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I. INTRODUCTION

n short: Not yet. China’s young securities markets' are at an all
I time high and attracting investors worldwide who are eager to

ride the progress to fortune. However, the Shanghai and Shen-
zhen markets also display high volatility, often jaggedly lurching
up and down rather than rising at steady rates. In the United
States, critics from all sides blame Sarbanes-Oxley (“SOX”)?
for the loss of market share in the competition for initial public
offerings (“IPOs”). Despite the meteoric rise of China’s capital
markets, they are not a significant factor in the decline of foreign
IPOs in United States markets, nor are they likely to be soon.
However, given the proper development of consistency and con-
fidence in Chinese markets, and the growing and increasingly
liquid Chinese middle class, in the next decade the United States
may have actual cause to worry.

II. UNITED STATES SECURITIES REGULATION

A. History

After the 1929 Great
Stock Market Crash, Con-
gress enacted the Securities
Act of 1933 and the Securi-
ties Exchange Act of 1934.
The Securities Act regulates the
initial distribution of securi-
ties of various types, including L
notes, stocks, bonds, options
and all manner of investment
contracts.® The Securities Exchange Act governs the manner in
which securities are traded in the secondary markets.

After wide-spread fraud and corruption caused the crash,
Congress was faced with a choice to govern the market by merit
regulation-evaluating each offering for the underlying merit of
the business, or by disclosure provisions — mandating informa-
tion disclosure to investors. In the end, Congress opted for free
market regulation allowing investors to choose whether offer-
ings succeed or fail based on the interests of the market. Justice

Despite the meteoric rise of China’s capital
markets, they are not a significant factor in
the decline of foreign IPOs in United States
markets, nor are they likely to be soon.

e

Brandeis, in approving of the disclosure laws, famously stated:
“Publicity is justly commended as a remedy for social and indus-
trial diseases. Sunlight is said to be the best of disinfectants.”
Mandated disclosure, rather than direct supervision is the defin-

ing aspect of United States securities regulation.

B. Insider Trading
Insider trading laws in United States markets are premised
on making the markets fair for everyone. United States securi-
ties laws in general are based on the free access of information
rather than merit determina-
tion. An inequality of access or
a perceived inequality of access
to information inhibits confi-
dence in the market. Thomas
C. Newkirk, in a speech at
the International Symposium
J on Economic Crime stated:
“[Olne of the main reasons
that capital is available in such
quantities in the Ulnited] S[tates] markets is basically that the
investor trusts the U[nited] S[tates] markets to be fair.”®
Rules and interpretation of the Securities Act and Exchange
Act all serve to instill confidence in the market. Each contains
real enforcement actions with teeth, be it civil or criminal, pri-
vate, derivative, or SEC enforcement. Fifty years of jurisprudence
and predictability have shown companies all over the world that
the United States is a fair place to do business. Though this brief
section does not provide in-depth treatment of United States
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For years, Chinese companies have listed on
the NYSE for a stable and strong source of
equity. However, as foreign markets become
stronger, many companies choose to list
abroad rather than in the United States.

insider trading laws, the breadth of coverage and the ready avail-
ability of enforcement serves as a backdrop to what is missing
from Chinese regulations and enforcement.

C. Sarbanes-Oxley

Insider trading regulations, however, do not cover the depth
of fraud that an insider may inflict on a company and the mil-
lions of the company’s stockholders. The collapse of Enron and
Worldcom showed how securities laws did not adequately address
corporate governance, supervision of the CEO and CFO, and the
ability to “cook the books” to increase stated profits.

In 2002, Congress passed the Sarbanes-Oxley Act in
response.” While there was little debate #hat something needed to
be done, there was much debate about whar needed to be done.
SOX primarily prohibits insid-
ers from certain transactions,
and creates drastic changes
and new mandates for the way
that financial information is L
audited.®

Additionally, SOX mandated changes to the auditing com-
mittee and auditing firms to make them more independent of
corporate influence. This auditing and certification process has
increased the cost of compliance drastically. General Electric, for
example, spent approximately $30 million setting up the system

of compliance in the first year SOX was mandated.’

In 2004, three of the top ten IPOs occurred
in China, but none in the United States.

While the additional checks, balances and other require-
ments are undeniably necessary for the public confidence in the
market, SOX is also undeniably expensive. While large compa-
nies, like GE, may be able to afford compliance with minimal
detriment to the bottom line, many small companies have chosen
to de-list rather than comply,!” and smaller businesses and for-
eign business who might have chosen to list in the United States
with an initial public offering have chosen to stay private or seek
capital on a competitor market.!!

I1l. THE UNITED STATES IPO MARKET

A. Choosing a Market

Companies have many different venues for raising capital
for business expenses, operations, investment or expansion. One
of the most effective ways for a company to gain equity is by
listing on a national exchange where any investor may buy stock
and then trade on the value. For decades the NYSE — the “big
board” — was the most prestigious of these institutions.

Because the cost of registering a security and listing it on the
market may easily be upwards of $2 million, a company must be
certain that it would raise at least as much in equity through the
offering. The cost of compliance with SOX has placed an addi-
tional initial financial burden on such a company and also added
to the expense of maintaining a listing through the enhanced
regulatory compliance require-
ments. A company wishing to
list in New York, for example,
may choose to list in London
J if the equity raised will be

similar but the costs of listing
and compliance with regulatory requirements are lower. In addi-
tion to regulatory requirements, different exchanges may value
a company differently,!> and companies often seek out markets
that are familiar with their type of business. Arman Pahlavan, a
partner at Squire, Sanders & Dempsey whose practice mostly
involves IPOs, recently noted, “The question is always ‘where
can you raise the money you need?” The United
States stock exchanges are still the best places to
be ... but now there may be other options.”!?
Time may be another factor: where a listing on
NASDAQ may take six months or more, an IPO
in London may be completed within two.'4 For a
company seeking to raise equity investments in a
short period of time in a competitive market, this
could be decisive.

For years, Chinese companies have listed on
the NYSE for a stable and strong source of equity.
However, as foreign markets become stronger,
many companies choose to list abroad rather than
in the United States. Recently, high-level officials
in the United States government and the private
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sector have become concerned with the loss of hegemony in the
competition in the market for markets.

B. A Call for Change

Glen Hubbard, economist and Dean of Columbia Univer-
sity’s School of Business, calls such data reporting on the decline
of IPOs in the United States a “canary in a coal mine” because
of the growing unattractiveness of listing shares.!> At the peak
of IPO listings in the United States, the NYSE and NASDAQ
accounted for 57 percent of world-wide IPO transactions. By
20006, the share fell to 18 percent.'

The Committee on Capital Markets Regulation issued a
report in November 2006 examining the state of United States
equity capital markets and United States competition in the global
capital markets.!” The Committee expressed concern about the
continued competitiveness of the United States in the global
IPO:s.
Not only are United

market for

States markets los-
ing strength in the / o
percentage of IPOs,
but companies are
also opting to raise
capital through pri-

vate placements.!®

The
attributes  the loss
of United States
competitiveness to

Committee

the strength of the

foreign markets, the

—

development of sig-

nificant “pools of capital,” and the increasing ease that invest-
ments can be made across borders.!? However, the Committee
pinpoints regulatory costs of compliance and liability risks as
compared to other markets as an “important” factor contributing
to the loss of market share.?’

According to the Interim Report, “twenty-four of twenty-
five of the largest IPOs in 2005 and nine of the ten largest IPOs
in 20006 [as of the date of the report] took place outside of the
United States.”?! Although the report does not single out China
for scrutiny, China was home to most of the referenced IPOs. In
2004, three of the top ten IPOs occurred in China, but none in
the United States.”? In the Interim Report, China is mentioned
eight times and always mentioned along side of Russia, India, or
both.?* The Committee issued thirty-two specific recommen-
dations that fell into four areas: expanding shareholder rights,
effective and efficient regulation of the capital markets, clarity of
rules and procedures of private and public enforcement actions,
and finally a change in the way SOX is implemented, specifically
Section 404.24

Contrary to the common notion of

“regulatory overkill” from SOX, the United
States is actually attracting 7zore foreign

companies than expected by historical patterns.

4

Early in 2007, New York Mayor Bloomberg and New York
Senator Charles Schumer issued a similar report titled “Sustaining
New York’s and the Ulnited] S[tates]” Global Financial Services
Leadership.”> While the Committee on Capital Markets broadly
examined the United States capital markets in the world market,
the Bloomberg-Schumer Report focuses mainly on the New York
market as the center of United States and global finance. Finan-
cial services account for more than eight percent of United States
GDP and over 5 percent of United States jobs, with the bulk of
these percentages located in New York City.2°

Members of the business community, politicians, and
academics all specifically criticize SOX implementation and are
looking to change the structure in the capital markets. Recently
the United States Chamber of Commerce hosted a high-level
brainstorming session featuring Treasury Secretary Hank Paulson
and Warren Buffet, among others.?” Senator Olympia Snowe,
Chair of the Senate Committee on Small Business and Entre-
preneurship, wrote directly to SEC Chairman Cox expressing
concern with the costs of complying with SOX.?® Gregory Leon
of George Washington University Law School, wrote a scathing
report of the effect of SOX on United States capital markets,
claiming that SOX has drastically reduced the number of foreign
listings in the United States.”’

C. The Coming Reform

Facing much gnashing of teeth by advocates for less strin-
gent market regulation in the United States, one study disputes
that the United States is losing [POs to other markets.’* The
researchers found that the decline in large IPOs in the United
States were “simply [because] fewer foreign companies ... fit the
historic profile” of large and quickly growing companies.>! Con-
trary to the common notion of “regulatory overkill” from SOX,
the United States is actually attracting more foreign companies
than expected by historical patterns.

Hank Paulson and the SEC are primed to introduce changes

In 2005, the Shanghai exchange had 1069
listed securities from 834 listed companies,
the combined capitalization of which was

approximately US $300 billion.

L 4
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to alleviate some of the perceived failings of SOX. Proposed regu-
lations will “address everything from auditing standards ... to the
regulatory system.”3? New “principles based guidance” will focus
on what is “right” rather than what is “legal” thereby discourag-
ing diving through loopholes and technical compliance with laws

over respecting the purpose of the regulation.

IV. CHINESE SECURITIES MARKETS

As public figures debate statistics and call for change,
lamenting the loss of market
share overall, few have evaluated
emerging competing markets
that are currently “usurping”
United States market hege-
mony, or have the potential to
do so.

A. Background L

The Shanghai and Shen-

zhen securities exchanges were established in December 1990
and June 1991 respectively.* After a period of interim rules
and regulations, the National People’s Standing Committee
adopted the Securities Law in December 1998.%% The SEC was
instrumental in assisting China to develop an effective regime of
securities regulation for Chinese needs.3® Shortly after the estab-
lishment of the two markets, the State Council established the
China Securities Regulatory Commission (“CSRC”).%’

In the seventeen years the markets have been in operation,
Chinese securities have gone from zero to over 50 percent of
GDP?® In order to develop the markets on the mainland, the
CSRC encourages Chinese companies to list in Shanghai rather
than in Hong Kong, or at least provide A shares along with H
shares in any newly listed HK offering.? In addition to attract-
ing capital for new company formation via IPOs, China also uses
divestment of government shares in businesses as an effective
mechanism for controlled privatization.40 In 2005, the Shanghai
exchange had 1069 listed securities from 834 listed companies,
the combined capitalization of which was approximately US
$300 billion.*!

B. Insider Trading

Article 73 of the Securities Law of China prohibits trad-

The fundamental paradox between the need
to clearly understand the financial structure
of companies on a stock exchange, such
as revenues, costs, and debts, and the need
for China to tightly control state secrets
acts to the detriment of the market.

A

Enforcement actions of insider trading in
China are light. According to Hui Huang,
before June 2004, only eleven insider
trading cases were reported in China.

ing on inside information.*> Hui Huang, in his book on insider
trading in China, is critical of the implementation, enforcement
and effectiveness of Chinas insider trading laws.*® Specifically
Hui Huang criticizes the definition of insider provided as it cre-
ates serious loopholes by which traders of inside information can
avoid liability.**

China requires a causal link between an inside posi-
tion and information acquisition. This bright line test does
not catch a broad spectrum of insider trading practices and

“invit[es] loopholes in an unin-
tended manner.”® Further, the
Chinese Securities Law does
not provide any liability for
tippees — those people who
receive information from an
insider (a “tipper”) but have
J no causal connection between
employment and the inside
information. 4

United States law provides for SEC actions, private actions,
class actions and derivative actions as well as both criminal and
civil liability. China relies entirely on governmental enforce-
ment of criminal and administrative penalties.*’ Article 202 of
the Securities Laws of China states that insiders must dispose
of illegally obtained securities, and pay a fine of up to five times
the amount of the illegal gains or a fine of the total value of the
securities.*® Even though the Law does seem to provide private
right of action under Article 76(3),% no other provision of the
Securities Law addresses civil remedies, standing or damage
measurement.”®

With China’s markets at historic highs, the China Securities
Regulatory Commission published new rules that govern shares
traded by executives, board members and senior managers.’!
The new rules mimic a number of statutory and common law
regulations in the nited States. Executives may not sell more than
a quarter of the shares held during the previous year, and are
forbidden from trading stock within a year of an IPO, within six
months of leaving a company, or selling or buying company stock
within thirty days of a regularly issued report or ten days before
a forecast.>? Restrictions on the sale of large blocks is analogous
to Jra Haupt where a sale by an executive was considered a public
distribution and required registration.”® Time restrictions on
sales are analogous to Section 16(b) of the Securities Exchange
act of 1934 where directors, officers and beneficial owners of
more than 10 percent of stock are prohibited from buying and
selling stock within a six month window.

Enforcement actions of insider trading in China are light.
According to Hui Huang, before June 2004, only eleven insider
trading cases were reported in China.** Though the Securities
Law does provide for criminal liability, the first criminal case was
not brought until March 2003.%> Hui Huang hypothesizes that
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this is due to two reasons. First, “Chinese courts have not yet been
well-prepared to hear complicated insider trading cases.”® In the
United States the SEC is adept and practiced at arguing cases and
the courts in hearing them. Development of a knowledgeable,
capable, and independent judiciary is essential to enforcement
actions. Secondly, Hui Huang proposes that there have been no
“proper judicial standard[s] for dealing with economic crimes,”
and that the standards for prosecuting economic criminal cases
provide too much leeway in terms of prosecutorial discretion and
a high bar for liability.””

The regulation states that insiders should be prosecuted if (1)
the profit involved is more than CNY 200,000; (2) he or she has
committed insider trading many times; (3) the trading has caused
abnormal fluctuation of share prices or
trading volumes; or (4) the trading has
had a severe social impact.”® Apart from
the first benchmark which sets a monetary
limit of approximately $25,000, the other
three criteria would be quite easy to plead.
Insiders only need to trade once to make
a huge profit which causes other inves-
tors to feel as if the market were not an
even playing field. This “as long as you're
not a repeat offender” type of provision
does not instill confidence in the market,
because one million people each illegally
trading once can avoid liability but wreak
havoc on the market. Further, in a grow-
ing and jagged market such as Chinas,
one would be hard pressed to tell what is
an “abnormal” fluctuation. Finally, setting
a threshold for a “severe” social impact is
vague and undermines the credibility of
the market.

In the United States, insider trading has shifted away from
fiduciary relationships to a market based theory. However, in
China inter-personal relationships (Renji Guanxi) are important,
especially in business. From this perspective, insider relationships
and insider tipping are actually a form of business development,
and in some respects a moral obligation.”

There are very low costs to gaining inside information and
low costs as well if one is caught. A basic risk-reward calculation
seems to indicate that it is wise to trade on inside information in
China. Information is widely spread and there is an extraordinary
high success rate to trading due to the ability to use false names,
lack of informants to the ineffective CSCR, and evidentiary
obstacles discussed above.®

Legal liability may lead to social disgrace in China. The
“loss of face,” and the “stigma and humiliation associated with
legal liability [may] have a greater deterrent effect than the liabil-
ity itself.”®! However, legal liability in insider trading cases does

not act as an effective deterrent; warnings, confiscations, fines,
and other liabilities have been the main “arsenal of China’s securi-
ties law,” and courts seem predisposed to impose light sentences,
if any, for white-collar crimes.®? Despite the potential stigma
associated with criminal liability, complicated insider cases com-
mitted by people with a high societal position are not judged as
harshly in society as violent criminal cases.®

The victim of insider trading is often an impersonal mar-
ket rather than an individual with privity of relationship to the
abuser. “In short,” Hui Huang argues, “because people do not
feel the impact of insider trading, they are less repulsed by it.”%4
Because insider trading is a way to quickly gain fortune and pres-
tige, market practitioners are accepting of the practice and the
abuse of insider information is also seen
as an expression of wealth and privilege in
society,® which is contrary to the alleged
detrimental effect of liability.

The role of supervisory institutions
is essential in regulating insider trad-
ing. Without an institution, such as the
CSRC, that is capable of scrutinizing
market transactions and understanding
ways in which investors might “work” the
system or slip through loopholes, insider
trading can not be effectively curtailed.®”

C. Opaque, Hot, and Volatile

One feature article in The Econo-
mist magazine — a close watcher of mar-
kets the world over — recently declared:
“Tens of millions of Chinese are risking
their shirts in a stockmarket frenzy. If it
goes wrong, things could get nasty.”®®
After a short sixteen years of operation as
a market, China now boasts over 91 million individual accounts
and adds more than 200,000 per day.%” Even university students
are pouring money for living expenses into the market to try to
cash in on the return, which was up 40 percent for the year in
April 2007, following a 130 percent gain in 2006.”° The Shang-
hai Composite Index grew by 196.67 percent in 2007. The
availability of all strata of society to invest may, however, portend
bad news to come. If a crash or a major correction occurs, many
thousands may lose their entire savings in the market.

With the market rising so quickly and the economy grow-
ing at a double digit rate, the Communist Party is trying desper-
ately to cool investment and stabilize the market. China raised
interest rates a number of times throughout 2007 and introduced
new rules by the China Securities Regulatory Commission.”!
Additionally, China introduced new accounting procedures that
require companies listed on the Shanghai and Shenzhen markets
to adopt international standards of accounting.”?
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Even as China seeks to boost transparency in the securities
markets, it tentatively offers such transparent reform in the gov-
ernment itself.”? This leads to contradiction between the push for
openness and disclosure to investors and openness and disclosure
to citizens. Many state run businesses still enjoy the protection
of “commercial secrets” and thus do not and cannot fully comply
with required disclosure.”* During an IPO, a company must
bring its accounts into compliance with generally accepted prin-
ciples of accounting. In most countries with well developed sys-
tems of accounting, the process can take a few months, whereas
in China such a calculation could take three years.”

Because of the information blackout relating to par-
tially State-owned businesses, the numbers are often fabricated,
obscured, or not disclosed at all.”® Even the control of securities
laws reflects state intervention: while the SEC is a bipartisan,
independent organization, the CSRC is controlled by the Com-
munist Party.”” The fundamental paradox between the need to
clearly understand the financial structure of companies on a stock
exchange, such as revenues, costs, and debts, and the need for
China to tightly control state secrets acts to the detriment of the
market. Although more open accounting systems should act to
deter “sleazy transfers of mispriced assets from the state to the pri-
vate sector,” China is likely to resist the effects of accounting that
“serve as a force for democracy.”’® Even despite this open-State/
closed-State paradox, many businesses in China seem genuinely
unfamiliar with the purposes of disclosure regulations.

Take for example the $9.2 billion IPO of China Construc-
tion Bank in 2005.” Initially CCB planned on listing in both
New York and Hong Kong. However, according to CCB’s coun-
sel, many companies choose not to list in New York “to avoid
both potential exposure to shareholder class actions and the
regulatory risks and cost of complying with the Sarbanes-Oxley
Act.”8 This mirrors the criticism of the Paulson Report. Further,
the Chinese executives had trouble understanding the distinction
between disclosure and promotion in United States securities
laws. Where the regulations require a disclosure document, care-
fully reviewed for factual information and appropriately guided
with cautionary language for forward looking information, the
executives at CCB initially viewed the document “primarily as a
marketing document to raise the bank’s profile.”®!

Despite the ostensibly iron fist of the centralized system
of government in China, officials have had a difficult time eve-
ning out or even suppressing the growth in the markets. China
has told banks to restrict credit to deter borrowing to invest in
the market and State-owned enterprises were told to restrict
share purchases.®? China may have even intentionally circulated
rumors of a crackdown on fund managers who trade on material
inside information.33 As China’s markets have started to chatter
about a coming “bubble,” a concerned CSRC recently intro-
duced new rules, effective May 1, 2007, that discourage high-risk

transactions.®*

China has not succeeded in either smoothing out the
volatility in the market or holding the rate of growth. Where
fluctuations in a particular investment or portfolio may be fairly
steady, the rapid entry and exit of listings on an exchange may
lead to rapid fluctuations.®> Rapid fluctuations may also happen
in cases of market scare and recovery. This fluctuation is exacer-
bated by China’s need to both introduce reforms that are good
for the market and to keep the market from collapsing after any
given reform. For example, early in 2007, China introduced new
tax laws that would cut corporate tax on some entities from 33
percent to 25 percent.®® While this is undoubtedly good for a
company’s bottom line, it may also justify the sky-high valuations
of a company and perhaps push it higher.?”

In March 2007, the Shanghai SE Composite dropped
almost 9 percent in a single day, prompting global sell-offs. While
the exact causes for this plunge are still disputed, the effects are
undeniable: the market is not stable, and all markets are intercon-
nected. Despite the plunge, Chinese markets have shown remark-
able resilience,®® and eager Chinese investors seem willing to
pump even more money into the market when they perceive that
they can buy stocks low after a drop to sell high in the future.®’
As China continues to grow exponentially and the middle class
continues to invest in a volatile stock market, the effects will
likely continue to rattle markets around the world. Though some
see China as a gauge of risk tolerance, others see it primarily as

an exporter of “financial-market jitters.””

V. CONCLUSION

In the market for IPOs, the United States is clearly losing
market share. However, despite SOX, this may be because the
disclosure provisions in the United States are actually working.
Apart from some enormous IPOs by Chinese banks, the markets
in the United States effectively deter businesses that do not openly
disclose relevant information to potential and ongoing investors.
Though many of these IPOs go to European exchanges, those
that list in China may operate in the shadow land between full
disclosure and State secret.

In what is perhaps an apocryphal story, Joe Kennedy, the
father of late President J.E Kennedy, sold all of his stock in
1929 just months before Black Tuesday after receiving stock
market tips from his shoe shine boy. He was not an abuser of
inside information, rather, he saw signs that the market was too
hot and if shoe-shiners were making fortunes in the market, the
market must be broken. Almost eighty years later, China faces a
similar boom as more and more middle class Chinese are heav-
ily invested in the market, insider trading laws are not strictly
enforced, and China is seemingly invincible sitting on trillions
of dollars of United States reserve notes. One can only hope that
the new tycoons in Shanghai and Shenzhen are listening closely
to their shoe-shiners.
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