud cases. But in some well-known instances, such as a corporate takeover scenario,
the behavioral bias assumption can help predict that the SFIPC may have an exaggerated concern over fraud,
thereby bringing aggressive and preemptive lawsuits to protect investors, irregardless of whether both parties
have sufficient resources to litigate. Thus, as de facto public counsel, I believe that the Chinese NPO will replicate
the Taiwanese SFIPC’s pattern, wherein the Chinese NPO would generally remain lax in securities enforcement;
however, when in the best interest of the NPO, it may take proactive actions “to protect investors,”35 to appease
an agitated public rather than trying to craft the optimal regime that balances the public interest.36
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See Amitai Aviram, Bias Arbitrage, 64 Wash. & Lee L. Rev. 789, 821-26 (2007) (arguing that the agencies and the
private sector compete with each other to take actions first in order to extract more profits).
See Chapter 4, Part 2.1.
See, e.g., Troy A. Paredes, On the Decision to Regulate Hedge Funds: The SEC’s Regulatory Philosophy, Style, and Mission,
2006 U. Ill. L. Rev. 975, 1011 (2006) (noting that the former New York Attorney General Eliot Spitzer was lauded
for uncovering some of the scandals while the SEC was at sleep); Amanda M. Rose, State Enforcement of National
Policy: A Contextual Approach (with Evidence from the Securities Realm), Minn. L. Rev. 1343, 1377-78 (2013) (illustrating the tug of war between the SEC and the state government in terms of numerous controversial enforcement
against nationally traded companies).
See Paredes, supra note 33, at 1007; see also Donald C. Langevoort, When Lawyers and Law Firms Invest in Their
Corporate Clients’ Stock, 80 Wash. U. L. Q. 569, 587 (2002) (arguing that the self-serving inference undermines
people’s professional objectivity in a highly-competitive environment).
Take the Advance Settlement provision in the Bill for example, in order to ease social unrest, either the alleged
liable wrongdoers or the Chinese NPO may settle with the aggrieved shareholders and compensate their losses
during the early days of the corporate scandal, nevertheless, the scope of the issuer’s responsibility remains unclear.
See infra Part 4.4.2.
One of the best example occurred on November 22, 2016, due to financial difficulty, one Taiwanese airline,
TransAsia Airways, suddenly closed down its service, and thus its share trading on the Taipei stock exchange was
suspended. Thus, numerous retail shareholders requested the Taiwanese SFIPC to bring a class action against
the TransAsia’s management for alleged insider trading. Although the corporate manager’s liability remains
unclear, the SFIPC has promised to assign the case to the court’s docket. See Li Juanping (李娟萍), Jinguanhui
Fuzhuwei Huang Tianmu Cheng, Toubao Zhongxin yi Lian Lejie Xinghang Fuzeren Minxingshi Zeren (金管會副主委
黃天牧稱，投保中心已立案了解興航負責人民刑事責任) [The Vice Chairman of the Financial Supervision
Commission, Huang Tianmu, Stated That the SFIPC Has Accepted the TransAsia Case and Began to Investigate
Its Management’s Potential Civil And Criminal Liabilities] (Nov. 22, 2016), available at http://ww2.money-link.
com.tw/RealtimeNews/NewsContent.aspx?SN=976219002&PU=0010.
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2.2.2. The Grassroots NPOs as Private Attorneys
In contrast to the ideal role of public counsel, private attorneys generally act on lawsuits that only benefit themselves and their clients. Although profit-driven private attorneys may impede or complicate the agency’s agenda
in achieving optimal deterrence against securities wrongdoings;37 however, the competition among multi-enforcers can prevent and release a captured and biased public counsel from under-enforcing securities fraud,
but also relieve resources constrained by the regulatory agency.38 Accordingly, the advantages summarized by
most scholarships conclude that private enforcers can: (1) Contribute diverse resources and more efficiency to
public enforcement; (2) Release public agencies from budgetary constraints by shifting the cost to the private
sector; (3) Serve as a valuable check against agency slack by taking over regulatory responsibilities or forcing
the agencies into action; (4) Provide confidential information to detect violations; (5) Encourage legal and policy
innovation by adopting new enforcement approaches; (6) Reduce the incentives of regulated industries to bribe
or subvert public agencies; (7) Limit bureaucratic intervention in the market economy; (8) Promote participatory
democracy between government authorities, civil society and the market.39
But such advantages may be overweighed by the disadvantages I mentioned in Chapter 3 that private enforcement, particularly in the entrepreneurial fashion, may over-deter securities fraud, thereby producing more social
costs than securities fraud.40 For example, the fear of liability causes companies to overinvest in precautionary
measures to prevent or detect securities fraud, or become cautious about disclosing information to the public
(either too vague or too trivial). By contrast, as explained above, an excessive reliance on the Chinese NPO or the
current state-controlled securities litigation model causes the opposite under-enforcement risk. If fraud is rampant in the securities market, potential shareholders will predictably discount the price they are willing pay for
the stocks or even withdraw their investment. Thus, both over and under-inclusive enforcement could increase
the cost of capital, upset the efficient allocation of resources, and finally do harm to the national economy as a
whole. Hence, the solution to avoid over and under-deterrence should rely on a sound division of labor between
public counsel and private attorneys.
In contrast to the emergence of grassroots legitimation during the 60’s Civil Right movement, there was no such
corollary led by grassroots NPOs to refine the line between the public counsel and private attorneys in securities
enforcement. While these civil rights private lawyers, who considered themselves as “private attorney generals”,
began to prosecute large civil right cases on the public’s behalf during the 1960s in the U.S.,41 however, the
similarity in public spirit failed in the securities arena due to the crowded number of entrepreneurial attorneys,
who neither fulfilled the compensatory function to shareholders nor enhanced the deterrence effect for the government.42 In essence, these entrepreneurial attorneys were bounty hunters in search for the largest payout. But
in China, there are also no active grassroots NPOs working for investor right defense, as they face varying degrees
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See, e.g., Richard B. Stewart & Cass R. Sunstein, Public Programs and Private Rights, 95 Harv. L. Rev. 1193, 129293 (1982).
See Renee M. Jones, Dynamic Federalism: Competition, Cooperation and Securities Enforcement, 11 Conn. Ins. L.J.
107, 121-26 (2004) (outlining a number of benefits of a multi-enforcement regime).
These advantages are summarized according to a sea of academic literature, see, e.g., Stephen B. Burbank, Sean
Farhang & Herbert M. Kritzer, Private Enforcement, 17 Lewis & Clark L. Rev. 637, 662 (2013); Rose, supra note
19, at 2208-10; Matthew C. Stephenson, Public Regulation of Private Enforcement: The Case for Expanding the Role
of Administrative Agencies, 91 Va. L. Rev. 93, 107-13 (2005).
See Chapter 3, Part 2.1.
See Michael Waterstone, A New Vision of Public Enforcement, 92 Minn. L. Rev. 434, 442-43 (2007).
See Coffee, supra note 9, at 235; see also Bryant Garth, Ilene H. Nagel & S. Jay Plager, The Institution of the Private
Attorney General: Perspectives from an Empirical Study of Class Action Litigation, 61 S. Cal. L. Rev. 353, 372-73
(1988) (illustrating that securities class actions are dominated by private law firms rather than by nonprofit law
firms due to the representation of class action is highly profitable).
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of restrictions in providing legal services by the government.43 Put simply, although the U.S. and China both lack
meaningful civil society participation in securities enforcement; however, China differs with the U.S. in this phenomenon due to government intervention rather than the lack of market supply. Therefore, the discouragement
of civil society participation by the Chinese government interferes and distorts the market mechanism, thus the
Party-state cannot rationalize the Chinese NPO model as a means of monopolizing the securities litigation market
by precluding other grassroots NPOs from filling the void caused by its own interference.
As opposed to the lack of supply that leads to the absence of civil society in the U.S. securities context, a loosely
organized grassroots NPO composed of experienced securities attorneys has engaged in investor right movement
in China since the early 2000s, including bringing securities fraud litigations, challenging illegitimate shareholders meeting solutions, asking for public hearing regarding distribution of “Advance Settlement” program,
and so on.44 The grassroots NPO to some extent did fill the gap caused by the state intervention, and receives
positive reputation because of its non-financial or even altruistic objectives. Thus, perhaps our instincts will
conclude that grassroots NPOs could serve the public interest better than the Chinese NPO or private attorneys,
and they should replace these enforcers to predominate securities litigation. However, we should keep in mind
that grassroots NPOs themselves also have potentially corrosive incentives and limitations as private attorneys
do. Indeed, these NPO attorneys do not work for nothing in return, and they are not free from financial pressure
and resource constraints. Given both the public counsel and private attorneys have inherent advantages and
disadvantages in several aspects, the next section turns to elaborate on what ground the labor of litigation shall
be allotted between public-private sectors.

2.3. Principle-Enforcement vs. Rule-Enforcement
As discussed in Chapter 2, the concept of securities fraud encompasses a wide range of deceptive practices
ranging from spreading false rumors by an outsider to the core of fraud involving a breach of fiduciary duties by
the corporate insider.45 Among the three major types of securities fraud, including misrepresentation, market
manipulation, and insider trading, each differs from the others in the level of specificity. For example, insider
trading is more difficult to define than other fraudulent schemes due to its precondition of a fiduciary-like relationship that requires more value judgment.46 Likewise, in market manipulation cases, trade-based manipulation
can be distinguished from more straightforward fraud-like manipulation schemes due to the trader’s culpable
intent, which is far harder to prove.47 Thus, in litigating different type of securities fraud litigation, some cases
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See Chapter 4, Part 4.3.
See infra note 244 and accompanying text.
See Chapter 2, Part 2.
See Chapter 2, Part 5.
See Chapter 2, Part 4.1.
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are based on clear definitions which can be applied easily to technical violations and undisputed wrongdoings
(rule-enforcement), other cases, however, ask for substantial investment in investigating and interpreting controversial conduct that violate public values (principle-enforcement).48
In general, securities regulators mix both models when enforcing different securities violations. For example,
the SEC used to establish its enforcement presence through principle-enforcement in certain areas, including
insider trading, market manipulation and other fraudulent activities.49 In addition, the SEC prefers to regulate
other securities wrongdoings, such as disclosure violation, on the basis of relatively rule-enforcement.50 More
importantly, similar to public-private enforcement, the distinction between principle-enforcement and rule- enforcement in the securities context is blurred and converging.51 For example, the SEC regulates broker-dealers
and investment advisers with different approaches. As to the former, the SEC authorizes a SRO, the Financial
Industry Regulatory Authority (FINRA), to oversee the broker-dealer industry that establishes a set of specific
“rules” imposing “suitability” obligation on broker’s recommendation. In other words, via FINRA, the SEC took
a back seat and became a secondary regulator. However, as to the latter, the SEC serves as the primary regulator
with a broader set of “principles,” imposing a “fiduciary duty” on the adviser to act in its “client’s best interests.”52
But when some brokerage firms began to overlap and provide similar services as investment advisers in the
1990s, the distinction between each became ambiguous, where the “client’s best interests” principle and the
“suitability” rule began to be confused.53
As discussed above, according to the public choice theory, securities regulators are more inclined to be passive
generally, thus they may not invest a large amount of time and resources in actions that require enforcing
principles. Moreover, the public regulator tends to cater to the most influential industries more likely to commit
48
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In general, there are several competing taxonomies of securities regulations, primarily including “principle-based” regulation, “rules-based” regulation and “institution-based” regulation. See James J. Park, The
Competing Paradigms of Securities Regulation, 57 Duke L.J. 625 (2007) (dividing securities enforcement into
principle-based enforcement and rule-based enforcement); John H. Walsh, Institution-Based Financial Regulation:
A Third Paradigm, 49 Harv. Int’l L.J. 381, 382 (2008) (adopting an alternative paradigm, the institution-based
approach, which requires regulated entities to establish an internal institution that can interact with the regulator to establish a self-enforcing legal compliance system). Other commentators adopt different parameters to
categorize principle and rule enforcement, see, e.g., Lawrence A. Cunningham, A Prescription to Retire the Rhetoric
of Principles-Based Systems in Corporate Law, Securities Regulation, and Accounting, 60 Vand. L. Rev. 1409, 1420-22
(2007) (arguing that rules differ from principles in several aspects, including ex ante v. ex post, specificity v. generality, and inflexibility v. discretion); James J. Park, Rules, Principles, and the Competition to Enforce the Securities
Law, 100 Cal. L. Rev. 115, 119 (2012) [hereafter Park, Rules] (arguing that principle enforcement involves more
controversial issues and asks for much more cost than rule enforcement); Pierre Schlag, Rules and Standards, 33
UCLA L. Rev. 379, 384 (1985) (indicating that there advantages and disadvantages of rules and standards in
three substantive objectives of the legal system, including deterrence, delegation, and communication).
See Katherine Drummonds et al., Securities Fraud, 53 Am. Crim. L. Rev. 1733, 1797 (2016) (noting that injunction is a type of principle-enforcement for the SEC to prevent individuals from committing future securities
fraud); Matthew Scott Morris, The Securities Enforcement Remedies and Penny Stock Reform Act of 1990: By Keeping
up with the Joneses, the SEC’s Enforcement Arsenal Is Modernized, 7 Admin. L.J. Am. U. 151, 153 (1993) (arguing that
the passage of the Securities Enforcement Remedies and Penny Stock Reform Act of 1990 aims to provide “flexibility” for the SEC to tailor its enforcement actions against insider trading); Park, Rules, supra note 48, at 151
(suggesting that insider trading cases require the SEC to adopt a principle-based approach to challenge certain
given industry practices).
See John C. Jr. Coffee & Hillary A. Sale, Redesigning the SEC: Does the Treasury Have a Better Idea, 95 Va. L. Rev.
707, 753 (2009).
See, e.g., Louis Kaplow, Rules Versus Standards: An Economic Analysis, 42 Duke L.J. 557, 561 (1992).
See Paul R. Walsh & David W. Johns, Can the Retail Investor Survive the Fiduciary Standard, 87 St. John’s L. Rev.
437, 438 (2013).
See id. at 442.
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violations in gray areas reflecting contested values, and who have the resources to fight a potential conviction.
From the behavioral bias assumption, the risk averse character will lead the regulator to avoid or minimize the
cost and controversy associated with principle-enforcement, but rather target insignificant, yet uncontroversial,
violations to achieve the expected number of cases under congressional performance mandates. In sum, although
a regulator may be willing to enforce principles, it will often find itself unable to effectively do so because of its
institutional limitations.54
By the same token, as a quasi-public enforcer, the Chinese NPO will have difficulties in enforcing principles due
to its organization and fiscal constraints.55 However, compared with the U.S. open-ended anti-fraud, case law
defined rule, China statutorily defined the scope and types of securities fraud with more certainty and specificity.
Take insider trading for example, U.S. securities laws have confined insiders to people who owe fiduciary duties
to the company or sources of information, but China’s securities laws forbid, not only corporate fiduciaries, but
also professionals who obtain tips in the course of operation, in addition to anyone who acquires inside information by illegitimate means from engaging in securities transactions.56 As to corporate insiders, the interpretation
of fiduciary duties either in securities fraud or corporate governance represent a peculiar form of law; their ex
ante normative principles are as general and abstract as their ex post adjudicative applications are specific and
concrete. In other words, the generality and complexity of fiduciary principles require the court to broaden its
equity powers in defining and enforcing these obligations. As a result, the Chinese NPO should leave these types
of lawsuits to other enforcers who are best able to handle innovative principle-enforcement actions.
On the other hand, for corporate outsiders who have no fiduciary duties, the Chinese NPO could regulate their
violations with less cost and controversy through well-crafted rules, in particular cases where the CSRC has
already punished or prosecutors have begun the initial process. While public enforcement confirms what has
occurred and solves complicated threshold issues as to whether a provision applies, the following suits seem
more likely to focus on rule-enforcement rather than principle-enforcement. And this practice not only helps the
CSRC to implement consistent regulatory policy, but also provides a clear notice to the public and industries of
the probability and potential cost of sanctions.
However, unlike public regulators, the incentives for private attorneys typically stem from profit or reputation
by developing and litigating principle cases.57 For example, in cases concerning controversial issues, such as
fiduciary duties mentioned above, private attorneys are willing to invest resources in pursuing innovative theories
of wrongdoing that stimulate the creation of new approaches, establishing the new definitions of fiduciary duties
imposed on corporate insiders or securities professionals. Hence, securities fraud litigation could be structured
as a two-tier system, where the Chinese NPO basically focuses on rule-enforcement cases, while other enforcers,
including grassroots NPOs and private attorneys, could primarily engage in principle-enforcement cases.

2.4. A Case Study of the Application of Hybrid Predomination Model
While the Bill has not yet been put into practice, this section highlights a recent Taiwanese SFIPC case as an example to illustrate the potential in assigning principle-rule cases to either the public counsel or private attorneys.
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See Park, Rules, supra note 48, at 154.
For example, it is difficult to recruit the most talented staff members to work for the Chinese NPO due to its
fixed compensation system or bureaucratic culture, see Jonathan R. Macey, The Distorting Incentives Facing the
U.S. Securities and Exchange Commission, 33 Harv. J. L. & Pub. Pol’y 639, 651 (2010) (suggesting that the SEC is
unable to compensate its staff adequately); John R. Kroger, Enron, Fraud, and Securities Reform: An Enron Prosecutor’s Perspective, 76 U. Colo. L. Rev. 57, 127 (2005) (arguing that the SEC cannot recruit top lawyers due to its
public image as a “timid, poorly managed bureaucracy”).
See Chapter 2, Part 5.3.
See Park, Rules, supra note 48, at 159-60.
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2.4.1. Facts and Issues58
In September, 2016, an unprecedented payment default in a tender offer occurred in Taiwan, which resulted in
massive losses for shareholders who agreed to sell their holdings. This dispute arises from a cash tender offer
where the defendant, a Japan-based Bai Chi Gan Tou Digital Entertainment Co. (Bai Chi), offered to purchase
common stocks of a Taiwanese gaming corporation, XPEC Entertainment Inc. (XPEC), with an almost 22%
premium over XPEC’s closing price of NT$105 dollars (about USD 3.5) on May 31, 2016. CTBC Financial
Holding Co. (CTBC), one of Taiwan’s leading financial holding companies, and its subsidiaries CTBC Securities
and CTBC Bank, had been retained by the defendant to act as the stock transfer agent and financial consultant,
respectively, for the public tender offer.
Not surprisingly, after the announcement of the tender offer, many XPEC’s investors rushed to tender their
shares for sale. Following a green light issued by the Investment Commission of Ministry of Economic Affairs
(Commission) on the share acquisition deal on July 22, 2016, those investors who owned XPEC shares agreed
to sell their holdings to Bai Chi, where the goal to buy 38 million XPEC shares by the tender offer were met.
However, on August 18, 2016, speculation emerged when Bai Chi delayed payment. The Japanese firm extended
the deadline of payment in late August, until finally, the worse expected outcome happened. On August 30,
2016, Bai Chi announced their decision to walk away from the deal entirely.
From Bai Chi’s default to September 30, 2016, the share price of XPEC dropped 69% to NT$33.8 (about USD
1.13), as compared to its original offer price of NT$128 (about USD 4.26) on May 31, 2016. As a result, on
October 7, 2016, the SFIPC filed a class action on behalf of around 5,000 shareholders seeking for damages of
approximately NT$ 2 billion (about USD 67 million) losses caused by Bai Chi’s failure to meet its payment obligation.59 However, the aggrieved shareholders believe that the default was in actuality a “pump-dump scheme”
manipulated by Bai Chi and other agents, who owe a fiduciary duty to XPEC. Thus, the shareholders not only
requested the SFIPC to include CTBC Securities, CTBC Bank and XPEC’s insiders to be joined as co-defendants,
but also required the Commission to explain the reasons for failing to properly review this acquisition approval.
However, the institutional limits of the quasi-public NPO system favor the SFIPC to choose the easiest target
over pursuing the largest “fish.” Although the CTBC was fined by the government for not “overseeing the deal
properly,” the CTBC insists that its subsidiaries have no responsibilities to guarantee payment to tendering
shareholders and satisfied all fiduciary obligations; however, due to great public pressure, the CTBC had no
choice but to settle the case without admitting any liability. The settlement called the CTBC to pay NT$ 500
million (about USD 16.7 million) in “moral compensation” to investors out of concern for mitigating the dispute
and maintaining investors’ confidence. In exchange for the settlement, the SFIPC agreed not to bring any action
against the CTBC, as well as its affiliates, and allowed shareholders to either accept the settlement agreement or
to opt out and pursue their own remedies.
Moreover, when faced by congressional inquiries regarding XPEC’s insiders’ liability, especially concerning the
involvement of XPEC’s chairman, Aaron Hsu, the SFIPC replied that the ongoing lawsuit only targets Bai Chi and
its management, and that there is no clear evidence of securities fraud to further prosecute other potential defendants who owed the plaintiffs a fiduciary duty, including Hsu. Nevertheless, the court approved the prosecutors’
requests to detain Hsu over his alleged insider trading since September 30, 2016. On January 24, 2017, Hsu
was charged on seven counts, including insider trading, embezzlement and financial misstatement, where these
charges led the prosecutor to request the 30-year sentence and ask the court to confiscate NT$4 billion (about
USD 0.133 billion) in illegal profits.60
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The facts were majorly summarized from the media reports and the press releases published on the SFIPC’s official
website, available at www.sfipc.org.
As noted earlier, in some corporate control scenarios, the SFIPC chose to file litigations without piggybacking on
public enforcement, see Shao, supra note 14, at 84-86.
See Sun Hsin Hsuan, CEO Hsu could face 30 years for securities fraud, The China Post (Jan. 25, 2017), available at
http://www.chinapost.com.tw/taiwan/national/national-news/2017/01/25/490305/CEO-Hsu.htm.
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2.4.2. The Application of Hybrid Predomination Model
By virtue of principle-rule enforcement, this case can be divided into two sections: (1) A breach of contract
against Bai Chi as a rule-enforcement case; and (2) Securities fraud claims against fiduciary agents, including
XPEC’s directors and the CTBC, as a principle-enforcement case. As a result of the foregoing discussion, the first
part should be initiated by the SFIPC, while the second part should be outsourced to private attorneys.
Unfortunately, the SFIPC not only took the first part, but also promised to investigate the second. Due to the
SFIPC’s inability to handle complicated and controversial principles in terms of fiduciary duty violations, the
SFIPC conducted its investigation of the second part in a very passive manner. After many rounds of inconclusive investigation, the SFIPC found nothing, thus chose to settle the case with CTBC quickly for a relatively low
sum,61 and have, as of yet, taken no civil action against XPEC insiders. The SFIPC lies in wait as prosecutors have
begun their initial investigation against XPEC insiders. Rather than taking an affirmative pro-active role, such
as soliciting opinions from or outsourcing the case to private attorneys, the SFIPC might have litigated the case
differently. Having private attorneys to supplement the SFIPC or the future Chinese NPO to areas where these
NPOs have neither resources nor advantages may transform them from quasi-public agencies to more effective
public-private enforcers.

3. Hybrid Supervision Model
3.1. The Definition and Scope
While the hybrid predomination model focuses on the litigation labor allotment between public counsel and
private attorneys, the hybrid supervision model turns on another dimension–the balance to which private enforcement is subject to varying degrees of public intervention and vice versa. In determining whether private
actions properly implement public policy, the government could have significant discretion with reference to
implementation, with attendant private action effects.62 On the other hand, in order to address potential public
enforcement failures caused by agency slack or by other external constraints, private oversight of the agency can
range from merely an advisory role to the full-fledged substitution of public enforcement.63 More importantly,
the hybrid supervision model represents the flip side of the hybrid predomination model, where private sectors
may engage in monitoring conduct when public agencies exercise enforcement power, and public agencies could
intervene in private actions when private sectors are authorized to file suits on behalf of the public interest.
Given the Chinese government’s extensive control over private securities litigation, the lack of an optimal balance
of public-private supervision is, in one sense, not surprising. To be more specific, public supervision is too
strong and private supervision is too weak. However, under the U.S. legal framework, both public and private
sectors own an array of devices to oversee the other sector’s enforcement actions. For example, from the private
supervision model, if public agencies fail to detect violations due to either intentional blindness or careless ignorance, private citizens can report wrongdoings by confidential whistleblowing, thus send a clear message to the
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See Pan Zhiyi (潘智義), Lesheng An Hejiejin Tai Di ? Toubao: Haiyou Gongsu An (樂陞案和解金太低? 投保: 還
有公訴案) [Is the Amount of the XPEC Settlement Too Low? The SFIPC Stated That the Potential C
 riminal
Prosecution May Bring More Compensation] (Nov. 17, 2016), available at http://www.cna.com.tw/news/
afe/201611170475-1.aspx.
See David Freeman Engstrom, Agencies as Litigation Gatekeepers, 123 Yale L. J. 616 (2013) (analyzing the gatekeeping role served by the agencies in private lawsuits).
See William B. Rubenstein, On What a Private Attorney General Is - and Why It Matters, 57 Vand. L. Rev. 2129,
2142 (2004).
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public, creating public pressure on the agency to take action.64 However, from the public supervision approach,
the government may authorize private citizens to file qui tam actions on behalf of the public interest, however, to
a certain extent, the government still retains the gatekeeping function that is normally performed by the pubic
regulator. In sum, the hybrid supervision model may benefit society through various mechanisms; such as
conveying information to the marketplace through whistleblowing or instigating litigation; reducing redundancy
of overlapping litigation and aggregating fines imposed on firms; and lastly, coordinating multi-enforcers to
screen out meritless litigation that might cause more social costs as a whole.
As a result, similar to the hybrid predomination model, the hybrid supervision model acts like a swinging pendulum between binary public-private points on a spectrum. On one end is the private supervision model (the
public-predominated enforcement approach) that I term as the “whistleblower approach,” where the public
agency has the obligation to respond if a securities law violation is reported by a whistleblower. On the other end
is the public supervision model (the private-predominated enforcement approach) that I termed as the “relator
approach,” where private citizens can bring qui tam litigation on behalf of the government, but are subject to the
public agency’s intervention. In the U.S. legal system, either the whistleblower or the relator would not only be
compensated for disclosing fraudulent conduct according to a certain percentage of either the sanction or compensation derived from enforcement actions, but also be protected from harassment or fear of retaliation.65 Moreover, these public-private supervision approaches can be either applied separately or in combination, together.66
Since the Chinese Civil Procedure Law (CPL) and the Bill have relaxed the standing requirement in favor of third
parties who have suffered no cognizable injury to launch public interest lawsuits,67 it would not call for a higher
level of legislative scrutiny to provide a reward in proportion to the amount of sanction or compensation. Thus,
these solutions would be more politically palatable in the Chinese state-controlled securities regime. However,
in order to fully implement these approaches, the procedural barriers of preventing the public from asserting
individual claims, such as the “mandatory piggybacking prerequisite”68 and the “claim preclusion” provision in
the Bill69 ought to be abolished.
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The U.S. Congress has provided whistleblower protections for individuals in certain private-sector e mployment
in more than eighteen federal statutes, see Jon O. Shimabukuro & L. Paige Whitaker, Cong. Research Serv., R42727,
Whistleblower Protection Under Federal Law: An Overview 1 (Sept. 13, 2012), available at https://fas.org/sgp/
crs/misc/R42727.pdf.
The U.S. Congress has enacted roughly forty anti-retaliation laws, see Jon O. Shimabukuro et al., Cong. Research
Serv., R43045, Survey of Federal Whistleblower and Anti-Retaliation Laws (Apr. 22, 2013), available at https://
fas.org/sgp/crs/misc/R43045.pdf.
A group of scholars propose to add the qui tam provision to the current whistleblower system, see, e.g., Julie R.
O’Sullivan, “Private Justice” and FCPA Enforcement” Should the SEC Whistleblower Program Include a Qui Tam Provision?
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Rev. 1235 (2014).
See Chapter 4, Part 5.2.1.
See Chapter 3, Part 3.2.1.
See Chapter 4, Part 5.3.1.
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3.2. The Whistleblower Approach
3.2.1. An Overview
In general, whistleblower are individuals who provide confidential information about suspicious violations to
related authorities responsible for investigating and enforcing misconducts. As a result, whistleblowers could
be insiders (corporate management, employees, and so on) or outsiders (lawyers, analysts, or private citizens),70
and they can choose to report wrongdoings to either an internal authority (an entity’s internal legal or compliance
department) or an external regulator (the regulatory agency, prosecutors, or a related SRO/NPO).71 The U.S.
federal securities system adopted both approaches, where the Sarbanes-Oxley Act of 2002 (SOX) was enacted in
the wake of a series of corporate scandals,72 such as the Enron collapse that requires public companies to establish
and maintain internal control and reporting structures; while the Dodd-Frank Wall Street Reform and Consumer
Protection Act (Dodd-Frank) passed in 2010 in response to the 2007-2010 financial crisis,73 which focuses on
whistleblowers who report externally to the SEC.
In addition to internal and external reporting,74 Dodd-Frank differs from the SOX in several aspects, in particular
with reference to whistleblower protection.75 Dodd-Frank awards whistleblowers, whose tips lead to a successful
enforcement action, through a bounty system that remains absent in the SOX. Due to the private supervision
model aims to create a partnership between the public and private sectors, the awarding of a bounty to citizens
provides incentives for the private sector to look over the agency’s shoulder and pick up its slack, whereby this
system, in turn, forces the agency to act and detect securities fraud. Thus, this private supervision approach acts
as a bridge connecting the public agency and private whistleblowers, which links both private and public spheres
by allowing whistleblowers to report alleged violations to public agencies rather than to their internal control
mechanism. Therefore, the following discussion will focus on related provisions of Dodd-Frank and relevant
rules promulgated by the SEC.

3.2.2. The Whistleblower Eligibility
In Section 922 of Dodd-Frank, Congress amended the Securities Exchange Act of 1934 to add Section 21F,
entitled “Securities Whistleblower Incentives and Protection”, which allows any individual who provides or
individuals who jointly provide original information relating to a violation of securities law to the SEC a bounty
reward if certain criteria are meet.76 Dodd-Frank also directed the SEC to establish an Office of the Whistleblower (OWB) to administer the provisions of the new section77 and to flesh out any details via its rulemaking
authority.78 As a result, the SEC subsequently adopted the Final Rules, which became effective on August 12,
2011, to implement these provisions.79
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compliance system in favor of external reporting to the SEC, see generally, Jennifer M. Pacella, Inside or Out? The
Dodd-Frank Whistleblower Program’s Antiretaliation Protections for Internal Reporting, 86 Temp. L. Rev. 721 (2014).
See infra Part 3.2.4 notes 118-22.
15 U.S.C. § 78u-6 (2012).
Id. § 78u-7.
Id. §§ 78u-6(j), 78u-7(a).
17 C.F.R. § 240. 21F-1 (2017).
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According to the Final Rules, a whistleblower must be an individual (not a company or another entity) who
provides information about a possible violation of the federal securities laws that has occurred, is ongoing, or
is about to occur.80 In addition, in order to qualify for an award the whistleblower must satisfy the following
requirements: (1) provided information “voluntarily” ; (2) the information must qualify as “original information”;
(3) the information must have led to the successful enforcement by the SEC of a federal court or administrative
action; and finally (4) the SEC must have obtained monetary sanctions totaling more than USD 1 million in its
successful enforcement action (covered action). If these criteria are met, the whistleblower is entitled to share in
a bounty award of between 10% and 30% of the sanctions collected in the covered action and in certain “related
actions”81 depending on markup/markdown factors surrounding the reward.82
(1) Voluntariness
Voluntariness is satisfied when the whistleblower or her/his representative submits information prior to a request, inquiry, or demand for information related to the subject matter of the submission by either the SEC or
other authorities such as the Public Company Accounting Oversight Board (PCAOB), Congress, another federal
authority, a state Attorney General or a securities regulatory authority.83 On the other hand, voluntariness will
not be satisfied if the whistleblower is required to submit information to the SEC due to a preexisting legal duty, a
contractual duty owed to the SEC or other authorities cited above, or as a result of a duty mandated by a judicial
or administrative order.84
(2) Originality
The Final Rules define “original information” as intelligence derived from a whistleblower’s “independent
knowledge or independent analysis” and “is not already known to the SEC from any other source, unless the
whistleblower is the original source of the information.” Moreover, the information cannot be “exclusively
derived from an allegation made in a judicial or administrative hearing, in a governmental report, hearing, audit,
or investigation, or from the news media, unless the whistleblower is a source of the information.”85
The term “independent knowledge” requires that the factual information not be derived from publicly available
sources, but “may be gained from the whistleblower’s experiences, communications and observations in her/his
business or social interactions.”86 In contrast to “independent knowledge”, “independent analysis” allows the
whistleblower to build her/his “examination or evaluation” on publicly available information alone or jointly with
others, but “reveals information not generally known or available to the public”.87 On the other hand, the information will not generally be deemed to have been derived from the whistleblower’s “independent knowledge”
or “independent analysis,” and thus will not qualify as “original information,” if it was obtained from certain
specified circumstances. In general, the Final Rules exclude two types of information obtained either from a
fiduciary relationship in the performance engagement required by laws or a contract or in a manner that violates
applicable criminal laws. The former exclusion seeks to maintain the trust between principals and their agents,
thus it prevents attorneys, accountants, corporate insiders and employees, whose duties involve legal compliance
or internal investigation, from front running any information acquired through their representation or in the
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Id. § 240. 21F-2(a).
The term “related action” refers to enforcement actions initiated by related authorities other than the SEC, see id.
§ 240. 21F-3(b).
See infra Part 3.2.3.
17 C.F.R. § 240. 21F-4(a)(1)(2) (2017).
Id. §240. 21F-4(a)(3).
Id. §240. 21F-4(b)(1); see also 15 U.S.C. § 78u-6(a)(3) (2012).
17 C.F.R. §240. 21F-4(b)(2) (2017).
Id. §240. 21F-4(b)(3).
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course of operation for personal benefits.88 The latter exclusion, however, ensures that the whistleblower bounty
program is not used to encourage individuals for obtaining information in violation of federal or state criminal
law, notwithstanding that the information might lead to a successful enforcement action.89
The Final Rules also provide guidance as to whether a whistleblower can be considered an original source of
information to the SEC if another authority or entity, including Congress, federal authorities, a state Attorney
General or securities authority, SROs, the PCAOB or the whistleblower’s employer, previously provided the
same information to the SEC. The whistleblower will be considered the original source of the information if the
whistleblower voluntarily submitted the information to the agency or entity and her/his status as the original
source of the information can be confirmed by the agency or entity described above.90
In addition to the designated agency and entity, as noted earlier, in order to fill the gap of internal and external
reporting, the Final Rules provide incentives to individuals who report internally. If a whistleblower provides
information through a company’s internal compliance procedures for reporting allegations of possible violations
of law, and the whistleblower then submits the same information to the SEC within 120 days of providing it to
the agency, entity, or through a company’s internal compliance procedures, the SEC will then consider that the
whistleblower reported the information as of the initial date of the whistleblower’s admission through internal
mechanisms in evaluating any claim for an award.91 In other words, the originality would not disappear even
if the whistleblower did not report the wrongdoing to the SEC at the start. This provision is designed for the
benefit of whistleblowers by providing a reasonable period of time to make their reporting decisions.
(3) Leading to a Successful Enforcement
A whistleblower’s original information must lead to a successful judicial or administrative action brought by the
SEC that results in monetary sanctions (including penalties, disgorgement and interest) totaling more than USD 1
million (covered action).92 Whether the information is enough to “lead to” a successful enforcement depends on
the SEC or whether certain other authorities began to take actions. If no action is initiated, the information must
be “sufficiently specific, credible, and timely” to cause the SEC staff to commence an examination, open or reopen
an investigation, or “inquire concerning different conduct as part of a current examination or investigation” based
in whole or in part on conduct that was the subject of the whistleblower’s original information.93 To the contrary,
if the investigation is already under examination or investigation, the whistleblower’s information must have
“significantly contributed” to the success of an action.94
In determining whether the internal reporting leads to a successful enforcement, by the same token, the Final
Rules aim at mitigating the disparity by giving the same credit for internal and external reporting. Thus, the
whistleblower that reported through an entity’s internal legal or compliance procedures in addition to the SEC
within 120 days, still satisfies the definition of “whistleblower,” regardless of whether the reporting submitted by
the entity discovered in the course of an audit or investigation substantially augmented or improved the SEC’s
investigation based upon the original whistleblower’s information.95
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3.2.3. The Processes for Award & Claim Determination
In order to report a violation, a whistleblower can either identify her/himself or report a tip anonymously through
her/his attorney to the OWB,96 which is required to maintain a website for the submission of Form TCR for tips
and a Form WB-APP to apply for a bounty payment. In addition to online submissions, the OWB ensures that
any Form TCR it receives by mail or fax is inputted into the SEC’s “Tips, Complaints, and Referrals System” (the
TCR System),97 a highly centralized database to search and track TCRs received from the public.98 Once in the
TCR system, most tips are assessed in the first instance by a group of experts and then assigned to appropriate
enforcement staff. If a whistleblower has met the foregoing requirements to be considered for an award, within
the SEC’s discretion,99 the SEC must determine whether one or more whistleblowers are entitled to receive an
award based upon the information provided. If applicable, then the whistleblower is eligible for an award, in the
aggregate, of at least 10% but no more than 30% of the money sanctions imposed in a particular covered action100
or a related action,101 if specified claims procedures are followed.102
For the SEC to determine the percentage of the award, the Dodd-Frank and Final Rules set out a series of
“markup” and “markdown” factors as guidelines, not rigid formulas, to decide the appropriate percentage of
a whistleblower award. In deciding whether to increase the amount of a whistleblower’s award, the SEC will
consider: (1) the significance of the information provided to the success of the covered action or related action,103
(2) the degree of assistance provided by the whistleblower,104 (3) the SEC’s “programmatic interest” in protecting
investors and in deterring violations of the securities laws,105 and (4) the extent to which the whistleblower‘s
participation in internal compliance systems.106 In deciding whether to decrease the amount of a whistleblower’s
award, the SEC will consider: (1) the “culpability or involvement of the whistleblower in matters associated”
with the covered action or related action,107 (2) whether the whistleblower unreasonably delayed a reporting a
violation to the SEC,108 and (3) whether the whistleblower undermined the integrity of her/his entity’s internal
compliance or reporting system in cases where the whistleblower interacted with such system.109
In order for the whistleblower to know when to apply for the award, whenever an SEC enforcement action results
in monetary sanctions totaling more than USD 1 million, the OWB will post a “Notice of Covered Action” on its
website.110 Once the OWB publishes this notice, a whistleblower has 90 days from the date of publication to file
a claim of award via the Form WB-APP to the OWB by mail or fax. Otherwise, her/his claim will be barred.111
More importantly, a claimant can no longer remain anonymous at this stage, and her or his identity must be
disclosed on the Form WB-APP.112 However, the SEC will not immediately begin reviewing award applications
until the time all appeals of the underlying enforcement action have expired or concluded. Then the “Claims
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17 C.F.R. §240.21F- Il (2017).
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Id. § 240.21F-6(b)(1).
Id. § 240.21F-6(b)(2).
Id. § 240.21F-6(b)(3).
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Review Staff” will evaluate and determine whether whistleblower award claims submitted on Forms WB-APP is
in accordance with the criteria set forth in the whistleblower rules, after which it will then issue a “Preliminary
Determination” to the claimant.113 A whistleblower can contest the Preliminary Determination on the grounds
for objection to either the denial of an award or the proposed amount of an award,114 or appeal the SEC’s final
decision denying her or his entitlement to an award, but the SEC’s final decision regarding the amount of an
award (including the allocation of an award between multiple whistleblowers) is not appealable as long as the
award falls within the required 10%-30% range.115

3.2.4. Whistleblower Protection
In order to ensure that whistleblowers can report without fear of identity disclosure and retaliation by an employer, the Dodd-Frank and Final Rules prohibit any employer from discharging, demoting, suspending, threatening,
harassing, directly or indirectly, or discriminating against a whistleblower in any other manner, in the terms and
conditions of employment because of any lawful act (providing information, assisting investigation, and etc.)
done by the whistleblower,116 and that anti-retaliation protection extends to an individual who is not qualified
for an award as long as she or he reasonably believed that the information they provided to the SEC related to a
“possible securities law violation.”117
If a whistleblower who believes her/his employer or any person has violated the anti-retaliation provision, DoddFrank overlaps in general prohibitions with those under SOX, but differs greatly in regards to the procedures
and scope of a claim. First, SOX requires the whistleblower to file the complaint before the Department of Labor
and only allows the claims to be bought to federal court if the Secretary of Labor does not issue a final determination within 180 days of the complaint being filed.118 Dodd-Frank affords the right to file an action in federal
court directly.119 Second, pursuant to SOX, a claimant can only seek for reinstatement with the same seniority
status prior to the discrimination, back pay owed with interest, and compensation for litigation costs and fees;120
however, Dodd-Frank doubles the amount of back pay owed to the claimant.121 Finally, Dodd-Frank provides a
much more generous statute of limitations than that of SOX.122
The Dodd-Frank and Final Rules also require the SEC to keep the whistleblower’s identity confidential until
it must be disclosed to a defendant or respondent in a judicial or administrative proceeding, or until the SEC
determines it necessary to share with certain other authorities, which generally shall maintain shared information
as confidential as well.123 A whistleblower can choose to file the Form TCR anonymously, as long as she or he is
represented by the attorney and provides that attorney with a declaration under penalty of perjury, stating that
the information is true and correct to the best of her/his knowledge or belief.124 Finally, the Final Rules prohibit
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who reports with her/his identity is also required to make such declaration on the Form TCR, see 17 C.F.R. §
240. 21F-9(b) (2017).
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anyone from enforcing, or threatening to enforce a confidential agreement (other than agreements dealing with
information obtained through legal representation) against anyone in order to impede her/his communication to
the SEC about a possible securities law violation.125

3.3. The Relator Approach
3.3.1. An Overview
The historical development of the relator approach (qui tam provision) in the U.S. federal law system can be traced
back to 1863,126 the False Claims Act (FCA),127 which was passed and subsequently amended many times since,
as a response to address widespread fraud by government contractors who were submitting inflated invoices and
shipping faulty goods to the federal government during the Civil War.128 The most significant changes occurred
in the 1986 amendment, where the FCA relaxed many provisions that had prevented qui tam plaintiffs (relators)
from filing suits and granted relators the right of action to protect themselves from retaliation. Today, the FCA is
used to combat a myriad of fraud by any and all federal government contractors, including health care providers,
defense contractors, oil and gas companies, and other federally funded programs.129 Thus, it is fair to say that the
FCA aims to prevent violators from engaging in certain transactions and then knowingly manipulating subsidy
payments it received from the government, or avoiding an obligation owed to the government. In a nutshell, in
a qui tam action, the relator is “standing in” on behalf of the injured party, the government. However, the actual
victims are all taxpayers represented by the state.130
The rationale behind the FCA development bears a striking resemblance to the background of the Chinese
state-centered enforcement regime, whose similarity was first indicated in this article. As explained in Chapter 1,
unlike Western countries which established their securities markets for private enterprises to raise capital, China
established its securities market in order to subsidize and reform SOEs by virtue of raising capital from the private
sector.131 As a result of the “corporatization” of SOEs, most companies, in particular large listed conglomerates,
have mixed ownership between both public and private sectors in which the government owns more of a stake.
More importantly, the Chinese Party-state has intentionally maintained its status as a largest controlling shareholder in the securities market, and appointed (ex-)officials or persons affiliated with the government to manage
these companies.132 As a result, whenever securities fraud occurs and the aggrieved shareholders subsequently
file a private lawsuit, the rationale of why courts refuse to hear these cases is due to the fact that the government
is the majority victim, thus the courts tend to leave the disciplinary authority or litigation decision to those who
have the most interest—the public regulator, rather than to the defrauded minority, private shareholders.133
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17 C.F.R. § 240.21F-17(a) (2017).
The history of qui tam provision can be dated back to 695 declaration of King Wihtred of Kent, which prohibited
a freeman from working during the forbidden time [i.e., the Sabbath], and he shall be punished, the man who
informs against him shall have half the fine, and the profits arising from the labor. See Charles Doyle, Cong. Research Serv., R40785, Qui Tam: The False Claims Act and Related Federal Statutes 2-3 (2009), available at http://
www.fas.org/sgp/crs/misc/R40785.pdf.
31 U.S.C. §§ 3729-3731 (2012).
See Doyle, supra note 126, at 5-8 (providing a historical review of the FCA amendments).
See Robin Page West, Advising the Qui Tam Whistleblower: From Identifying a Case to Filing Under the False
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Or. 1885).
See Chapter 1, Part 2.1.
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See Chapter 1, Part 2.3.
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Based upon this conflict of interest between the government and the defrauded shareholders, securities litigation
initiated by private plaintiffs could be justified from a judicial perspective if any private citizen can file a suit on
behalf of the majority stakeholder—the government.
Due to the similar concern of the government stake in the litigation, the relator approach could shed considerable
light on alternative public control over private enforcement. As I discussed in Chapter 3, in order to control the
floodgate of private securities lawsuits, the court will not accept cases, unless they piggyback on the administrative
sanctions or the criminal prosecutions (piggybacking prerequisite).134 However, as I pointed out, these parasitic
lawsuits neither detect new securities fraud nor bring innovative strategies to supplement public enforcement.
Although the “piggybacking prerequisite” may be abolished in the near future and shareholders can file suits
without ex ante gatekeeping from prior public enforcement,135 the majority of aggrieved retail shareholders will
in turn rush into the quasi-public Chinese NPO for help due to their limitations in costs and resources to hire
private attorneys. Thus, the government will still retain control over the door to the court room and screen out
cases in conflict with its own interests. In sum, by virtue of the Chinese NPO serving as an ex post gatekeeper,
China only mitigates the original public character in the ex-ante “piggybacking prerequisite” to a limited extent,
the government still retains excessive control.
In contrast to the Chinese NPO, serving as only a substitute gatekeeper for the CSRC, the relator approach
grants a private right of action to citizens to supplement agency limits by filing a qui tam litigation on behalf of
the government, thereby subjecting the once restricted realm of securities litigation to public intervention. The
relator approach, which illustrates one example of the advanced supervision model, allows the government to
not only take advantage of resources and information from civil society, but also to retain effective control over
private litigation in the most efficient manner.136 In other words, in order to retain substantial control, China
currently mandates private plaintiffs to piggyback on public enforcement, therefore the government bears most
of the investigative and enforcement costs. The relator approach, however, shifts these costs to the private sector,
thereby turning the government into a free-rider of private actions that still allows the government to hold tight
on the reins. As a result, the relator approach could provide another alternative for China to achieve a more
optimal level of public intervention in overseeing private litigation. Although the FCA is not the only act which
allows private citizens to file a qui tam lawsuit and grants the government the right of intervention,137 the FCA
provides one of the most attractive bounty programs and the strongest whistleblower protection in the U.S.138
Hence, the following section focus on giving a primer of the FCA.

3.3.2. The Bounty Program & the Government Intervention
The FCA imposes liability on any person, who knowingly presents a false or fraudulent money claim to the
government for payment or approval, uses a false record or statement to get a claim paid by the federal government, conspires with others to defraud the government into paying or approving a false claim, or uses a material
false statement to conceal, avoid or decrease an obligation to pay money or transmit property to the federal
government.139 The violator of the FCA shall be liable for three times the dollar amount that the government
is defrauded and civil penalties of $5,000 to $10,000 for each false claim.140 While the Department of Justice
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See Chapter 3, Part 3.2.2.
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See Bucy, supra note 129, at 34 n. 180 (providing other examples that authorize any citizen to bring a lawsuit);
id, at 38 n. 204 (illustrating that most environmental civil suit provisions allow the state to intervene in any citizen suit).
See infra Part 3.3.3.
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(DOJ) is entitled to seek either criminal indictments or civil actions against wrongdoers,141 in practice, most FCA
enforcement efforts are initiate as private lawsuits brought pursuant to the qui tam provision, because much
fraud is hidden from public oversight, where private whistleblowers always have more access to confidential
information than public agencies.142
The qui tam provisions authorize any person with evidence of fraud against federal programs or contracts to file
a qui tam lawsuit in the name of government. However, if there is a successful judgment or settlement without
government participation, a qui tam relator can earn a bounty equal to a portion ranging from 25% to 30% of
the total recovery (including treble damages and fees) from the defendant.143 The amount would drop to 15%
to 25% if the government elects to intervene or proceed with the action.144 As a result of this tiered system, it
not only provides the government with substantial control, but also incentivizes relators to play an effective
agency-forcing or anti-capture role.145 In other words, while the government still retains the right to intervene,
the shadow of qui tam litigation forces the government to maintain vigilance or walk within the line of securities
enforcement and market integrity. On the other hand, in order to discourage relators from free-riding on other
people’s efforts, qui tam litigation would be barred, if an already-exiting government enforcement is proceeding
(no “parasitic” suit),146 or a first-filed suit brought by other private party is pending (the “first-to-file” rule),147 or
the underlying claims have been previously disclosed in the press or a government report unless where the relator
is an “original source” of the information.148
In addition to the bounty program, the DOJ’s authority to intervene or take over relator’s litigations remains
the most credible check of qui tam actions. While a relator, without cognizable injury, places her/himself in
the government’s shoes to combat fraud against the state, any judgment entered for or against her/him will also
bind the government and have preclusive effect on its later assertion of related claims. Without government
intervention, a relator could potentially conspire with defendants to bargain away the public interest in exchange
for a larger settlement.149 Thus, the DOJ must consent to any private dismissal or settlement of a qui tam action.150
Moreover, in order for the DOJ to evaluate and screen out cases that are not fit of the public interest, upon filing a
qui tam action, the relator must also serve the government with a sealed copy of the complaint and “substantially
all material evidence and information the person possesses”.151 After receiving the complaint, the government
has at least sixty days to review and investigate any allegations.152 The government, then, can decide whether to
join the qui tam action as an additional plaintiff. If the government proceeds with the action, the DOJ will assume
“primary responsibility” for the case, while the relator remains as a plaintiff, s/he now retains only a varying degree of participation.153 In some cases, the DOJ handles the entire case after intervening; in others, relators work
hand-in-hand with prosecutors; in some cases, relators and their attorneys assume the bulk of litigation duties.154
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Although the relator has the right to maintain a participatory role in the action, the DOJ retains the authority to:
(1) dismiss or settle the case regardless of the relator’s objection as long as a basic fairness hearing is provided to
the relator;155 and (2) seek court’s orders to limit the relator’s procedural rights if her/his participation interferes
with public prosecution or causes the defendant undue burden.156 If the DOJ elects not to intervene the litigation, the relator retains the right to proceed alone.157 Yet, the DOJ may still intervene or join the action later, even
for limited purposes, such as appeal,158 or pursue alternative remedies, such as civil penalties in lieu of the qui
tam action.159 Finally, whether the DOJ elects to intervene or not, the government may petition the court to stay
discovery conducted by the relator when the qui tam action would interfere with the government’s investigation
or prosecution arising out of the same facts.160

3.3.3. The Anti-Retaliation Protection
As noted earlier, the FCA as amended in1986 first contained a cause of action for retaliation, which provides that
an employee who was discharged or otherwise discriminated against in the terms of conditions of employment by
an employer because of lawful acts done by the employee in the furtherance of a qui tam action, shall be entitled
to bring an action in federal court for the relief, including the right to reinstatement, twice the amount of back
pay with interest, and special damages that include attorney’s fees and litigation costs.161 This anti-retaliation
provision remained unchanged until 2009. In 2009, in addition to employees, Congress broadened the scope of
protected persons by including “contractors” and “agents” into the coverage of protection from retaliation. It also
redefined the term “protected conduct,” under which “lawful acts in furtherance of a qui tam action” was replaced
with the phrase “in furtherance of other efforts to stop one or more violations.”162
Second, in 2010, in an effort to broaden both the scope of protected activities and persons under the FCA anti-retaliation provision, Dodd-Frank not only restored the original 1986 protected activities of “lawful acts done
by the employee in furtherance of a qui tam action,” but also retained the 2009 amended phrase “other efforts to
stop one or more FCA violations.”163 Moreover, Dodd-Frank expanded the 2009 narrower scope of protected
individuals, which only covers “agent on behalf of the employee, contractor, or agent or associated others” by
changing the language to read “agent or associated others,” thereby potentially creating a new class of individuals
who may file suit for retaliation under the FCA.164
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Id.
Id. § 3730(c)(5).
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Id. § 3730(h), amended by False Claims Amendments Act of 1986, Pub. L. No. 99-562, § 3, 100 Stat. 3153,
3157-58.
Id. § 3730(h), amended by Fraud Enforcement and Recovery Act of 2009, Pub. L. No. 111-21 § 4, 123 Stat.
1617, 1624-25.
Id. § 3730(h), amended by Dodd-Frank of 2010.
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Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

111

As a result, compared to the anti-retaliation provision in the whistleblower approach, the relator approach
increases, not only the scope of protected activities, but also the class of individuals safeguarded under the
FCA’s anti-retaliation provision. This stronger shield from retaliation for relators is understandable. Unlike a
whistleblower who can report a wrongdoing anonymously pursuant to the Dodd-frank and Final Rules,165 a qui
tam relator must actually confront the violator in a lawsuit, reveal their identity, and substantiate their claims,
while exerting greater thought and effort than Dodd-Frank whistleblowers. In other words, a qui tam relator
actually has “skin in the game,” and thus needs more protection than a whistleblower.

3.4. A Case Study of the Application of Hybrid Supervision Model
3.4.1. Facts and Issues
As explained in previous chapters, out of concern for invoking social unrest and political instability, China’s
court system has adopted a passive attitude to securities litigation, particularly with reference to large groups of
shareholders.166 Moreover, the CSRC’s selective enforcement policy increases the uncertainty surrounding the
court’s acceptance of securities lawsuits due to the administrative punishment serving as, not only a necessary
precondition, but also the factual basis for the following private securities action. As a result, as long as the
administrative sanction is not final, the court can excuse itself from cases on the grounds that private litigants
must wait for any final decision of any corresponding public enforcement. However, under China’s General
Principles of the Civil Law, the statute of limitations of actions for private securities litigation is only two years,167
and the clock begins ticking only when the CSRC issues its administrative decision. Therefore, many aggrieved
shareholders lose their opportunity to bring a lawsuit due to the time-consuming nature of administrative dispute
resolution.
Under this backdrop, China tends to await until reprimanded, where most securities fraud cases are first disclosed by the media,168 only then prompting the CSRC to take enforcement action or the court to accept cases.
In particular, the Guangxia (Yinchuan, so-called Yiguangxia) Industrial Co., Ltd (hereafter the “Yiguangxia case”)
involved tens of thousands of shareholders in a misrepresentation case, which clearly reflects the issues of bureaucratic slack and judicial passivity. Since 1994, Yiguangxia’s stock price increased rapidly every year, which
contradicted general performance standards. The most suspicious increase occurred in 2001, when Yiguangxia’s
competitors performed comparatively worse, while Yiguangxia’s profits increased more than 200%, with profit
margins reaching 80% during that same time period. While the CSRC was blind to this series of abnormal
financial indices, these unusual numbers, however, attracted securities researchers’ attention, which finally led to
the August 2, 2001, Caijing’s article titled “The Yiguangxia Trap.”169 (Caijing is a leading magazine focusing on
finance and business, comparable to The Wall Street Journal)
Not surprisingly, the widespread publicity of the article eventually forced the CSRC to investigate the scandal
and discipline the wrongdoers. According to the CSRC’s administrative decision, Yiguangxia overstated revenues
totaling 77.1 million yuan (about USD 11.67 million) from 1998 to 2001 by engaging in various fraudulent
activities, including fabricated invoice of raw material purchases, forged sales contracts and accounting standard
manipulation.170 After the CSRC levied an administrative penalty, however, only four plaintiffs successfully
brought securities litigation in the Yinchuan Intermediate People’s Court in July 2002, where the court refused to
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accept more claims with the excuse of waiting for the final decision of corresponding criminal prosecutions.171 As
a result, when the criminal judgment was released, the stature of limitation was expiring, thus the shareholders
only had approximately twenty weeks to bring their cases to court. In order to handle public criticism, the court
had no choice, but to extend the statute of limitation three more months. Even so, only 103 cases filed by 847
shareholders (approximately 1% of aggrieved shareholders) were accepted by the court before the deadline.172

3.4.2. The Application of Hybrid Supervision Model
Prior to applying the hybrid supervision model to the Chinese securities enforcement regime, the first question
needed to be answered is whether there is active whistleblowing in the Chinese securities market. As a matter
of fact, if we compare the size of the Chinese stock market with the U.S. and how many tips are received by
the CSRC and OWB, we can conclude that the CSRC never lacks tips relating to securities fraud, but only the
ability to harvest more high-quality whistleblowing and how better to shield whistleblowers from retaliation.
By the end of 2014, the market capitalization of U.S. listed domestic companies was approximately 4.38 times
that of China (about USD 26.331 trillion v. USD 6.005 trillion).173 During that same year, the CSRC received
678 whistleblower tips regarding potential securities law violations,174 whereas the OWB received 3,620 tips
during the same period.175 Therefore, the percentage of whistleblower tips received by the CSRC and the OWB is
comparable and almost at the same level. Even though China’s securities laws fail to provide attractive bounties
to whistleblowers or protections for whistleblowers from retaliation, nevertheless, most Chinese whistleblowers
still report securities fraud from a moral impetus to maintain market integrity.176 Imagine if a reward system was
in place for their vigilant behavior, the supervision approach would punish and deter securities violations much
more effectively.
Had China implemented the optimal whistleblower approach, the Yiguangxia case may have be exposed much
earlier by whistleblowers due to their increased incentives to investigate suspicious transactions. The knowledge
gained from whistleblowing could transmit a valuable message to the public that further forces the CSRC to
take early precautionary actions to discipline the alleged fraud and prevent further damages, thereby granting
shareholders much more time to initiate lawsuits that are already subject to a shorter stature of limitation. In addition to mere whistleblowing, under the relator approach, in order to pursue a more generous bounty payment,
whistleblowers could bring qui tam litigation against wrongdoers in the court to further pressure and correct
shortcomings in the market. By doing so, whistleblowers can convey an important signal via the public trial to
the market concerning public enforcement quality, forcing the securities regulator to take the case seriously and
holding the government more accountable.
Thus, the hybrid supervision model can cooperate with the Chinese NPO model in several ways. First, with
reference to the whistleblower approach, the Chinese NPO, in addition to initiating civil actions, is equipped
with professional staff that can play a similar role as the OWB in the U.S. The Chinese NPO, like the OWB, could
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See Jin Sheng, Private Securities Litigation in China: Passive People’s Courts and Weak Investor Protection, 26 Bond L.
Rev. 94, 105 (2014).
Huang Tao (黃韬), Gonggong Zhengce Fayuan: Zhongguo Jinrong Fazhi Bianqian de Sifa Weidu (公共政策法
院：中国金融法制变迁的司法维度) 108 (2013).
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See CSRC Annual Report 29 (2014), available at http://www.csrc.gov.cn/pub/newsite/zjhjs/zjhnb/201506/
P020150617601423285129.pdf.
See SEC Annual Report on the Dodd-Frank Whistleblower Program 20 (2014), available at https://www.sec.gov/
about/offices/owb/annual-report-2014.pdf.
See Geoffrey C. Rapp, Four Signal Moments in Whistleblower Law: 1983-2013, 30 Hofstra Lab. & Emp. L. J. 389,
398-99 (2013) (arguing that many employees report fraud out of moral concern rather than personal financial
interests).
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be responsible to maintain an effective system of reviewing whistleblower tips, as well as linking and correlating
the information required with the appropriate level of bounty payment. Once the Chinese NPO has screened
out meritorious tips, it should then notify the CSRC to design a coordinated public-private enforcement agenda.
Moreover, the Chinese NPO should publish its review decisions on its website regularly for public oversight, thus
signaling when whistleblowers can submit their reward applications.
Second, with respect to the relator approach, according to Article 55 of China’s CPL, any civil organization,
including grassroots NPO, social groups and any private citizen shall have the right of action to initiate securities
fraud litigation on behalf of the public interest, in addition to the Chinese NPO.177 However, as an expert agency,
the Chinese NPO should provide its professional opinion to the government on issues of whether to intervene,
dismiss or take over litigation. More importantly, if the government decides to restrain the relator’s procedural
rights or replace the relator with other public agencies, the Chinese NPO should be the appropriate actor to either
monitor the relator or take over the lawsuit. Finally, and perhaps the most significantly, China has to establish a
powerful anti-retaliation legal framework to protect whistleblowers. Without this system, any efforts to promote
public interest litigation in any field, including securities fraud, consumer protection and environmental pollution, are doomed to failure.

4. Hybrid Compensation Model
4.1. The Definition and Scope
The hybrid predomination model aims to allocate labor between public and private sectors according to the nature
of lawsuit and the comparative advantages of the different enforcers. In addition, the hybrid supervision model
focuses on a coordinated oversight between public and private sectors in enforcing securities fraud cases. Lastly,
one of the main goals of the hybrid compensation model is to achieve an optimal balance between government
involvement and a private compensation regime. Article 173 of the Bill stipulates that certain secondary liable
wrongdoers, including controlling shareholders, actual controllers, sponsors or underwriters, in addition to the
Chinese NPO, are entitled to compensate aggrieved shareholders. After which secondary liable wrongdoers and
the Chinese NPO acquire the “claim of right” to assert against primary liable wrongdoers (the Advance Settlement
provision).178 However, unlike true secondary liable wrongdoers, the Chinese NPO has committed no wrongdoing in the securities fraud in question. Therefore, in terms of the nature of the “right” the Chinese NPO acquires,
it is more similar to a subrogation claim in the insurance context, rather than a “right,” seeking contribution
among jointly-liable perpetrators in tort law regime.179 As a result, the Bill falsely mixes liable wrongdoers with
the “innocent” Chinese NPO in one provision that reflects a mismatched relationship between public sanctions
(for alleged wrongdoers) and insurance programs (for the Chinese NPO). Hence, in order to reform the Advance
Settlement program, the hybrid compensation model should be analyzed through two separate and distinct
perspectives: (1) The Enforcement-based Approach; and (2) The Insurance-based Approach.
With reference to the enforcement-based approach, as discussed in Chapter 4, in some securities fraud cases,
alleged liable wrongdoers, such as sponsors, have settled with investors and established special compensation
funds in order to exchange for lighter punishment imposed by the CSRC instead of more aggressive sanctions,
such as withdrawal of a sponsor license or public reputational damage.180 Thus, the fund is more a trade-off
between administrative sanction and victim compensation. In actuality, it is not new for a public agency to
intervene within a private compensation regime. In the U.S, the trend of the agency’s compensatory role in
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distributing penalties and disgorgements collected from defendants to victims has blurred the line between
public sanction and private compensation.181 For example, the “Fair Fund provision” of SOX gave the SEC the
right to distribute penalties and disgorgements collected from its actions to defrauded shareholders.182 However,
as of now, the connection between the Advance Settlement provision and public compensation has received no
theoretical or empirical attention in China.183
Moreover, by virtue of “informal concessions” between the government and regulated entities, the Advance
Settlement provision successfully bypasses judicial review and shareholder participation. In the U.S., a growing
cohort of scholars have begun to view that recipients of public compensation program should be given a certain
extent of due process protections regarding procedural and substantive fairness of distribution.184 Unfortunately,
due to the Chinese ignorance of the intersection between public sanction and private compensation, the Advance
Settlement program is still widely recognized merely as a form of private settlement between alleged perpetrators
and aggrieved shareholders, rather than a type of administrative deterrent action. As a result, a group of “investor
rights” defense lawyers in China requested a hearing system for shareholders’ representatives to participate in
the Advance Settlement program.185 However, they failed to take advantage of recent U.S. academic approaches
to argue why shareholders are entitled to a right of hearing, holding the CSRC obliged to discern a “private”
compensation fund in which it was not involved, notwithstanding the fact that it is widely known that the CSRC
is the actual mastermind behind the settlement.
With respect to the insurance-based approach, as discussed in Chapter 4, in order to address the risk of broker-dealer insolvency, many countries established some investor protection funds to “insure” shareholders who
have outstanding claims against the failed broker or dealer. In general, the source of funding mostly comes from
the securities community, including stock exchanges and securities companies (brokerage firms), the NPO is
usually appointed to administer the funds.186 More importantly, in general these investor protection funds and
their managing NPOs only protect against the loss of cash and securities held by the investors at the insolvent
broker-dealers. In other words, in a risk-oriented securities environment the funds do not cover worthless stocks
or stocks sold at artificial or manipulated prices due to deceptive schemes, as investors are responsible to take
caution regarding any abnormal corporate performance and their own investment decisions.187
Likewise, the CSRC established the Securities Investor Protection Fund Limited Liability Company (SIPFLLC)
in 2005 to manage an insurance fund—an investor protection fund—to provide protection for investors from
failures of securities companies. Similar to other investor protection funds globally, the SIPFLLC is responsible
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See Chapter 3, Part 4.1.3.
See infra Part 4.2.2.
By contrast, some American scholars argue that agencies, such as the SEC should own the “implied public rights
of actions” to sue violators as a remedial tool to fulfill its regulatory duties. See Seth Davis, Implied Public Rights of
Action, 114 Colum. L. Rev. 1, 58-59 (2014).
See Margaret H. Lemos, Aggregate Litigation Goes Public: Representative Suits by State Attorneys General, 126 Harv.
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See infra note 244.
See Chapter 4, Part 5.3.2 note 182 and accompanying text.
For example, unlike the Federal Deposit Insurance Corporation (FDIC), which insures depositors of insured
banks for any loss within the cap, the Securities Investor Protection Corporation (SIPC) states that it has no
obligation to cover individuals who are voluntary to engage in the risk-oriented securities world, see SIPC official
website, available at http://www.sipc.org/about-sipc/sipc-mission.
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for accepting and reviewing shareholders’ claims against insolvent broker-dealers. In addition, as mentioned
in Chapter 4, in order to ease public pressures and retain social stability in the wake of securities fraud, certain
alleged liable sponsors established the special compensation funds to compensate the aggrieved shareholders
that has become the precursor of the Advance Settlement provision in the Bill. Under these circumstances, the
SIPFLLC is appointed as administrator to distribute the funds to investors.188 Even so, the Bill appears unsatisfied
with the status quo in covering only broker-dealer insolvency, but desires to further empower the Chinese NPO,
such as the SIPFLLC, with extraordinary compensatory functions to cover shareholder losses arising from securities fraud. If and when the SIPFLLC is designated as the Chinese NPO to administer the Advance Settlement
program, one possible way to compensate for shareholder losses stemming from securities fraud is to expand
the coverage of the investor protection fund. As a result, the SIPFLLC will stand as the only exception in the
world, that contradicts the general policy of an investor protection fund to not protect for any decline in value of
investor’s securities. However, due to several reasons mentioned in Chapter 4, I predict that this Chinese NPO
will and cannot carry out this compensatory role as an insurer properly.189
As a result, in my view, there is an exploration of hybrid approaches to make the Advancement Settlement
provision more effective and efficient.190 The hybrid compensation model can be constructed by varying degrees
of coordination between the public agency and private sectors.191 From the most public end of the scale (the
enforcement-based approach), the government could compensate shareholders through recoveries funded by
its enforcement actions against wrongdoers. In order to assure the legitimacy of public compensation and due
process protections for shareholders, the distribution plan should be subject to judicial review and the aggrieved
shareholders shall have a right of participation throughout the process. On the more private end of the spectrum
(the insurance-based approach), in order to cover losses stemming from securities fraud, some scholars set
forth innovative insurance policy proposals to provide compensation for shareholders’ fraud-related losses.192 In
general, the premiums are primarily derived from the private sector, while the government or a quasi-public NPO
will oversee the insurance program.193
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4.2. The Enforcement-Based Approach
4.2.1. An Overview
This section uses the term “enforcement-based approach” for ease of reference to mean an order or agreement
resulting from a public enforcement action that creates an obligation by the defendant to compensate a numerous
group of people. Within the U.S. legal framework, aside from the SEC, other federal agencies, including the
Commodity Futures Trading Commission (CFTC),194 the Federal Trade Commission (FTC),195 and the DOJ;196 all
also have power to collect damages on behalf of victims. However, among these public compensation programs,
the SEC Fair Fund provision provides much more extensive resources and substantial efforts to compensate
aggrieved victims than other federal agencies.197 As a result, the Fair Fund provision could be an appropriate
illustration of the enforcement-based model.
However, many commentators view public involvement in private compensation with skepticism, where some
believe Fair Funds are analogous to securities class actions and criticize that the Fair Fund programs as just another wealth transfer mechanism from one group of diversified shareholders to another (the so-called “circularity
critique” in securities class actions).198 Some argue whether the SEC should spend its limited resources in the
process of distributing funds to shareholders.199 However, these criticisms lose momentum in the Chinese securities market, as China’s emerging economy differs from the U.S., which retains a well-developed market with
many diversified investors. The percentage of diversified institutional shareholders is quite small in China.200
Moreover, most individual defendants in China are not covered by directors’ and officers’ (D&O) insurance,201
the wrongdoers must pay damages or fines out of their own pockets,202 thus shareholders do not indirectly bear
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In actuality, the CFTC Reparation Program is a type of ombudsman system. Although the CFTC can seek a
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See Adam S. Zimmerman & David M. Jaros, The Criminal Class Action, 159 U. Pa. L. Rev. 1385, 1405 (2011)
(noting that the DOJ has requested the defendants to establish the victim compensation funds in exchange for a
non-prosecution agreement in criminal securities fraud cases).
See Barbara Black, Should the SEC Be a Collection Agency for Defrauded Investors, 63 Bus. Law. 317, 319 n.13
(2008) (arguing that the SEC Fair Fund provision is the only one program which distributes civil penalties to
victims); Winship, supra note 194, at 151 (in contrast to other public agencies shifting the cost of compensation
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See Black, supra note 197, at 335; cf. Urska Velikonja, Public Compensation for Private Harm: Evidence from the
SEC’s Fair Fund Distributions, 67 Stan. L. Rev. 331, 375 (2015) (arguing that only a few distributions are circular).
For a discussion of the circularity problem, see Chapter 3, Part 2.1 notes 21-22 and accompanying text.
See Black, supra note 197, at 345 (suggesting that the SEC may waste too much resource in obtaining large Fair
Funds); Verity Winship, Fair Funds and the SEC’s Compensation of Injured Investors, 60 Fla. L. Rev. 1103, 1136
(2008) (arguing that the SEC diverts its valuable resources to distribute Fair Funds). But see Velikonja, supra
note 198, at 388 (claiming that the SEC tends to coordinate with parallel private lawsuits and ask the defendants
to compensate victims directly, thereby eliminating the costs to create the Fair Fund).
See, e.g., Robin Hui Huang, Private Enforcement of Securities Law in China: A Ten-Year Retrospective and Empirical
Assessment, 61 Am. J. Comp. L. 757, 788 (2013).
Only about 5% of Chinese listed companies purchase D&O insurance for their directors and officers, see Jia Hui,
D&O Liability Insurance: Legal Issues under the PRC Laws (May 8, 2015), available at http://www.lexology.com/
library/detail.aspx?g=47af7198-c36d-4769-a0c8-6a64eda9be12. Moreover, D&O insurance policies generally
exclude fines and penalties from the definition of insured losses, see Velikonja, supra note 198, at 384.
Cf. A. C. Pritchard, Markets as Monitors: A Proposal to Replace Class Actions with Exchanges as Securities Fraud
Enforcers, 85 Va. L. Rev. 925, 928 (1999) (indicating that the U.S. corporate managers tend to avoid personal
liability by purchasing D&O insurance with the corporation’s assets).
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the cost, thereby decreasing the circularity concern. Finally, by virtue of the SIPFLLC’s depth of experience in
managing and distributing special compensation funds to investors, the CSRC could concentrate on collecting
recoveries through enforcement actions and shift burdensome administrative duties to the SIPFLLC without
sacrificing much of its resources.203
More importantly, the Fair Fund provision to some extent can justify the notorious “mandatory piggybacking
prerequisite” for filing private securities lawsuits in China.204 According to Article 232 of China’s Securities
Law, civil compensation liability shall have priority, if there are insufficient assets to simultaneously satisfy the
civil liability and administrative penalties (“civil compensation comes first”). However, due to the procedural
prerequisite, civil suits have to piggyback on administrative sanctions. Thus in reality, administrative penalties
and disgorgements always proceed civil suits that usually cause wrongdoers to become insolvent and unable
to compensate shareholders.205 By virtue of the Fair Fund, the penalties and disgorgements collected through
administrative enforcement will recover defrauded shareholders losses first, and thus the principle of compensation priority could be exalted. Last, but definitely not the least, in order to establish a well-developed Fair Fund
program in China, the authorities must raise the cap on penalties and retain an unbiased enforcement policy.206

4.2.2. The Fair Fund Provision
Not until the 1990s did the SEC officially step into the shoes of a private compensation regime to collect damages
for victims of securities fraud. The Securities Enforcement Remedies and Penny Stock Reform Act of 1990 arms
the SEC with three new types of civil remedies, including civil fines, ceases and desist orders, and corporate bar,207
among other things, that expressly authorizes the SEC to order disgorgement in administrative proceedings and
distribute disgorgement funds to investors.208 However, even though the SEC distributed the disgorgements
to aggrieved shareholders through their increased arsenal of civil remedies, the SEC still continued to remit
civil fines to the U.S. Treasury as required by stature. As noted earlier, in the wake of financial fraud scandals,
Congress enacted SOX, under which Section 308(a) expanded the SEC’s power to combine civil fines paid in
enforcement actions with disgorgement funds into the so-called “Fair Funds,” which grants the SEC discretion
to distribute funds to aggrieved shareholders.209 Since then, the SEC has become the only agency entitled to
distribute civil fines to victims within the federal government.210
As former SEC Chairman Harvey Pitt described, the Fair Fund provision is “one of the most important new tools
we have received under the SOX.”211 For example, in the WorldCom accounting fraud scandal, the penalty
payment of $750 million ($500 million paid in cash; $250 million in the form of the company’s stock) was to be
paid into a disgorgement fund for the benefit of defrauded shareholders.212 Although the Fair Fund provision
enlarges the pie of funds, SOX chose to condition the distribution of any penalty to investors on obtaining
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disgorgement from the same violator. Thus, unless the defendant committing the fraud has identifiable profits to
disgorge, the statute requires that any civil fine be remitted to the U.S. Treasury. In other words, the aggrieved
shareholders are not availed to civil penalties if there are no disgorgements against the wrongdoer. In order to
address this issue, Dodd-Frank amended the Fair Fund provision of SOX, in which Section 929B allows the SEC
to distribute civil penalties to investors regardless of whether there is a disgorgement order.213
When the SEC collects funds for investor, in most cases, the SEC would develop a plan to administer the fund
and oversee its distribution.214 However, the SEC currently lacks sufficient and skilled in-house staff to engage
in fund management. Thus, the Office of Distributions of the SEC usually hires a distribution consultant to
develop the distribution plan and a fund administrator to publish notices, send information packets to eligible
participants, process claims, prepare accountings, file tax returns, and make distributions from the fund to
eligible defrauded investors.215 However, the SEC provides a very modest number of due process protections
that do not ensure different classes of shareholder victims’ participation in the formation of the distribution plan,
where judicial scrutiny for any distribution plans is very limited.
First, it is at the discretion of the SEC to determine when and how to distribute funds to investors,216 the SEC
will provide investors with notice and time to comment on a proposed distribution plan.217 Second, if the SEC
sees fit, a distribution plan can be reviewed and modified by a hearing officer for fairness prior to adoption,218 but
shareholders have no formal ability to intervene, shape, or challenge the original distribution plan designed by a
hearing officer,219 nor will their varying interests be adequately represented by separate trustees, class representatives, or counsel.220 Finally, courts have adhered to the position that the primary goal of disgorgement funds
is to deter violations of securities laws by depriving violators of their ill-gotten gains rather than to compensate
victims of securities fraud,221 thus the judicial system places great emphasis on the fact that the SEC has near-total
authority to exclude victims from participating in proposed plans. As a result, the SEC’s distribution decisions
enjoy considerable deference in judicial review.222

4.3. The Insurance-Based Approach
4.3.1. An Overview
To establish a securities fraud insurance program, a cohort of scholars recently set forth several innovative proposals to provide compensation for shareholder losses stemming from corporate shenanigans. Moreover, these
proposals can be roughly divided into a variety of hybrid types based upon the varying proportion of government
intervention and private participation. For example, Professor Skeel has proposed adopting a government-funded insurance scheme that guarantees a minimum payout associated with investors’ retirement savings plans (the
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15 U.S.C. § 7246(a), amended by Dodd-Frank, Pub. L. No. 111-203, § 929B, 124 Stat. 1376, 1852 (2010).
See Velikonja, supra note 198, at 343 (illustrating that in rare cases, the SEC or the court instructed the defendant
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so-called 401(k) plan), in particular when retirement funds are decimated in the wake of financial crisis=-223
He also suggests that the government establish another self-financing protection scheme similar to the current
federal deposit insurance program (i.e., the FDIC), in which a new corporation, the Federal Investor Insurance
Corporation, can collect payments from insured companies according to its assessment rates.224
In addition, Professor Evans argues that a mandatory-participated investor protection fund overseen by the SEC
may not only save huge cost accrued from securities class actions, but also plays a better deterrence role if the
premium can reflect a tendency of a company’s violation risk. She proposed that all selling shareholders pay a
fee based upon a percentage of sale varying with the underlying corporation’s propensity to commit fraud (“fraud
risk rating”), thus a higher premium will result in higher costs and fewer transactions in fraud-prone companies,
thereby decreasing stock prices.225 This will grant a very strong deterrence effect against corporate managers to
avoid fraudulent activities, as their performance assessment is significantly, positively related to the company’s
stock price.226 However, other commentators are inclined to a more private approach with a narrower scope of
coverage. As D&O insurance policies cover personal liabilities for the directors and officers of the corporation,
Professors Cunningham and Ronen, respectively, proposed adopting a financial statement insurance plan to cover
damages arising from audit failure, thus serve as an alternative for traditional auditor liability.227 In essence, if the
company wishes to purchase an auditing insurance policy, due to this change reflecting a new corporate policy
shift, the company must submit the insurance company’s quote regarding terms and conditions of the insurance
(the premium, coverage, etc.) for shareholders’ vote.228 Under the auditing insurance program, the issuance
company instead of the insured company has the power to appoint and the obligation to pay auditors, who
attest to the accuracy of the financial statements of the prospective insurance clients.229 Therefore, this financial
statement insurance program would alter the conflict of interest existing in the traditional principal-beneficiary
triangle, as an auditors’ oversight function can be enhanced through maintaining their independence from the
suspected client.
In a well-developed free market economy like the U.S., either issuers or the insured are able to shift or allocate
uninsured risk via the market mechanism. However, it is not always the case in China’s state-centered securities
regime, where the Advance Settlement provision only grants the Chinese NPO an ex post cause of action against
wrongdoers, but without any ex ante premium mechanism to decrease any moral risk and reduce the financial
burden. Thus, shareholders continue to, and even further rely on, government intervention. Whether the
Advance Settlement provision is a blow for or against government control over private enforcement, however,
depends on one’s perspective. On the one hand, defrauded shareholders understandably desire efforts to explore more protections from the Chinese NPO, where that eagerness may lead investors to image its funds are
inexhaustible and serve as a free lunch. On the other hand, multi-billion yuan claims on the Chinese NPO could
impair financial liquidity, or even affect the original intent to protect investors by filing representative securities
lawsuits. As a result, any private or industry-funded regime will fail fairly quickly, due to its inability to achieve
the economies of scale necessary to cover mandatory participation on a national basis, thus government involvement is necessary and justified in this context. In order to establish a public-led insurance program, which is
able to cover shareholders’ losses arising from securities fraud based upon a well-designed risk rating system to
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maintain its financial stability, among all the alternatives, I suggest to expand the SIPFLLC to create an insurance
that covers investor losses resulting from securities fraud due to its far-reaching experience in insuring investors
in the insolvency of broker-dealer in China.

4.3.2. The Proposed Securities Fraud Insurance Program
In contrast to the more public enforcement-based approach where the CSRC plays the primary compensatory
role, here, the insurance program would collect and pool funds, such as by the quasi-public NPO, the SIPFLLC.
The CSRC would retain rule-making responsibilities regarding the creation, collection, and distribution of the
securities fraud insurance fund. Under this securities fraud insurance program, the SIPFLLC will administer an
expanded investor compensation system subject to CSRC oversight. First, in order to establish a sufficient insurance fund pool, the current SIPFLLC investor protection fund, majorly derived from the annual membership
assessment from broker-dealers and stock exchanges, has a potential short-fall, if the fund aims to expand the
coverage of losses stemming from securities fraud at the present rate. The current assessment rate for Shanghai
and Shenzhen stock exchanges is a fixed 20% of trading brokerage, and 0.5%~5% of net operating revenue on
the basis of risk rating for broker-dealers.230 Thus, the CSRC has to raise levies or broaden the base to meet the
expected claims resulting from such an expansion. As a result, in order to meet the rising demand of increased
claims from securities fraud by increasing numbers of fund members, the insurance fund must raise the cap of its
membership based upon its risk-based assessment to mitigate for such costs. More importantly, many investor
protection funds in the world set a coverage limit in the event of broker-dealers failure. For example, the U.S.
SIPC generally covers up to USD 500,000 per individual per brokerage firm, and up to USD 250,000 of which
can be in cash.231 The Taiwanese SFIPC fund also limits payouts to not more than NT$ 1 million (about USD
33,333) to each investor in one securities or futures company.232 However, China only regulates its payment plan
according to State Council approval on a case-by-case basis.233 But by imposing a fraud risk-related premium, insured Chinese shareholders should be made aware of the premium-coverage mix before a securities transaction,
otherwise the cost-benefit analysis of any investment decision is lost.
Second, with regard to the insurance fund resource, it is the selling shareholders, not the broker-dealers that
have the duty to pay insurance fees. As noted earlier, retail shareholders are wide-spread throughout China and
generally invest in less diversified portfolios, thus creating a more risk-averse culture compared to an institutional
investor environment. As such, retail shareholders are notably reluctant to test the waters unless they gather
enough information on extraordinary corporate transactions. Thus, retail shareholders could force transparency
on the invested corporation by paying any risk-assessed premium on each stock transaction. If the expanded
SIPFLLC remedial coverage is to only insure securities fraud without charging appropriately increased premiums,
the check function born by shareholders will be seriously undermined. In order to eliminate any moral hazard
and incentivize shareholders to oversee the companies invested, I propose that all selling shareholders pay a
percentage of fee upon the dollar value of the stock transaction, where the proportion of the fee is determined
by the underlying corporation’s fraud risk rating similar to that currently employed for estimating brokerage
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firms.234 Therefore, higher fraud risk ratings will result in higher fees paid by selling shareholders, and vice versa.
To avoid higher premiums, investors will have incentives to screen out bad investments, and thus spur corporate
managers shying away from risky or unethical behavior. Regarding payment methods, rather than holding selling
shareholders to pay premiums to the SIPFLLC directly, securities companies, where the transactions occur, will
charge fees from selling shareholders on behalf of the SIPFLLC and remit a portion of the commission revenue
to the SIPFLLC. In other words, the insurance premiums will be collected indirectly through increased revenue
rates imposed on the brokerage community. In this way, broker-dealers and the SIPFLLC are not required to
increase infrastructure through large investments for securities fraud insurance programs, but rather established
a cost-effective system and utilize their experience to internalize extra costs.
Moreover, in order to prevent frivolous and unfounded claims, the securities fraud insurance policy might only respond in cases where civil or administrative/criminal proceeding have been initiated against wrongdoers.
Therefore, when the insured shareholders file charges with the SIPFLLC, this Chinese NPO is best situated to
coordinate with its parent organization, the CSRC, to investigate and determine whether there is reasonable
cause to believe securities fraud has occurred. If the CSRC had established a fund similar to the SEC Fair
Fund composed of penalties and disgorgements, the SIPFLLC and the CSRC could coordinate to institutionalize
the aggregation of the Fair Fund and the securities fraud insurance fund, thereby gathering more resources to
compensate defrauded investors. To determine claim filing procedures for restitution, as stated earlier, the
CSRC must establish a set of rules that take into consideration shareholders’ varying interests in formulating any
potential distribution plan. The CSRC should treat each category of shareholders fairly and allow shareholders’
representatives a voice in the process. More importantly, the SIPFLLC’s decision should not only be reviewed
and approved by the CSRC, but also further subject to judicial review of the courts.235
Finally, this securities fraud insurance program could contain administrative procedures for payments made by
the SIPFLLC on behalf of defrauded shareholders that allows for an adjudication system against fraud perpetrators.
With respect to the cause of action acquired by the SIPFLLC, as noted earlier, Article 173 of the Bill misaligns the
right of action owned by secondary liable wrongdoers (e.g., sponsors) or the Chinese NPO (e.g., SIPFLLC). In
actuality, this provision does not distinguish the cause of action owned by the Chinese NPO with that enjoyed by
jointly liable wrongdoers, but rather ignores two distinct equitable doctrines that reflect vastly different underlying public policies. In the case of the Chinese NPO, the right of subrogation arises from the equitable notion
that the burden for payment of a loss should be borne entirely by the party ultimately responsible for the loss.
An insurer’s right of subrogation is derivative of the rights of the insured to pursue recovery from that party. On
the other hand, compensating parties enjoy, not a cause of subrogation, but of contribution—a right to apply
jointly and severally liabilities, independent of the rights of the victims. The doctrine of contribution is founded
on the equitable grounds to level the burden of payment and avoid unjust results, where multiple parties share a
common obligation to the same victim. Contribution exists to permit reimbursement to an obligor of payments
that exceeds its share of the debt or loss.236 Thus, the nature of litigation, as well as the scope of claims, would
vary depending on different causes of action, where the Advance Settlement provision would be best to avoid
confusing them altogether.

234

235
236

122

Based upon securities companies’ risk management abilities and market impact, the CSRC has divided them into
11 levels of 5 major categories, including A (AAA, AA, A), B (BBB, BB, B), C (CCC, CC, C), D and E, since 2007.
See Xiaoqiu Wu, Chinese Securities Companies: An Analysis of Economic Growth, Financial Structure Transformation,
and Future Development 39 (2014). The CSRC also published the list of different level of securities companies
annually, see the CSRC website for the latest list, available at http://www.csrc.gov.cn/pub/newsite/zjhxwfb/
xwdd/201607/t20160715_300788.html.
See Evans, supra note 225, at 247-48 (arguing that the decision of government or single-provider of securities
fraud insurance policy shall be reviewed by administrative law judges or scrutinized by federal courts).
See Marjie D. Barrows & Susan A. Byron, Subrogation v. Contribution: What’s in a Name, 30 Brief 45 (2001).

Comparative Analysis of Hybrid Enforcement of Securities Fraud in China

4.4. A Case Study of the Application of Hybrid Compensation Model
4.4.1. Facts and Issues
Aside from the first advance settlement case arising from Wanfu’s initial public offering (IPO) scandal discussed
in Chapter 4,237 Dandong Xintai Electric Co., Ltd (Xintai) is the third such case, where a sponsor compensated
shareholders by establishing a special fund. In contrast to Wanfu, which survived the wake of its listing fraud,
Xintai may set precedent as the first company on the ChiNext Board238 to become delisted due to its issues over
financial statement disclosures. In July of 2016, the CSRC completed its investigation and indicated that Xintai
had violated laws and rules of IPO and continuing disclosure obligation after IPO from 2011 to 2014. At the
CSRC’s instruction, the Shenzhen stock exchange suspended trading of Xintai’s stocks and activated Xintai’s
delisting process. In order to maintain the qualifications required with listing on the exchange, Xintai was found
guilty of fabricating financial information in its IPO application and continued financial reports, including writing off large amounts of receivables and inflating its net profits via external loan or forged bank bills. As a result,
the CSRC warned and fined Xintai 8.32 million yuan (about USD 1.25 million); warned and fined the president
and actual controller, Deyi Wen 8.92 million yuan (about USD 1.34 million); and fined the CFO, Minsheng Liu
600,000 yuan (about USD 90,000).239 In addition to fines, Wen and Liu were barred from entering the securities
market for life.240
As Xintai’s sponsor, Industrial Securities Co., (Industrial Securities), one of the leading brokerage firms and
investment bankers in China, was fined 24.6 million yuan (about USD 3.69 million), and confiscated its sponsorship revenue of 12 million yuan (about USD 1.8 million) and underwriting fees of 20.8 million yuan (about USD
3.12 million) by the CSRC for failing to fulfill its duties in due diligence of Xintai’s accounts.241 More importantly,
Industrial Securities has set aside 550 million yuan (about USD 82.5 million) as a special fund to compensate
potential losses by investors who participated into Xintai’s IPO.242 However, due to the unprecedented scale of
this Advance Settlement program, Industrial Securities cannot bear the large burden alone as Ping An did in the
Wanfu’s IPO case. To seek contribution from Xintai, Industrial Securities appealed to the Shanghai International
Arbitration Center for approximately 110 million yuan (about USD 16.5 million) in damages, including the
reimbursement of 50 million (about USD 7.5 million) paid to defrauded investors, and 60 million yuan (about
USD 9 million) in losses and costs arising from Xintai’s fraudulent reporting. To date, the distribution of the
special compensation fund has been temporarily suspended due to the CSRC’s administrative sanction against
Xintai has not yet been concluded.243
Finally, questions as to the fairness of distribution of the special compensation fund have lead aggrieved shareholders and their lawyers to cast doubts over the legitimacy and transparency of several issues, such as the
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authority of who decides the plan or how to determine shareholders’ eligibility in applying for compensation.
Attorney Yixin Song, one of the most famous investor rights defense lawyers who represents numerous clients in
this case, states that shareholders and their attorneys should have a right of hearing to air their views regarding
the process, and any disagreements with the proposed distribution should be brought to the courts, but any
objections should be raised prior to distribution rather than appeal to the court after the distribution is complete.244 Similar to the U.S. Fair Fund program in which the recipients can voice, but not intervene within the
distribution process, Attorneys Song and his clients also call for minimum due process protection during this
process. Unfortunately, their voices have yet been heard from any authority.

4.4.2. The Application of Hybrid Compensation Model
Until now, all Advance Settlement programs that occurred in China have been established by allegedly liable
sponsors, where they face dual public sanctions, including administrative punishments imposed by the state and
quasi-public compensation funds in exchange for a more favorable treatment. However, as discussed in Chapter
4, the Advance Settlement provision will increase the uncertainty of wrongdoers’ liability due to the ignorance of
public intervention in the private compensation regime.
First, due to an absence of judicial checks on the Advance Settlement program, the civil liability of the wrongdoers to compensate the shareholders is unclear. For example, these wrongdoers may be found faultless in the
following civil suit, nevertheless they have already paid investors through the compensation fund. Given that
the special fund is a part of the CSRC’s administrative sanction package imposed on the sponsor and distributed
directly to shareholders rather than remitted to the government, the Advance Settlement provision should not
be viewed as a pure private agreement between wrongdoers and shareholders. The CSRC aims to adopt the
Advance Settlement program to address private compensation via a means to “instruct” and “correct” out of the
eye of public scrutiny, which allows the government to control through administrative sanctions in an indirect
manner. Thus, the CSRC should transfer this “under-the-table” deal into an official decision subject to a set of
accountable and predictable rules. If the CSRC adopted a system similar to the Fair Fund provision, not only
can the shareholders and their representatives claim a right to participate in the fund distribution, but also allows
wrongdoers the opportunity to challenge administrative sanctions in court.
Moreover, the adoption of the Fair Fund system allows for the shareholders to obtain compensation more efficiently without utilizing or investing in huge enforcement costs. Take the Xintai case for example, the CSRC
collected more than 75 million yuan (about USD 11.25 million) in penalties and disgorgements, which far
exceeds the 50 million yuan (about USD 7.5 million) distributed to investors through the special compensation
fund established by the sponsor, Industrial Securities, so far. Thus, if the CSRC channeled these penalties and
disgorgements to the shareholders, rather than to its own pocket, most of shareholder losses can been recovered,
limiting the possibility of filing subsequent civil litigation.245 On the other hand, if the CSRC distributes penalties and disgorgements directly to harmed investors as compensation, the sponsor, representing allegedly liable
wrongdoers, are not required to settle with the investors quickly, as its civil liabilities remain unclear in the first
place, but rather, the sponsor can retain its assets to compensate any claims left unsatisfied by penalties and
disgorgements, when its civil liabilities are confirmed by the court.
Finally, as in the Xintai case where the sponsor cannot afford full compensation for catastrophic damages, if and
when such a securities fraud insurance program administered by a Chinese NPO, such as the SIPFLLC, were
in place, the plan could provide sufficient protections against losses by expanding the coverage of the Investor
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Protection Fund. By virtue of an ex ante risk-related premium assessment and an ex post adjudication system,
this insurance plan could provide defrauded shareholders with substantial relief and incentives to oversee the
companies invested.

5. Conclusion: The Hybrid Application of the Hybrid Models
In this final chapter, I summarize the critical points discussed in previous chapters and propose three hybrid
models to reconstruct the mismatched relationships between public and private securities law enforcement in the
Chinese, state-centered environment. First, the hybrid predomination model posits that public or quasi-public
agencies and private enforcers should preempt enforcement of different securities law violations (rule-based
violations v. principle-based violations) according to each comparative advantage. Second, the hybrid supervision model provides more alternatives for private citizens to enforce laws on behalf of the public interest under
a weak to strong public-controlled system ranging from whistleblowing to filing qui tam actions. Finally, the
hybrid compensation model allows the public agency to engage in private compensation through either public
enforcement actions or a quasi-public insurance program.
More importantly, all proposed models can be applied in tandem with the Bill that call for little legislative
reconstruction, thus China could immediately achieve a much more optimal level of public-private partnership
in securities enforcement than the status quo without dramatically changing its current legal framework. In
addition to its ease of adaptability, the value of the hybrid models lies in its potential to develop diversely
and organically according to the rapidly changing securities world. Namely, these hybrid models are far from
uniform proposals, but rather vary with different degrees in response to the securities market’s public-private
characteristics. Therefore, I will provide some examples of application in the different hybrid models to provide
securities enforcers with actual reference as to how different models can be mixed and matched, depending upon
the nature of the case.
For example, in an insider trading case committed by a SOE’s corporate manager, according to the hybrid
predomination model, the private sector may be more capable in enforcing this type of principle-based violation,
rather than a public agency. However, if insider trading occurs in a company controlled by a single state shareholder, which desires to cover up the insider’s wrongdoing, the minority shareholder is unable to file a suit due to
its limits on resources or voting threshold requirements to sue the insider. In order to restore investor confidence
and market integrity, utilizing a more public approach in the hybrid supervision model grants any private citizen,
even without cognizable injury, the ability to bring qui tam litigation on behalf of the public interest, but subject
to government intervention. This combination of the private predomination method and the public supervision
approach could expose the potential fraud under the scrutiny of the public eye, thus forcing the government to
have strong reasons to intervene, depending upon the severity of scandal to the public.
In addition to the example discussed above, the public predomination approach may also mix with the private
supervision method in rule violation cases such as for short-swing trades–the purchasing and selling (or vice
versa) of stocks within a six-month window, under which ill-gained profits are disgorged and the traders are
punished by the authority. Depending upon the division of labor in the hybrid predomination model, the public
agency or the Chinese NPO may be more suitable to deal with this technical violation by filing representative
action because of its institutional advantage to target uncontroversial violations that have greater reach and effect
to achieve an expected number of cases under congressional mandate. However, the public sector may not have
access to certain confidential information from private citizens or whistleblowers. In order for the private sector
to supplement public enforcement actions, awarding the whistleblower an attractive bounty and trustworthy
protection against retaliation allows the private supervision approach to provide sufficient reliable information to
the public agency and allows them to investigate and punish the wrongdoing. The exposure of securities fraud
and the sanctioning of public-private actions finally rests upon how to compensate the harmed investors. In
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conjunction with the hybrid compensation model, shareholder losses can be more completely recovered through
distribution of penalties and disgorgements derived from public enforcement actions or insurance payments
from the quasi-public insurance policy.
Last but definitely not the least, I predict that the growing global entwinement of securities law enforcement
stands at the nexus of public-private interests, where some systems are more public and some nations remain
more private. The crucial question for each jurisdiction is where upon that spectrum each nation stands, and
whether that spot is perfectly suited for each nation’s needs at that particular time. My research has allowed me
to conclude that, not only for China, but the world as a whole must start to reexamine its own securities market,
and establish their own appropriate hybrid models along the public-private spectrum to enforce and create
innovative methods of securities enforcement.
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Concluding Remarks
Although each chapter of my dissertation is an independent article, they are all interconnected, similar to a relay
race with each chapter passing the baton to the next, building upon each argument leading to the final goal—
developing a series of optimal hybrid enforcement models of securities fraud in the Chinese state-controlled
securities market. This dissertation illustrates that securities fraud is rampant due to a public-dominated
corporate structure in China’s securities market, which leads public enforcement to become arbitrary and inefficient, whereas the present private enforcement scheme is too insignificant to deter securities wrongdoings.
My dissertation finds that this public-controlled enforcement regime is a result of China’s particular corporate
ownership system. Namely, because the Chinese Party-state is the most significant controlling shareholder in
the securities market, the government by default tends to retain securities enforcement actions within its own
purview in order to influence and implement industrial and regulatory policies. In order to decrease the degree
of public control, or conversely, increase the level of private autonomy in securities enforcement regime, there
are several routes to aid in achieving this goal. One of the most straightforward approaches is also the simplest
that only requires the government to transfer its own shareholdings to private hands, thereby decreasing state
ownership and allowing more citizen shareholders to supplement the enforcement of securities fraud through
private litigation (the privatization approach). However, my approach is a bit more complicated and remains
untouched in academia, where I assume public control as a given, and further expand and balance the realm of
private enforcement within an acceptable sphere of state action.
While the privatization approach is a straightforward transfer, my approach seeks to balance the participation of
civil society within the present state-controlled enforcement regime. Thus, compared to other approaches which
aim to change the given ownership structure, my approach is more feasible and effective to resolve the problem,
because it avoids to shake the very foundation of the Chinese socialist economy based upon collective ownership.
In actuality, China has undertaken several approaches, including the privatization approach mentioned above,
on its path to seek an optimal enforcement mechanism. However, these past approaches failed to take the Chinese-style public-controlled ownership into consideration, which unsurprisingly resulted in the failure of these
trials. Take the privatization approach for example. In order to acquire more capital to finance national pension
fund projects, China initiated a series of modest experiments designed to sell the state shares during the late
1990s and early 2000s.1 Unfortunately, these reduction programs all failed miserably. More interestingly, the
strongest resistance came from tens of millions of Chinese retail shareholders due to the reaction of the sudden
flooding of state shares to the market.
As discussed in Chapter 1, in order to maintain the socialist economy, China adopted a spilt share structure,
where only about one-third of shares (A shares) circulate in the securities market mostly owned by retail shareholders; whereas the other two-thirds of shares, including state shares and legal person shares, however, are
non-tradable and controlled by the government. When the majority of shares cannot circulate in the market,
the minority tradable shares cannot meet the demands from the market. Thus, the price of A shares has been
artificially inflated historically.2 As reduction plans allowed the majority of non-tradable state shares to the
market, obviously, the price of A shares dropped significantly due to the sudden and huge increase of supply.3
Thus, whenever the government decides to initiate the reduction plans, retail shareholders’ fearful expectation
was reflected in the nosedive of stock prices and the mass rush for retail shareholders to sell any shares on hands.
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For example, the Shanghai Index has closed at a historical high of 2,242 on June 13, 2001, however, when the
State Council announced a plan to reduce the state shares the next day, the market lost 500 points in three
months and continued to fall for the next four years.4 In order to restore investors’ confidence and maintain
social stability, the State Council had no choice but to admit failure and halt the share-reduction plan in 2002.5
Perhaps the sale of state ownership is no longer a sacred cow under the Chinese socialist economy, the attempts
to reform the spilt share structure may continue as well. However, the privatization approach is only a rain
drop within the flood of structural reforms necessary, thus it is impossible for China to change its corporate
structure fundamentally in the foreseeable future. Due to this structural foundation, not only Chinese securities
and corporate laws, but also China’s legal framework, including its Constitution, favoring collective interests
requires it to be restructured.6 As a result, it is unlikely for China to pursue coordinated public-private enforcement models through any method aimed at overhauling its public-dominated ownership structure. In contrast
to other approaches, which ignore the intensive interaction between enforcement reform and its underlying
path-dependent characteristics, my hybrid models are based upon the concept that law enforcement choices are
best understood dependent on path-dependent variables. Under the path-dependence theory, law enforcement
transition never occurs randomly and freely, but is subject to various factors specific to a country, including
historical background, economic development, and social traditions. Thus, prior to establishing an optimal
hybrid enforcement regime, an understanding of the Chinese corporate ownership and its subsequent influence
on securities enforcement is needed.
As illustrated in Chapter 1, China has sought to corporatize its state-owned enterprises (SOEs) as a major part of
its economic reform effort, and adopted all the legal infrastructure typically found in the U.S. federal securities
laws, such as information disclosure and accounting rules. Moreover, in terms of causes of action for securities
fraud, Chapter 2 debunks a popular excuse of China’s inactive private securities litigation regime, where the
Chinese securities laws fail to provide necessary causes of action for plaintiffs to assert securities fraud claims.
However, by virtue of comparison with U.S. federal securities regulations, as a matter of fact, China’s securities
laws provide sufficient causes of action and relevant supporting procedures for plaintiffs to bring major types of
securities fraud litigation, including misrepresentation, market manipulation, and insider trading. Now, China’s
securities fraud laws are not only technically similar to the U.S., but also even include certain marginal wrongdoings that remain absent within the U.S. federal securities code. However, if there seems to be an outward
appearance that a developed securities market does exist in China, just like any modern market in the world, my
studies attempt to disavow this image.
In Chapter 3, I demonstrate that the convergence of the hybrid enforcement of securities fraud appears to be
occurring between the U.S and China. Subsequently in Chapter 4, I indicate that the 2015 amendments to the
Chinese Securities Law (the Bill), in which China adopts the Taiwanese experience that authorizes a quasi-public
non-profit organization (NPO) to initiate securities fraud suit on behalf of aggrieved shareholders, is currently
under congressional review (the Chinese NPO model). However, both chapters illustrate that the gap between
“formal convergence” of laws and “functional convergence” of enforcement among these countries is still vast,
and China’s obsession with public-controlled enforcement policy may continue. These observations are consistent with the path-dependence theory, where legal transplantation may be faster and easier to achieve than
enforcement convergence due to the relevance of given path-dependent factors of a country. More importantly,
these conclusions also shed considerable light on the direction of optimal hybrid models proposed in Chapter 5,
in which I shift the focus away from traditional litigation models in the U.S. securities context (e.g., class action)

4
5
6
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in contradiction with the Chinese public-controlled enforcement culture. Thus, I highlight other hybrid enforcement approaches (e.g., the whistleblower provision, qui tam litigation, etc.) under the U.S. legal framework,
which have received no theoretical or empirical attention in China.
Due to political realities and economic circumstances which constantly change over time, law enforcement
mechanisms must subsequently correspond to these developments, even if in a very slight or subtle manner. As
mentioned above, law enforcement choices are best conceived along a path-dependent query that is in constant
flux, thus reforms challenging coordinated enforcement between the public and private sector shall also remain
in flux and not be viewed as political nonstarters. My dissertation fully reflects these delicate transitions of securities enforcement through the following arguments: (I) The global merger of securities market and trading rules
may trigger countries to develop certain similar hybrid enforcement models (Chapter 3); (II) The Chinese NPO
model reveals China’s political ambivalence in pursuing hybrid models, in which to promote private securities
litigation on the one hand, yet to retain public control over private enforcement on the other hand (Chapter
4); and (III) My proposals, including Hybrid Predomination model, Hybrid Supervision model, and Hybrid
Compensation model, may be the most feasible and efficient solutions to address the Chinese dilemma in seeking
hybrid enforcement regime without dramatically changing China’s legal framework (Chapter 5).
With respect to my first argument, owing to different political economies, most countries in the world utilize
varying degrees of public-private securities enforcement models. Among these countries, I indicate that the U.S.
and China represent two opposite examples, where the prevalent distrust of the bureaucracy leads the U.S. to
deter securities fraud by allowing profit-driven private enforcers to file class actions aggressively; whereas the
public-dominated securities ownership structure allows China to place private actions within the strict purview
of the government. However, my research goes beyond that, while securities markets are merging globally and
international standards have been established, I demonstrate that the U.S. and China are both seeking various
models to coordinate public agencies and private litigants to try and ensure a more optimal level. While the
U.S. starts from a position of free enterprise in the securities litigation market, the U.S. policy now attempts to
place more public control over its private securities litigation. Whereas China stands in a position of complete
governmental control over securities litigation, they seem to employ the hybrid Chinese NPO as an intermediary
to encourage more active private actions. Although the U.S. and China are moving from opposite ends of the
spectrum, their proposals share common patterns that focus on how to separate enforcement power between
public and private enforcers (predominate critique); how far public agencies can intervene in private securities
lawsuits (supervision critique); and whether public agencies are allowed to replace the compensation function
that was originally assigned to private enforcers (compensation critique).
However, my second argument calls into doubt whether the Chinese NPO model in the Bill can serve as the
optimal hybrid approach. Due to the Chinese state-controlled NPO ecology, the Chinese NPO model does not
invoke civil society’s collaboration, but grants the public regulator almost the same predominant status and
supervisory power over private securities enforcement as the government exercises today. Moreover, it provides
the legal basis for the public agency to intervene within the private compensation regime through the mask of
“private” settlement without taking any corresponding responsibility (i.e., the Advance Settlement provision). In
addition, even though the Chinese NPO model originates from the Taiwanese NPO model, it unprecedentedly
adopts two distinct elements of the U.S. class action regime—the opt-out provision and the preclusive effect—
that remain absent in most securities litigation frameworks in the world, including the Taiwanese NPO model.
While the opt-out provision and the preclusive effect allow leading plaintiffs and their attorneys to manipulate
the U.S securities enforcement system as the most private-driven enforcement regime in the world, the opt-out
provision and the preclusive effect, conversely, authorize the Chinese NPO to become a de facto monopolistic
representative to file securities suits on behalf of the aggrieved shareholders. Thus, China may be embarking
upon the opposite path toward a more public-led enforcement system.
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As a result, my last argument aims to return the wayward Chinese NPO model without challenging the given
Chinese public-controlled corporate system. First, with reference to the predomination critique, by virtue of
the public choice theory and behavioral bias assumption, I suggest that securities enforcement actions can be
allocated according to the enforcers’ comparative inclinations and advantages. While the Chinese NPO is more
appropriate and willing to investigate less controversial rule-based violations in order to generate the expected
number of cases under political pressure, however, private litigants driven by personal profit or reputation tend
to deal with more costly and complicated principle-based wrongdoings. Second, with respect to the supervision
critique, the Chinese NPO can play a two-way supervisory role between the public and private sector, in which
it can receive and review tips from whistleblowers to pick up any agency’s slack, or it can dismiss or intervene in
meritless private qui tam lawsuits on behalf of the government. Finally, in terms of the compensation critique, the
Chinese NPO can serve as a vehicle for the government to provide civil relief for aggrieved shareholders through
either distributing penalties and disgorgements via public enforcement to defrauded investors or insuring investor losses stemming from securities fraud via a risk-rating mechanism. Therefore, rather than overhaul the
Chinese public-led legal framework, my hybrid models use the Chinese NPO as a leverage to bargain with the
Chinese Party-state to involve more private participation within its acceptable sphere.
Lastly, the goal of this dissertation is to expand the policy and regulatory implications of the hybrid model from
not just this one area—securities enforcement—but also to draw attention to other fields engaged in similar
situations where there are tensions between public interests and private rights. China is not alone in its desire
to balance public control and private autonomy, where many autocratic regimes around the world are also
sensitive and determined to retain political control over certain law enforcement cases, such as in environmental
protection, civil and political rights, administrative disputes, and so on. These types of cases share some common
features with securities enforcement in which the victims not only seek private relief, but also desire to promote
specific public morals through their actions that might challenge government authority and incite social unrest.
Moreover, these cases usually involve a large number of people with aggregated claims, where the courts may fail
in their handling of these disputes or even reject these cases altogether, leaving the victims’ anger with no choice
but to run from the courtrooms to the streets.
Due to these risk, China may emphasize the executive branch’s need to seek alliances with the judicial system
in which the courts reject to hear these cases initially, then allowing the executive branch to divert the victims’
claims piecemeal through its fragmented bureaucratic system. However, while China is making great strides
towards adopting the laws to deter securities fraud and empower civil society to police harmful wrongdoings in
the public interest context, the courts cannot continue to close the door. But the government is hesitant to give
up completely any gatekeeping role over private securities enforcement. In the same vein, other regimes are
also suffering from this ambivalence on how to move forward with the international trend of applying the rule
of law on the one hand, but also retain control over civil actions on the other hand. As a result, my dissertation
provides three valuable critiques to illustrate how public and private enforcers can share enforcement authority
with each other, check and balance each other’s power, and coordinate with each other to avoid duplication and
unnecessary expense in the pursuit to achieve shared objectives.
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