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Preface

This book consists of a collection of articles on the development of China’s cap-
ital market. It is derived from presentations and discussions made by academics
and practitioners at the Foreign Investments on Chinese Capital Markets con-
ference, held at Tongji University in Shanghai on 23 October 2015. The confer-
ence was co-organised and co-sponsored by Tongji University, Bucerius Law
School, the Konrad-Adenauer foundation (Shanghai) and the EU Law Institute
of Shanghai Law Society. The conference, and therefore this book, would have
not been possible without the support of all four co-organisers who had a broad
vision for a comparative law conference on the important themes of develop-
ments and enforcement-concepts in capital markets law, from both a Chinese
and German comparative perspective.

Over the last decade, Chinese stock markets have developed rapidly. The
number of stock corporations listed on the Shanghai and Shenzhen stock ex-
changes alone has exceeded 2,800 with a total market capitalization of RMB 46
trillion. Most importantly, these stock markets are increasingly gaining interna-
tional influence, as they have recently been opened for foreign investment.

This book discusses developments and enforcement-concepts in capital mar-
kets law, from a Chinese and German comparative perspective. All stock mar-
kets, regardless of size, country or region, need a regulatory framework ensur-
ing stability and investor confidence alike. This has also been acknowledged by
the Chinese legislature and the Chinese supervisory authorities. Nevertheless,
China has been confronted with a number of challenges, especially strong price
fluctuations. In addition, investors have lost large sums of money thus losing
confidence in the functioning of capital markets. As a consequence, further ef-
forts are needed to ensure the integrity of the markets and investor protection,
in particular by enforcement mechanisms.

This book is divided in three chapters. The first chapter sets the scene by ex-
ploring the possibilities of foreign investment on Chinese capital markets. First,
Xiang Jian and Chen Yicong explain the process of opening up the capital mar-
kets in China and highlight important improvements. Steffen Gebring analyses
the regulatory environment in China for foreign investors and the challenges
and risks of Chinese capital markets. Interestingly, he points to some limitations
for foreign investors; however, at the same time also acknowledges a satisfactory
market access for them. The picture is completed by Gong Baihua’s article on
the Shanghai Pilot Free Trade Zone, which he sees as an experimental field to
understand the impact of the transpacific partnership agreement in China.
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The second chapter deals with enforcement concepts in Chinese and German
securities regulation. Again, Chinese authors shed light on enforcement powers
of Chinese regulators (S« Huchao) and point to the need of investor protection
(Xujun Gao). It might be interesting for Chinse scholars and the regulator how
public enforcement works in Germany. Therefore, Thomas Hoppner from the
German supervisory authority BaFin explains the foundations of enforcement
by supervisory authorities in Germany and Alma Pekmezovic and Riidiger Veil
expand on the enforcement concepts at the example of financial reporting in
Germany, which is subject to a dual enforcement mechanism. In the US, but
also in some European countries, private enforcement plays a prominent role.
Therefore, Anne Glifiner, Manuel Gietzelt and Matthias Casper look at differ-
ent ways of collective action applied in Western countries and compare them
with each other. They are in favor of the French action de groupe, which would
be more efficient than model case proceedings established in Germany, less
prone to induce “bounty hunts” by lawyers as in the US and safe-guard inves-
tors’ procedural rights.

The third chapter refers to corporate law and asks which role the supervisory
board plays in terms of enforcement. The relevant background here is that both
Chinese and German stock corporations provide a supervisory board (two-
tier-system) whose task it is not only to control the management but also to
provide advice to it. Klaus J. Hopr explains that the German board system is
highly path-dependent. Evidence of such path-dependency can be seen in par-
ticular in quasi-parity and full parity labor codetermination in the board of
corporations, but also in stakeholder orientation and a codified law of groups of
companies with corresponding duties of the board of both the parent company
and the subsidiaries. Guo Li and Matsuo Takayuki explain differences between
the Chinese, German and Japanese systems of corporate governance. They rec-
ommend reforming certain aspects of the Chinese system via the adoption of
practices from the Japanese and German systems. In particular, full-time and
better educated supervisors would be required. Guo Li and Matsuo Takayuki
argue members of the supervisory board should ideally be more independent

We do very much hope that the insights provided by the authors in this vol-
ume are helpful for a better understanding of current developments in China.
The comparative analyses shed light on the challenges and experiences in devel-
oping China’s capital markets and provide food for further thought regarding
possible reforms of the Chinese capital markets law.

We would like to especially thank the authors for their valuable contribu-
tions. We are also grateful for the support by the Konrad Adenauer foundation.
Tim Wenniges and his team at the office of Konrad Adenauer foundation in
Shanghai stood right behind this project and made the conference at Tongji
University Shanghai possible. Thank you very much!



Preface VII

We are greatly indebted to Alma Pekmezovic and her team for the translation
work. Last, but not least, we acknowledge our gratitude to Iris Kessler and
Christian Voigt for their excellent work on the manuscript.

Shanghai/Hamburg, April 2017 Xujun Gao and Ridiger Veil
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The Process of Opening up the Capital Market in China:
Current Practice and Emerging Trends

Xiang Jian (W8l) and Chen Yicong (FRZEHR)"
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I. The Process of Opening up the Capital Market in China
and its Achievements

1. The Rapid Development of the Capital Market During the Reform
and Opening-up

China’s capital market is a fast-growing emerging market. Since the establish-
ment of the Shanghai Stock Exchange in 1990 China’s capital market has had
only 25 years of development history, and it is a vibrant and dynamic market. At
present, China has formed a multi-layered capital market system, including the
Shanghai blue-chip market, the Shenzhen Small and Medium-sized Enterprise
Board Market (SME Board), the Shenzhen growth Enterprise Market (GEM),
the Beijing National market share transfer system and a number of regional
share transfer markets.

To date, the number of companies listed on the Shanghai and Shenzhen stock
exchanges has reached about 2800, with a total market capitalization of RMB 46
trillion. In 2015, the total turnover of the Shanghai and Shenzhen stock ex-

" Dr. Xiang Jian and Dr. Chen Yicong are members of Shanghai Stock Exchange Law De-
partment.



4 Xiang Jian and Chen Yicong

change amounted to RMB 203.45 trillion, with a funding volume in value of
RMB 1 trillion. Although the stock market has experienced abnormal fluctua-
tions in the first half of 2015 until the end of August 2015, the total value of
market capitalization, the funding volume and the trading volume of the Shang-
hai Stock Exchange, remained steadily ranked 4th, 1st and 2nd respectively
among global stock exchanges.

2. The Improvement in Level of Openness of the Capital Market

In more than 20 years, China has adhered to its policy of opening up its capital
market in a stable and orderly manner. Especially since China’s accession to the
WTO in 2001, China has actively fulfilled its own commitment to open up the
stock market. The degree of openness of the capital market is deepening, while
its scope is expanding. Thus, the process of opening-up the capital market is
moving forward steadily.

a) Cross-border Financing

aa) Promoting the Listing of Domestic Companies Overseas

Since 1992, qualified domestic enterprises are allowed to issue their shares on
foreign stock markets, in order to expand their financing channels and partici-
pate in international competition. A large number of domestic enterprises have
launched an initial public offering and listing in Hong Kong, the United States,
Great Britain, Singapore, etc.

Mainland China has become one of the major suppliers of non-domestic list-
ing resources in global capital markets. To date, there are 215 H-shares and 144
red-chips listed in Hong Kong, with a total market capitalization of USD 27.18
trillion. Meanwhile, the number of US-listed Chinese shares, UK-listed Chi-
nese shares, and in Singapore- listed Chinese shares has reached 185, 36, and 116
respectively.

bb) Foreign Institutions are Permitted to Issue Bonds Within China First

as a Test

In 2005, the International Finance Corporation and the Asian Development
Bank firstissued panda bonds in China; in September 2015, HSBC and BOCHK
were first approved to issue RMB bonds in China’s capital market.

cc) Domestically-registered Enterprises with Foreign Investments are Allowed

to Issue in China

Since November 2001, qualified domestically-registered Co. or Ltd. with for-
eign investments are allowed to issue shares and list on the domestic market, the
amount of which has reached more than 100.
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b) Two-way Cross-border Investment

aa) Foreign Investors are Allowed to Invest in Domestic Securities with

B Share in a Pilot Phase

At the time of establishment of the capital market, the B Share market was cre-
ated for foreign investors to trade in US dollars and Hong Kong dollars. Cur-
rently, there are 104 B share companies with a funding volume of RMB 33.8
billion, among which 3 companies are listed on the Hong Kong Stock Exchange
by way of introduction.

From November 2002, transferring of state-owned shares and legal person
shares of listed companies to foreign investors is allowed. As of February 2006,
foreign investors are permitted to participate in M&A and long-term strategic
investments in domestic listed companies as a long-term strategic investor.

bb) The Qualified Investors System

In 2002, thanks to the establishment of the Qualified Foreign Institutional In-
vestor (QFII) system, foreign institutional investors can directly invest in a
share market. In 2007, the Qualified Domestic Institutional Investor (QDII)
system was launched to allow Chinese institutional investors to invest in over-
seas capital markets. In 2011, by the introduction of RMB qualified foreign in-
stitutional investors (RQFII) systems, foreign institutional investors can use
the RMB to invest directly in the mainland capital market. To date, 277, 132, 141
different institutional investors have been respectively recognized as QFII,
QDII, RQFII, with a total value of USD 80 billion, USD 90 billion and RMB
410 billion.

cc) Shanghai-Hong Kong Stock Connect as a Symbol of Interconnection
The launch of the ‘Stock Connect’ between the Shanghai and Hong Kong stock
exchanges on November 17, 2014 established a technical connection between
the two exchanges, through which investors in Hong Kong and in Mainland
China can trade and settle shares within a predetermined range of listed compa-
nies in the respective markets via the exchange and broker in their local market.
The Shanghai-Hong Kong Stock Connect is a significant breakthrough in the
opening up of Hong Kong’s and Mainland Chinas capital market. As capital
projects are not completely convertible in China, the program introduces an
innovative cross-border securities investment mode, which has the features of
convenient operation and controllable risks. The program follows the existing
laws and regulations of settlement; this is the mode of operation in both mar-
kets. The main rules govern the following matters:
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(1) The Application of Rules Relating to Settlement, Trading and Issuing

The activities of transactions and the settlement are to comply with the provi-
sions of the jurisdiction where the settlement of transactions takes place. Listed
companies will continue to be subject to the listing rules and other regulatory
rules where they are listed. The trading under the Shanghai-Hong Kong Stock
Connect will only be opened when both Shanghai’s and Hong Kong’s markets
are open for trading and the corresponding settlements are open.

(2) The Way of Clearing and Settlement

CSDC and HKSCC conduct cross-border settlement directly, communicate
with each other and become each other’s clearing participant to provide clearing
services for Shanghai-Hong Kong Stock Connect.

(3) Eligible Stocks

At the beginning stage of the testing, Hong Kong and overseas investors are
only allowed to trade the shares listed on the SSE including all constituent
stocks of the SSE 180 Index and SSE 380 Index, and all SSE-listed A shares that
are not included in the above indices but are dual listed in the H share market.
Mainland investors will be able to trade the constituent stocks of the Hang Seng
Composite LargeCap Index and Hang Seng Composite MidCap Index, and all
H shares that are not included in the above indices but are dual listed in the
Shanghai A share market. Subject to regulatory approvals, these restrictions are
subject to change over time. Both sides can adjust the scope of eligible stocks
according to the pilot circumstances.

(4) Quotas

At the initial stage of the testing phase, trading is subject to separate sets of ag-
gregate and daily quotas at launch. The northbound aggregate quota is set at
RMB 300 billion, while the daily quota is set at RMB 13 billion. The south-
bound aggregate is set at RMB 250 billion, while the daily quota is set at RMB
10.5 billion. Subject to regulatory approvals, these restrictions are subject to
change over time.

(5) Investors

Initially, only Mainland institutional investors and individual investors who
have RMB 500,000 in their investment and cash accounts were allowed by
Hong Kong SFC to trade Hong Kong-listed shares.

Shanghai-Hong Kong Stock Connect now operates smoothly: 121 Hong
Kong brokers participate in northbound, while 110 domestic brokers participate
in southbound transactions. The number of accounts opened by Hong Kong
investors is more than 800,000. Meanwhile more than 210,000 households par-
ticipated in transactions. At the end of October 21, the market capitalization of
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northbound is RMB 152.7 billion, accounting for 1.20 % of SSE free-float mar-
ket capitalization.

¢) Two-way Openness in Securities Services

At present, there are altogether 98 fund management companies. Among these,
there are 45 Sino-foreign joint fund management companies established in Chi-
na. There are in total 125 securities companies, among them 11 Sino-foreign
joint securities companies. In these companies, the proportion of foreign share-
holding has increased from 33 % to 49 %.

There are 19 foreign securities institutions and altogether 38 institutions per-
mitted to engage directly in the trading of B shares in the Shanghai Stock Ex-
change and Shenzhen Stock Exchange.

More than ten foreign stock exchanges have been allowed to establish repre-
sentative offices in China, for example the New York Stock Exchange and the
London Stock Exchange.

Domestic securities and futures institutions have begun to “go global.” Cur-
rently, there are 20 securities companies, 15 fund companies and 6 futures com-
panies setting up branches in Hong Kong; 2 securities companies have acquired
overseas securities institutions. Besides, since July 2015 the Chinese Mainland
and Hong Kong formally have recognized their respective funds (MRF).

d) The Opening of Futures Market

Thus far, 28 domestic enterprises are permitted to engage in overseas futures
business for the purpose of hedging. Foreign investors can invest in stock index
futures by QFII in China, while domestic investors can invest in overseas fu-
tures markets by means of QDII. The international crude oil futures trading
platform, which is under construction, is intended to invite foreign investors to
participate in these transactions.

3. The Results of Opening up the Chinese Capital Market
a) Support of the Development of the Domestic Economy

By overseas listing, Chinese companies have gained valuable financial support,
which in turn has improved their corporate governance and laid the foundation
for its development. Meanwhile this has also contributed to the integration of
China’s economy into the global market.
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b) Achievement of a Win-Win Situation and Enhancement of
the Competitiveness of Chinese Capital Markets

The opening up of the capital market forces the domestic market players to
adopt to international best practices. As a result of competing directly with in-
ternational companies Chinese institutions have had to improve their manage-
ment and therefore to enhance their international competitiveness. By partici-
pating in international capital markets, foreign investment has shared the results
of economic growth, achieved a certain market share and gained a better return
of investment in China.

¢) Promoting the Progress of the Internationalization of RMB

The opening up of the capital market and internationalization of the RMB are
intertwined. For example, the QFII and the QDII systems have promoted two-
way cross-border capital flows, while the RQFII system has offered new ways
of investing in offshore markets for the RMB and promoted the formation of an
offshore RMB center. Meanwhile the Shanghai-Hong Kong Stock Connect fa-
cilitates the orderly flow of RMB between Shanghai and Hong Kong.

d) Promoting the Internationalization of the Chinese Market Mechanism

The internationalization of the capital market has not only resulted in an open-
ing up of the market itself, but has also led to the publication of a series of rules
and regulations regarding capital-raising behavior, securities trading, and su-
pervision mechanisms. The latter are in conformance with internationally rec-
ognized rules. Two-way openness of capital markets, especially the practice of
cross-border interconnection, helps to bring the mainland capital market trad-
ing rules in line with internationally prevailing rules, and gears the overall mar-
ket operation mechanisms and regulations towards international standards

gradually.

II. Current Trends

1. Improving the Openness of China’s Capital Market
a) Enbancing Market Competitiveness

Our market is still in the emerging and transition stage. Thus, certain gaps exist,
in comparison to mature markets, such as the volume of direct investment, in-
vestors’ structure, market stability and the market environment. International
competitiveness and the level of recognition require further improvements. For

instance, the global index provider MSCI Inc. and FTSE Inc. still exclude A
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shares in the emerging markets index in their annual country classification re-
view, which does not relate to the size of the A share market and the overall
level of economic development.

b) Tremendous Space for Further Opening up of the Capital Market

According to the current prevailing evaluation system, the level of openness of
China’s capital market can be analyzed along several dimensions: (1) the degree
of free market access for foreign investors and the inflow-outflow of capital; (2)
the proportion of international investors and financial institutions in the do-
mestic market; (3) the proportion of international companies or foreign share
ownership in all listed companies; (4) the compatibility of the domestic market
system, the rules and regulations with international standards; (5) the number
of domestic investors or financial institutions participating in the international
markets and the number of domestic enterprises listed and initialing in the in-
ternational markets. Based on these evaluation criteria, the capital market of
China has enjoyed the effects of endogenous growth, but offers tremendous
space for further opening up.

2. The Strong Impetus for Opening up the Chinese Capital Market
a) Abundant Money Supply

Since the total amount of savings of China is about USD 4 trillion a year, the
market’s potential money supply is abundant. However, considering the per-
sonal financial investment in China, bank deposits account for 64 %, while in-
vestments in stocks, bonds, funds, etc. amount to less than 14 %. In contrast,
the personal investment in stocks, funds together with pensions, reaches almost
70% of personal financial investments in the United States.

b) The Number of Enterprises

There are more than 13 million registered enterprises and more than 40 million
individual industrial enterprises. There are numerous innovative enterprises
seeking support from the capital market. But currently there are only about
2000 listed companies. Hence, a large number of enterprises hope to raise funds
through the capital market, but only a minority of them is able to do so. Further,
amongst those companies which are listed, most companies are mainly large
and medium-sized, i.e. mature enterprises. While a large number of start-ups
and emerging businesses in the real economy is in urgently of capital, these
companies are yet to receive support from the capital market.
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¢) Steady Development of China’s Economy

According to the Economic and Social Development Plan of 2012, China’s GDP
growth should be doubled until 2020, namely from RBM 40 trillion in 2010 to
RMB 80 trillion in 2020. Because of the international economic situation and
the effects of the domestic economic structural adjustment, China’s current
economic growth has slowed down. In light of this development, the Chinese
government has repeatedly stressed its determination to develop the capital
market continually, which means that the capital markets need to play a more
important role in this process.

d) New Opportunities and Demand for the Opening up of Capital Markets

China’s central government has put forward the following goals: to expand fi-
nancial opening up to the internal and the outside world, to promote two-way
opening-up of the capital market, and to speed up the convertibility of RMB
capital project. In addition, the Chinese government has also put forward the
“One Belt and One Road”, “made in China 2025” and other strategic initiatives.
All these measures mean that the pace of internationalising and involving Chi-
nese enterprises in global mergers and acquisitions has accelerated year by year.
In our view, China’s capital markets need to accelerate the process of opening
up further in order to meet the needs of the real economy.

3. Gradual Improvement of the Market Environment by Opening up
the Capital Market

a) Improving the Convenience of Cross-border Capital Transfers

China is trying to improve the breadth and depth of its capital market step by
step, in order to reach the general goal of gradually making the RMB project
convertible and also meeting the actual needs of the capital market itself. It is
envisaged that a more conditioned and more elastic overall monitoring system
over time will replace the existing simple, hard and fast rules. According to the
data published by the Bank of China, the process has already been accelerated
obviously. This is expected to remove barriers which restrict cross-border capi-
tal flow.

b) The Benefits of Gradual Reform

With the further development of the market, regulators prefer the rule of law
over administrative methods. This means that the examination and approval of
market behavior by the administration will be further reduced, while the capital
market will be further deregulated, and the market mechanisms improved.
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Since 2001, the CSRC has cancelled 144 items subject to administrative exam-
ination and approval in total. Moreover, according to the latest requirements of
documents promulgated by the State Council, China will gradually introduce a
negative list of market entry system.

¢) Strict Investigation and Penalties Against the Behavior of Market Violations

The deregulation of the market is accompanied with a stronger emphasis on the
need for supervision. In recent years, the CSRC has carried out a number of
investigations awarding severe penalties against market violators. In addition,
the CSRC has launched several pilot projects which are aimed at developing
mechanisms for the advanced compensation of investors and administrative rec-
onciliation. In 2014, CSRC concluded 163 cases and imposed administrative
sanctions against 55 institutions and 416 individuals; with the total disgorge-
ment and fines reaching RMB 704 million. Moreover, 31 people were banned
from market entry and 74 cases were transferred to public authorities. It is note-
worthy that harsh crackdowns on insider trading have become the focus of legal
enforcement. Since the introduction of big data in the second half of 2013, CSRC
has detected and received alerts regarding 375 cases of insider trading covering
the period to the end of 2014. Of these cases 142 cases were registered.

III. Gradual Improvement of Legislation Regarding the Opening up
of the Capital Market

The level of openness of the capital market and the degree of internationaliza-
tion bears close relation to market legalization. China is promoting the modifi-
cation of the securities law and other relevant legal systems. One of the impor-
tant tasks during this process is to reform the corresponding legal systems in
order to meet the legislative requirements in the process of internationalization.
This also entails reforming border securities issuance and cross-border listing
requirements applying to companies, improving capital interconnectivity and
enhancing cross-border supervision and cooperation. This also raises issues
concerning the conflict of law, the choice of lex causae, the harmonization of
regulatory standards, the extraterritorial effect of securities law and the deter-
mination of authorities having jurisdiction over a specific case. Solving these
legal issues will require positive and long-term cooperation between Chinese
experts and scholars, and their foreign counterparts.
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I. Introduction

Obviously China is one of the fastest growing and dizzying developing coun-
tries of the world. From a German point of view it is not only important as an
export country, it is also gaining in relevance as a site to invest in the capital
market. Of course there are some local Chinese specifics to keep in mind if you
want to enter the Chinese capital market as a foreign investor. But there are also
particular rules in German law which regulate the access to foreign capital mar-
kets, especially depending on what type of investor you are.

In this essay I am going to examine the options for investing in the Chinese
Capital Markets as a German institutional investor from both these angles:
from the viewpoint of German law as well as from the perspective of the Chi-
nese general regulations and frame conditions.

II. Regulatory Environment in Germany for Different Types
of Institutional Investors

There are a lot of different types of institutional investors in Germany. Regard-
ing their behavior as investors, for some there are very specific and strict regu-
lations. Others are completely free in their asset allocation and in their way of
investing. The following types of institutional investors are very common in
Germany.

1. Social Insurance Agencies, Public Health Funds, Public Pension Funds
and Public Injury Insurance Corporations

Social insurance agencies manage large amounts of money. For example most of
the German employees pay parts of their wages into a public pension fund sys-
tem called “Deutsche Rentenversicherung”. The same is true for the employees’
contribution to one of several public health funds, for example the “Allgemeine
Ortskrankenkasse (AOK)”.

In case of retirement, illness, injury, unemployment or other situations of
need the agencies of the German social insurance system pay money to their
contributors. Because they provide elementary services for the public, these
agencies are not allowed to take high risks when they invest the contributions of
the employees. As a kind of trustee they have to manage their assets in a very
sensible way.

According to Section 1 and section 80 (1) of the German Sozialgesetzbuch IV
(SGB1V), the assets of the agency have to be invested and managed in a way that
eliminates the probability of any losses. In a first step this means, that there is
no room for equity investments. In a second step, the potential for a versatile
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asset management is further diminished. The agencies have to keep a certain
amount of money for reserve funds or savings. Regarding section 83 (1) SGB IV,
these savings may only be invested in the following vehicles:

— government and corporate bonds of issuers, who have their registered office
in the European Union;

— covered bonds with coverage within the borders of the European Union;

— real estate located in the European Union.!

Section 83 (4) SGB IV extends the permitted investment area to countries,
which are members of the European Economic Area (EEA), a free trade zone
within the borders of Europe. In addition to that, investments in Switzerland
are allowed.

But all that goes to show that investments outside of Europe are impossible
for German social insurance agencies. So of course, there is also no way for
them to invest in China.? It seems that the German legislator judges an invest-
ment outside of Europe to be generally more risky and dangerous than an in-
vestment within the borders of Europe. However, this premise is quite untrue.
If we compare a government bond issued by Greece to one issued by China,
which one is more risky?

2. Private Insurance Companies, Reinsurance Companies and
Pension Funds

In addition to the public social insurance agencies, there is of course a private
insurance sector in Germany. For companies belonging to that sector like for
example Allianz, Munich Re or private pensions funds there is a law called Ver-
sicherungsaufsichtsgesetz (VAG). The VAG, supplemented by a legal ordinance
(Verordnung tiber die Anlage des gebundenen Vermogens von Versicherungsun-
ternehmen, AnlV), imposes the legal framework for investments of these pri-
vate insurance companies and pension funds. Those parts of their assets, which
they hold as a kind of trustee for their clients, are specially protected by law.
According to section 54 (1) VAG these assets shall be managed in a way, that
guarantees a maximum of safety and profitability, combined with liquidity at
any time and a reasonable diversification. The permitted assets are classified in
section 2 AnlV and refer almost exclusively to countries which are members of

! For details concerning the permitted securities see G.-F. Borrmann, in: K. Hauck and
W. Noftz (eds.), SGB IV (2015), sec. 83, recital 8 et seq.

2 A chance for future investments in Chinese securities might arise when a Chinese-Ger-
man joint-venture will begin to distribute renminbi-based products via the systems of the
German Stock Exchange in Frankfurt (cf. Frankfurter Allgemeine Zeitung, 23 May 2015,
www.faz.net/aktuell/finanzen/handel-mit-renminbi-produkten-deutsche-boerse-wird-
chinesischer-13608669.html). Then section 80 (1) Nr. 1 sentence 2 SGB IV would probably
allow German social insurance agencies to purchase those products.
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the EEA or the Organisation for Economic Co-operation and Development
(OECD). So again, there is not much room for a China-based investment.

In addition to that, section 3 (1) AnlV rules, that assets issued by issuers out-
side the EEA should be limited to a cautious measure, if there is no privilege for
the creditors of private insurance companies in case of bankruptcy in the given
country. The context is, that there is such a privilege in German law in section
77a VAG. So if a country outside the EEA does not offer a similar protection for
the clients of private insurance companies, the German legislator does not want
Germany based insurance companies to invest their money in those countries.
But in fact there are not many countries outside the EEA that provide compara-
ble bankruptcy protection. And even if there is an analogous foreign law, it is
hard to decide, if it offers the same kind of protection as its German counterpart.
Because they cannot judge foreign bankruptcy laws, most of the German private
insurance companies and pension funds limit their investments outside the EEA.
As mentioned earlier, section 3 (1) AnlV sets this limit to a “cautious measure”.
However, no-one exactly knows what the term “cautious measure” means.

Still to come is a fundamental reform of the insurance surveillance in the
European Union, which is called Solvency II. It is intended to regulate the cap-
ital coverage requirements of insurance companies. According to this, private
insurance companies need a certain amount of capital coverage when they invest
in equity shares which are listed in EEA- or OECD-countries. The require-
ments for investments outside of the EEA or OECD are even higher. Again
legislative authorities seem to evaluate foreign investments as more risky than
domestic ones.

Altogether there are a lot of regulatory reasons, why private insurance com-
panies and pension funds usually keep their assets mainly inside the borders of
the EEA or OECD. According to the Bundesanstalt fir Finanzdienstleistung-
saufsicht (BaFin), the supervising authority for the German financial service
sector, German insurance and reinsurance companies only invest about 7,1 % of
their assets in Non-Euro-Countries.> Within the German and European regu-
latory environment, there is not much space for investments in China.

3. Non-Profit Organisations (NPOs), Non-Profit-Foundations

Germany has a long tradition of non-profit organisations, especially founda-
tions. These entities support certain purposes that serve the public good. A
non-profit-status in that context guarantees tax exemptions. Obviously these
organisations manage large amounts of money.

3 Cf. BaFin, Einzelangaben zu den Kapitalanlagen der Erstversicherungsunternehmen,
Bestand in den einzelnen Versicherungssparten, 3. Quartal 2015, www.bafin.de/SharedDocs/
Downloads/DE/Statistik/Kapitalanlagen/d]_kapitalanlagen_3q_2015_va.pdf?__blob=pub
licationFile&v=3.
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There is no law which explicitly regulates the asset management of NPOs in
Germany. But there is a legal practice, which limits investments. According to
that, non-profit status requires investment in assets without particular inherent
risks, because non-profit organisations are obliged to permanently conserve
their assets.* As shown before, German and European authorities tend to em-
phasize the risk of foreign investment compared to domestic ones. Having that
in mind, most of the NPOs avoid foreign investments or limit it to a small de-
gree. There are no comprehensive figures about the asset allocation of German
NPOs, but there are mutual funds especially designed for German non-profit
foundations:®
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Figure 1: Merck Finck Stiftungsfonds UL, ISIN: DE0008483983 WKN: 848398
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Figure 2: Merck Finck Stiftungsfonds UI, ISIN: DE0008483983 WKN: 848398

4 Cf. FG Miinster, 11 December 2014 —3 K 323/12 Erb.

5> Multi Manager GmbH, with links to pdf-sheets: http://mmd-direct.de/ISIN_DE000848
3983_Merck-Finck-Stiftungsfonds-U1/; http://mmd-direct.de/ISIN_DE00CA1H44D5_Natio
nal-Bank-Stiftungsfonds-1/; http://mmd-direct.de/ISIN_DEO00AORE972_BERENBERG-
1590-STIFTUNGY/.
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As you can see, typically these mutual funds have only small exposures outside
the EEA. It is unlikely that there will be substantial investment in China from
German NPOs.

4. Non-regulated Federations, Unions, Family Offices, Religious Groups

There is further a group of typical institutional investors, which is not regulated
by law and relating to which there is no limiting case law. Examples for such
non-regulated entities are federations, unions, family offices or religious groups
such as the Roman Catholic Church or Protestant Church.

These institutional investors are only regulated by internal investment guide-
lines given by their boards. These guidelines often contain a defined equity rate
and rating requirements for the fixed income exposure. Limitations of invest-
ments abroad are however not that common. In general, this last group of Ger-
man institutional investors is basically open for investments in China.

5. Summary

The investment options of many German institutional investors are regulated
by law. German and Furopean legislators tend to limit these investment options
in matters of investments outside the EEA or OECD. Somehow they seem to
believe that investment abroad is generally more risky and dangerous than do-
mestic investment. Perhaps there is also a protectionist thought behind the re-
spective laws. Especially in times of low interest rates it is tempting to force in-
stitutional investors to allocate their money mainly within the own borders.
However, investments abroad should not be limited merely because they sup-
posedly entail a greater risk. It is obvious, that investments outside of the EEA
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or OECD are not more risky in principle. Every investment anywhere in the
world has opportunities and risks which have to be evaluated in every particular
case. Unfortunately for many institutional investors in Germany the door is not
wide open for an investment in the Chinese financial markets.

III. Access to Chinese Financial Markets For Foreign Investors

There are a lot of different asset types for institutional investors. But it is beyond
dispute that equity shares and fixed income bonds are the most important ones.
In the typical asset allocation of institutional investors these vehicles take most
of the space. Because of that the focus will be put on equity shares and bonds
when examining the frame conditions of the Chinese financial markets.

1. Equity Shares Traded on Stock Exchanges
a) Direct Investment and Different Types of Shares

For a German investor, a share is simply a share. There are not many types to
distinguish. Of course there are ordinary shares and preference shares in Ger-
many, which differ by voting rights. But in practice this does not play a major
role. The Chinese equity market is much more confusing. There are a lot of
share types to distinguish:

— A-shares: Chinese companies incorporated on the mainland and traded in
Shanghai or Shenzhen, quoted in RMB.

— B-shares: Chinese companies incorporated on the mainland and traded in
Shanghai and quoted in USD or traded in Shenzhen and quoted in HKD
(open to foreign ownership).

— H-shares: Chinese companies incorporated on the mainland and traded in
Hong Kong

— Red chips: State-owned Chinese companies incorporated outside the main-
land (mostly in Hong Kong) and traded in Hong Kong.

— P-chips: Nonstate-owned Chinese companies incorporated outside the
mainland, most often in certain foreign jurisdictions (Cayman Islands, Ber-
muda, etc.) and traded in Hong Kong.

— N-shares: Chinese companies incorporated outside the mainland, most often
in certain foreign jurisdictions, and U.S.-listed on the NYSE or Nasdaq
(ADRs of H-shares and red chips are also sometimes referred to as N-shares).

¢ ETF.com, Complete guide to Chinese Share Classes & China ETF Investing (February
2013), p.2 et seq.
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The most important thing about the different share-classes is, that a “normal”
foreign investor cannot buy the first one. While originally only Chinese citizens
were allowed to buy these stocks, since 2002 also so called “Qualified Institu-
tional Investors” (QFIIs) are permitted to buy A-shares. There are not too
many licenses for foreigners, at the moment there are exactly 290.” In fact, con-
cerning A-shares, the Chinese market is still closed for direct foreign invest-
ment. But all the other share-classes are basically open for foreign investors.

b) Availabiliry of Indices

The availability of indices is very important for institutional investors. For ex-
ample indices show the development of the complete stock market or certain
industry sectors. The more indices are available, the better the overview over
the market. Fortunately there is a wide variety of indices for the Chinese stock
market. Here are some examples, which do not show the entire index world:

Dow Jones China Offshore 50

Hang Seng China Enterprises

MSCI China

MSCI China H

CSI 300

— MSCI China A

— FTSE China 50

FTSE China A 50

FTSE China A 200

FTSE China A 600

FTSE China A

FTSE Greater China 150

FTSE China International All Cap
FTSE China H Share

FTSE China B All-Share

FTSE China Red Chip All Cap Capped
FTSE China P Chip All Cap Capped
— FTSE China S Chip All Cap

— FTSE China N Share All Cap Capped

¢) Awvailability of Exchange Traded Funds (ETF)

Exchange Traded Funds are passively managed mutual funds. The fund manag-
er simply replicates the index without generating any over- or underweight in
any position. These funds have recently become very popular, because they
usually are not very expensive and they offer an easy access to different market

7 China XBR, http://china-xbr.com/xbr-quota-data/qfii/, effective as of 29 June 2015.
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segments. As shown before, there are many indices covering the Chinese stock
market and fortunately, there are also a lot of ETFs:®

Table 1: ETFs

Fund Name Fund Underlying Index Eligible Share
Ticker Classes

iShares FTSE China 25 |FXI FTSE China 25 H, Red Chips

SPDR S&P China GXC S&P China BMI All Investable
Shares

iShares MSCI China MCHI MSCI China H, B, Red Chips,
P-Chips

PowerShares Golden PGJ Nasdaq Golden Dragon | N

Dragon China China

iShares FTSE China FCHI FTSE (HK Listed) H, Red Chips

(Hong Kong Listed) China

Guggenheim China YAO AlphaShares China All Investable

All-Cap All-Cap Shares

First Trust China FCA Defined China All Investable

AlphaDEX Shares

Market Vectors China PEK CSI 300 A (Swap)

RBS China Trendpilot | TCHI RBS China Trendpilot | N

ETN

Guggenheim China HAO AlphaShares China All Investable

Small Cap Small Cap Shares

iShares MSCI China ECNS MSCI China H, B, Red Chips,

Small Cap Small Cap P-Chips

Wisdom Tree China CHXF WisdomTree China H, Red Chips,

Dividend ex Financials Dividend ex Financials | P-Chips

Global X China CHIM Solactive China All Investable

Materials Materials Shares

Global X China CHIO Solactive China All Investable

Consumer Consumer Shares

Global X China Energy | CHIE Solactive China Energy | All Investable
Shares

Global X China CHIX Solactive China All Investable

Financials Financials Shares

Global X China CHII Solactive China All Investable

Industrials Industrials Shares

8 ETF.com, Complete guide to Chinese Share Classes & China ETF Investing (February
2013), p. 7; the list is not complete, these are just examples.
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EGShares China CHXX INDXX China All Investable
Infrastructure Infrastructure Shares
Guggenheim China Real | TAO AlphaShares China Real | All Investable
Estate Estate Shares
Global X Nasdaq China | QQQX Nasday OMX China All Investable
Technology Technology Shares
Guggenheim China CQQQ AlphaShares China All Investable
Technology Technology Shares

This variety of ETFs makes it easy to begin investments in China, even for in-
stitutional investors. Really striking is the availability of an ETF covering the
A-shares-market. This synthetic ETF is swap-based and does not replicate the
market stock by stock. But nevertheless it offers a good opportunity to invest in
the Chinese A-shares-market without taking the detour of becoming or man-
date a QFII.

d) Availability of Actively Managed Mutual Funds

For those institutional investors who want to invest in actively managed mutual
funds it is important, that there is a great variety of them available. And just as
in the case of the ETFs, there is a sufficient universe of actively managed funds:’

— Matthews China Investor (MCHFX)

Fidelity China Region fund (FHKCX)

Oberweis China Opportunities fund (OBCHX)

Heptagon Fund Harvest China A Shares Equity Fund (HEPCHNC)
RS China Fund Class A fund (RSCHX)

AllianzGI China Equity A Fund (ALQAX)

EuroPac China Fund (EPHCX)

e) Availability of Derivatives

Institutional investors need a liquid derivative market to have adequate possibili-
ties to establish an overlay management. Normally itis much too expensive to sell
all your stocks if you want to tactically leave the market for a shorter period of
time. These operations are usually done by the use of future contracts or options.
And there is a future contract for the Chinese A-shares-market called CFFEX
CSI 300 Future. Meanwhile future contracts for the SSE 50 and the CSI 500 also
are available.!® But newly developed indices usually are not very liquid in the be-
ginning. Furthermore — like the A-shares themselves — the future contracts relat-

9 The list is not complete, these are just examples.
10 hetp://www.cffex.com.cn/en_new/xwzx/myscbg/201505/P020150529401291676885.pdf.
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ed to A-shares can also only be purchased by QFIIs.!! And there is no option
marketatallfor the A-shares, but the China Financial Futures Exchange (CFFEX)
has announced to launch index options for CSI 300, the CSI 500 and the SSE50
soon.'? But there is not only an ETF on the CSI 300 Index, there is also a small
option market, that refers to this ETF (for example ASHR US 01/20/17 P26.9
Equity). So overall the derivative market for Chinese equity shares is sufficient.

2. Fixed Income Securities / Bonds
a) Direct Investment and Different Types of Bonds
The Chinese bond market consists mainly of the following securities:

— Government bonds. These are issued by the Ministry of Finance. Local gov-
ernments also issue bonds, similar to municipal bonds in the US.

— Central Bank notes. These are short-term securities issued by the People’s
Republic of China as a tool for implementing monetary policy. Central Bank
notes are often used in money markets and liquidity management portfolios
due to the notes’ short maturities.

— Financial bonds. These are the most actively traded bonds in China and are is-
sued by policy banks, commercial banks and other financial institutions. The
policy banks are the largest issuers and include the China Development Bank,
the Export-Import Bank of China and the Agriculture Development Bank of
China. Only Policy Bank Bonds are backed by the central government.

- Non-Financial Corporate Bonds. These include a wide variety of bonds but
the largest sectors are known as “enterprise” bonds and “medium-term
notes”. Enterprise bonds are issued by institutions affiliated to Central Gov-
ernment departments, enterprises solely funded by the State, state-controlled
enterprises and other large state-owned entities. Examples of issuers in this
market include companies like China National Petroleum, the state-owned
fuel production company, China Petrochemical, Asia’s largest refining and
petrochemical enterprise, and China Telecom, a state-owned telecommuni-
cations company. Private companies of any size can also issue corporate
bonds. Companies can also issue short-term financial bills and medium-term
notes, which are the most liquid non-financial corporate bonds.!

The Chinese bond-types described do not differ significantly from the typical
bond-types in other countries. But just as with the A-shares equity market,
there is a limitation on foreign investors buying these bonds. The Chinese bond

1 htep://www.gtjagh.com/Channel/63490.

12 Lu Jianxin and Pete Sweeney, Reuters Markets (24th May 2015), http://www.reuters.
com/article/us-china-options-idUSKBNOOA03620150525.

13 Subash Pillai, Lily Li and Harry Huang, FAQ: China’s bond market, Goldman Sachs
Global Liquidity Management, First Half 2015.
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universe is divided into the offshore and the onshore market. Limitations exist
for the onshore market:*

Table 2: Chinese Bond Market

Offshore Onshore
Hong Kong Interbank Stock Exchange
Size (RMB bn) 274 20,483 364
Eligible Investors All Central Banks, RMB QFII’s, onshore
Clearing & Settlement investors

banks, onshore
investors, RQFII

b) Availabiliry of Indices

As mentioned before, the availability of indices is important for several reasons.
Fortunately, there are a lot of indices covering the fixed income sector:

FTSE China Onshore Sovereign and Policy Bank Bond 1 - 10 Year Index
FTSE China Onshore Sovereign Bond 1 — 10 Year Index

— FTSE China Onshore Policy Bank Bond 1 — 10 Year Index
— S&P China Bond Index

— S&P China Agency Bond Index

— S&P China Corporate Bond Index

— S&P China Government Bill Index

— S&P China Industrials Bond Index

— Citi Chinese Government Bond Index (CGBI)

CSI Aggregate Bond Index

CSI Aggregate Bond (1-3) Index

CSI Aggregate Bond (3-7) Index

CSI Aggregate Bond (7-10) Index

CSI Aggregate Bond (10+) Index'

Comparable to the Chinese stock market, there is a wide variety of indices.

¢) Availability of ETFs

There is also good market access concerning the availability of fixed-income-re-

lated ETFs:

— Market Vectors Renminbi Bond ETF (CHLC)
— E Fund ETFs Trust — E Fund Citi Chinese Government Bond 5-10 Years
Index ETF

4 Overview by HSBC, A guide to investing in Chinese Fixed Income, London (2012).
15 The list is not complete, these are just examples.
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Global X GF China Bond ETF

CBON Market Vectors ChinaAMC China Bond
China New Balance Opportunity Fund

RMB High Yield Bond Fund

Chinese Yuan Dim Sum Bond Portfolio

E Fund China Commercial Paper ETF

GF China Bond ETFE.!®

d) Availability of Actively Managed Mutual Funds

There is a sufficient number of actively managed mutual funds for the Chinese
market.

Fidelity Fund — China RMB Bond Fund

Guiness Atkinson Renminbi Yuan & Bond Fund
BlackRock BGF Renminbi Bond Fund

Ping An of China SIF - RMB Bond Fund

NIKKO AM CHINA ONSHORE BOND FUND RMB
BARING CHINA BOND FUND

- JPMorgan Funds — China Bond Fund"”

e) Availability of Derivatives

An adequate market for derivatives on Chinese bonds does not exist. There is a
5-year treasury bond futures contract,'s but it is only open to QFIIs."” Addi-
tionally it is planned to allow the trading of a 10-year treasury bond futures
contract to finally establish a market-based yield-curve.?® However, as long as
solely QFIIs are allowed to trade future contracts, the market access for foreign
institutional investors is very limited. This spoils particularly the possibilities
for a professional duration management.

3. Summary

The openings for foreigners to access the Chinese financial markets are grow-
ing. There are many equity shares, bonds and related vehicles. On the other
hand, regulatory limitations still hinder a completely professional portfolio
management. Only with access to the direct purchase of all securities and with

16 The list is not complete, these are just examples.

17 The list is not complete, these are just examples.

18 For specifications see http://www.cffex.com.cn/en_new/sspz/5tf/.

1 http://www.ft.com/intl/cms/s/0/94600a40-16cf-11e3-9ec2-00144feabdc0.html#axzz3
wgya99oK.

20 http://www.bloomberg.com/news/articles/2015-03-19/china-starts-10-year-bond-fu
tures-trading-as-rate-controls-ease.
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an open and liquid derivative market, foreign investors will accept the Chinese
financial market as just another financial market.

IV. The Importance of China’s National Economy

It is obvious that China’s national economy is of extraordinary importance for
the whole world. Here are some figures and facts that show the growing impor-
tance of China:

1. Population

With approximately 1.364.270.000 people The People’s Republic of China has
the largest population in the world.*!

2. Gross Domestic Product (GDP)

In 2012 China’s GDP was 8,46 trillion USD.?? After the USA it is the second
largest GDP in the world.?* The average GDP-growth-rate was more than 8 %
in the last ten years:
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Figure 7: Real GDP growth (%YoY) (Source: National Bureau of Statistics. PNC
Financial)

2 The World Bank, http://databank.worldbank.org/data/reports.aspx?source=2&coun
try=CHN&series=&period=.

22 The World Bank, http://databank.worldbank.org/data/reports.aspx?Code=NY.GDP.
MKTP.CD&id=af3ce82b&report_name=Popular_indicators&populartype=series&ispop
ular=y.

23 The World Bank, http://databank.worldbank.org/data/reports.aspx?Code=NY.GDP.
MKTP.CD&id=af3ce82b&report_name=Popular_indicators&populartype=series&ispop
ular=y.
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And roughly in 2022 China will overtake the USA and be the largest economy
on the planet:**

Table 3: China vs. USA

GDP Per-capita GDP High-income
(US $tn) (US $10,000) threshold
China USA China USA (US $10,000)
2010 5.9 14.5 0.44 4.5 1.23
2020 21.0 23.4 1.50 6.7 1.60
2030 50-65 37.8 3.5-4.5 9.9 2.00
2050 150-250 95.3 11.5-18.3 219 3.30

3. Trade Partner of Steadily Growing Importance

The Chinese imports and exports are increasing steadily and rapidly:?®
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Figure 8: Imports and Exports of goods in US $ billion

24 Project Team, Development Research Centre of the State Council. GDP and per-capita
GDP figures are in current price terms.

25 http://www.statista.com/statistics/263661/export-of-goods-from-china/; www.statista.
com/statistics/263646/import-of-goods-to-china/.
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4. Manageable Public Debt

The People’s Republic of China has a debt to GDP-ratio of 22,8 % (2013).%¢ In
comparison to other countries this is quite a manageable figure:

250,0% 297-99%

200,0%

150,0%

100,0%

62,1% 66,8% 68,5%

43,5%
50,0% 2

228% 24,0%

109% 17:8%

0,0% -

Russia  Nigeria China Indonesia Mexico Pakistan India  Brazil ~ USA  Japan
(142M) (170 M) (1,343M) (248M) (116M) (190M) (1,205M) (193M) (313M) (127M)

Figure 9: Debt-to-GDP of Most Populous Countries (Source: International Monetary
Fund)

5. Growing Infrastructure, Spectacular Development in
Mobile Communication and Education

China’s infrastructure is growing with tremendous speed. In the last decade
China became the country with the largest demand of commodities in the
world.?” Even though China has begun a transforming process into a consumer
society, the investments in infrastructure are still enormous.

The same is true for one of the most important future-markets: the mobile
communication sector. On the one hand, the number of Chinese citizens using
a mobile phone is steadily rising. In 2014, 74 % of the Chinese population used
a mobile phone and by 2019 it will be 78,7 %.?® On the other hand, Chinese
home-grown brands have taken advantage of the growing popularity of low-
cost smartphones in the domestic market and are on track to become known
players also in international markets.?’

26 Tnternational Monetary Fund (IMF), http://images.google.de/imgres?imgurl=http%
3A%2F%2Fmercatus.org%2Fsites%2Fdefault%2Ffiles%2FCHART-large.jpg&imgre
furl=http%3A%2F%2Fmercatus.org%2Fpublication%2Fhow-does-us-debt-position-com
pare-other-countries&h=654&w=1000&tbnid=gDUOmeN3b5EDSM%3A&
docid=RKCFFqTXkq_2zM&ei=1yeUVuSXBsqvs AGEtZCYAw&tbm=isch&iact=
re&uact=3&dur=412&page=1&start=0&ndsp=15&ved=0ahUKEwik36fn4qLK AhXK
FywKHYQaBDMQrQMIPDAK.

% Steven S. Roach, Das neue Asien (2011), p.235 et seq.

28 Statista, The Statistics Portal, www.statista.com/statistics/233295/forecast-of-mobile-
phone-user-penetration-in-china/.

29 Shin-Horng Chen and Pei-Chang Wen, The evolution of China’a mobile phone industry
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When it comes to international competitiveness, one of the decisive fields is
education. Since 1999, China has established various measures to improve its
education system. The number of undergraduate and graduate students in Chi-
na has been growing at approximately 30 % per year since that time.’® While
most of the lower income countries tend to first strengthen basic education to
reduce analphabetism and provide other minimum know-how to their popula-
tion, China’s way seems to be different. China used major tertiary (rather than
primary or secondary) transformation in educational delivery as a development
strategy.”! Especially in engineering education China has made significant
achievements in the last years.”

Although it has often been accused of copyright infringement, the country
started to develop more and more homemade high-tech. There is now a major
focus on patenting, both in China itself and international patenting. There is
clear evidence for this increasing tendency of China’s patent activity from mul-
tiple databases. These include the European (EPO) and US Patent offices (USP-
TO) database, China’s own database and the World Intellectual Property Or-
ganization (WIPO) database.*

6. Urbanisation and Development of a Consumer Society

China is developing towards a consumer society.** First of all, a lot of people are
moving from rural areas to the cities. The agricultural sector is shrinking, the

service sector is continually growing. In 2030, approximately 60 % of the work-

ing people will be employed in the service sector:*

and good-enough innovation, in: You Zhuo, William Lazonick and Yifei Sun (eds.), China as
innovation nation (2016), p.261 et seq.

%% Yao Li, John Whalley, Shunming Zhang and Xiliang Zhao, The higher educational
transformation of China and its global implications, National Bureau of Economic Research
(NBER) (2008), Working Paper 13849, //www.nber.org/papers/w13849.pdf.

! Yao Li, John Whalley, Shunming Zhang and Xiliang Zhao, The higher educational
transformation of China and its global implications, National Bureau of Economic Research
(NBER) (2008), Working Paper 13849, //www.nber.org/papers/w13849.pdf.

32 Zhu Gaofeng, The Status and Prospects of Engineering Education in China (2013),
http://www.mernokakademia.hu/2013conf/abstrakt/6The%20Status%20and%20Pros
pects%200f%20Engineering%20Education%20in%20China.pdf; Hong Yan, Engineering
Education in China, in: Proceedings of 2015 International Conference on Interactive Collab-
orative Learning (ICL), www.weef2015.eu/Proceedings_ WEEF2015/proceedings/papers/Con
tribution1374.pdf.

% Yao Li, John Whalley, Shunming Zhang and Xiliang Zhao, The higher educational
transformation of China and its global implications, National Bureau of Economic Research
(NBER) (2008), Working Paper 13849, //www.nber.org/papers/w13849.pdf.

% For thoughts about the challenges this development brings, see Steven S. Roach, Das
neue Asien (2011), p.296 et seq.

35 Project Team, Development Research Centre of the State Council.
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Table 4: Urbanisation and Development of a Consumer Society

2010 2020 2030

Urbanisation (%) 51.3 60.0 67.0
Economic structure (%) Industrial sector 46.7 42.0 35.0
Service sector 43.2 52.0 60.0

Agriculture 10.1 6.0 5.0

Investment 48.1 43.0 34.0

Consumption 48.2 55.0 66.0

Main industrial goods output  Steel 6.3 10.5 8.0
(100m tonnes) Cement 18.6 20.0 15.0

Along with that goes growing wealth and advancement. In 2022 about 56 % will
belong to the upper middle class:*®

Share of urban Urban private
households (%) consumption (%)
100%=256 million 357 million 10,048 billion 26,804 billion CNY

u Affluent
= Upper middle class
® Mass middle class
® Poor

2012 2022 2012 2022

Figure 10: Urban Households and Private Consumption

3¢ Dominic Barton, Yougang Chen and Amy Jin, Mapping China’s middle class, McKinsey
Quarterly 2013/03, China’s next chapter, p. 54 et seq.; cf. Chen Daofu, Financial development
in the next decade, The Chinese Dream, CLSA (2014), p. 41, 43.
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7. Comprehensive Reform Agenda

Because of its political system, China faces a lot of criticism. On the other hand
there are some remarkable efforts to reform the country:*’

Table 5: Third Plenum Plan’s 15 key reform areas

Sector

Key new measures

Basic economic
system

Allow employee share ownership scheme for SOEs

Creation of state-owned asset-management company

SOE to focus on public services, strategic new industries,
technology, and national security

30% of SOE’s profit to be paid to central government

SOE:s to continue controlling stake in industries with natural
monopoly, and continue reforms

Modern market
system

Implement “blacklist system” for new market players; create a
fair, nationwide fair market

Continue pricing reforms in water, oil, gas, electricity, transport
and telecom

Unified urban and rural land market; allow rural land to be sold
equally

Continue financial reforms; allow privately-owned medium-small
banks; make IPOs easier

Improve forex rate mechanism; boost interest-rate liberalization
and setup deposit insurance

Push opening of capital markets; allow convertibility of capital
flow; capital account opening

Government
role

Corporates are the mail bodies for investment; government no
longer approve FAI, except for sectors that related to national
security, environmental safety, strategic resources an public
interest

Fiscal & Tax

Transparent budget setting; move from “deficit” budgeting
towards “expenditure” budgeting

Raise direct taxes; continue VAT reforms, and expand consump-
tion tax

Accelerate legislation of real-estate tax, and promote resource tax
Central government to play a larger role in certain areas; reform
central-local transfer payment

37 Third Plenum Document Decision on major issues concerning comprehensive deepen-
ing reforms (Nov 2013), CLSA.
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Urban-rural — Improve property rights for rural population; rural residents to
development gain from land appreciation
— Continue urbanization via development of medium-small cities;
continues hukou reforms
- Allow private capital to participate in city infrastructure
construction and operation
— Research setup of policy bank specialized on city-infrastructure
and residential property

Further opening — Relax entry barrier for foreign enterprises; allow “orderly”

up opening up of financial, education, culture and healthcare sectors;
open-up entry barriers on elderly services, architecture, account-
ing and audit, logistics and e-commerce; further relax manufac-
turing; create several free trade zones

Political system - Improve NPC system, CPPCC system, and develop foundation
level democracy

Rule of Law — Uphold the constitution; ensure independence of courts and
prosecution

Supervision of - Establish means of power restriction; improve mechanism on

power anti-corruption

Cultural system — Encourage state-owned cultural institutions to transform into
enterprises
— Consolidate traditional and new media companies; creation of a
unified media/culture regulator

Social services - Reforms on education, employment, income distribution, welfare,
and healthcare sectors
— Research progressive delay in retirement age; cut social insurance
fees where appropriate
— Relax one-child policy to allow second child when either parent
does not have siblings

Social govern- - Creation of State Security Committee to ensure national security

ance — Creation of agencies to ensure food and drug safety; reforms on
the petition system

Ecological — Establish systems to define natural resources ownership;

civilization implement policies to collect tax/income on consumption of

natural resources; resource pricing reforms to ensure prices can
reflect market demand-supply, scarcity of resources, and damage
to the environment

Defence & army - Modernise army; guide civilian enterprises to provide
reform maintenance services and R&D for the army

Party leadership — Creation of Central Reform Leading Group

8. Summary

The development of the People’s Republic of China in all relevant sectors is so
outstanding, that institutional investors cannot ignore the country.
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V. Challenges and Risks for China’s Capital Markets

As mentioned before, China’s capital markets are not entirely open to foreign
investors. Of course, the path to an open market is a process of development.

1. Governmental Influence

One of the most characteristic features of the People’s Republic of China in the
last decades was governmental control. Therefore it seems hard for the Chinese
government to surrender the capital markets entirely to the law of demand and
supply. After encouraging the citizens to enter the stock marketin 2015 —among
other things by allowing buying stocks on credit —** the market received an in-
credible boost. The CSI 300 nearly doubled from the beginning of 2015 to the
middle of June. After that, a significant crash occurred. The Chinese government
began to implement certain measures to prevent the market from being too vol-
atile. Especially a mechanism to automatically stop trading if the market moves
more than 7 % in one direction was set up.’” Perhaps one of the reasons was a fear
of social riots, because many Chinese private investors lost their freshly invested
money. But suspending stocks from trade is one of the most prohibitive things a
government can do to stop foreign investors from entering the market. A liquid
market is a basic requirement for foreign investments. The suspending mecha-
nism was introduced in December 2015 and is still in use.*° By suspending stocks
from trade too often, foreign investors’ trust in the markets cannot increase. Of
course there are other well developed stock markets which are equipped with a
suspending mechanism. A so-called circuit-breaker also exists for example for
American stock markets like the New York Stock Exchange (N'YSE).*! But these
mechanisms are usually implemented either to prevent the market from collapse
in case of an accumulation of algorithmic trades triggering stop losses or to lim-
it destabilizing index arbitrage trades. Usually they are triggered very rarely.*

38 Flossbach von Storch, Half-year report 2015, p. 11.

39 For an overview of all measures see Roberto Bendini, Exceptional Measures: The Shang-
hai stock market crash and the future of the Chinese economy (2015), p.5 et seq., http://www.
europarl.europa.eu/RegData/etudes/IDAN/2015/549067/EXPO_IDA%282015 %
29549067_EN.pdf.

40 Roberto Bendini, Exceptional Measures: The Shanghai stock market crash and the future
of the Chinese economy (2015), p. 5 et seq., http://www.europarl.europa.eu/RegData/etudes/
IDAN/2015/549067/EXPO_IDA%282015%29549067_EN.pdf.

# For details see Michael A. Goldstein, Joan E. Evans and James M. Mahoney, Circuit
Breakers, Volatility, and the U.S. Equity Markets: Evidence from NYSE Rule 80A (2015),
http://www.imes.boj.or.jp/cbrc/cbre-16.pdf.

#2 Michael A. Goldstein, Joan E. Evans and James M. Mahoney, Circuit Breakers, Volatil-
ity, and the U.S. Equity Markets: Evidence from NYSE Rule 80A (2015), p. 1, http://www.
imes.boj.or.jp/cbre/cbre-16.pdf.
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From the point of view of a foreign investor it would be preferable, if big
moves in the Chinese market could primarily be eased by central bank interven-
tion or additional purchases of the Chinese sovereign wealth fund. Having a
central bank buying stocks is of course also a highly controversial measure with
a lot of disadvantages. But at least it allows investors to enter and leave the mar-
ket at any time. Fortunately, in 2016 China began to flank their suspending
mechanism with central bank interventions.*

2. Policy Based Bank Lending, Especially to State Owned Enterprises
(SOEs)

While China bears a very moderate government debt, the borrowing of busi-
ness and corporate entities is much higher. In 2013 it reached 142 % of GDP:

%
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Figure 11: Total credit/GDP by borrower segment (Source: CLSA, PBOC, China-
bond, CEIC, CNAO)

® http://www.bloomberg.com/news/articles/2016-01-05/china-said-to-intervene-in-
stock-market-after-590-billion-rout.
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Distinguishing not by borrower, but by lender shows that so-called “shadow-
finance” is rising. “Shadow finance” means credit provided by sources other
than traditional bank loans.**

%
225
200 - “Shadow
finance”
39%
175
Bonds
150 36%
125 -
100
75 - L Bank
loans
0,
w0 | 139%
25
o -

*) Excludes PBOC and policy bank bonds.

**) Excludes corporate bonds and non-financial equity.

Figure 12: Total credit in China, as a percentage of nominal GDP (2013) (Source:
CLSA, PBOC, Chinabond, CEIC.

Because of that it is not surprising, that credit defaults and non-performing
loans are becoming more and more widespread in China. It is uncontested, that
lending to SOEs in China is less rigid than lending to other entities without
connections to the state. The implicit government guarantee ensures a steady
flow of cheap credit to prop up unprofitable and/or failing SOEs through refi-
nancing and evergreening of loans.” As long as this does not change, there is no

# Derek Ovington and Patricia Cheng, Too small to bail, The Chinese Dream, CLSA
(2014), p.29 et seq.

4 Derek Ovington and Patricia Cheng, Too small to bail, The Chinese Dream, CLSA
(2014), p.29 et seq.
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urge for SOEs to make their business models more sustainable. Thus it is a big
challenge to restructure SOEs. Restructuring is necessary, but it has to be done
carefully. Suddenly withdrawing cheap credits would mean forcing a lot of vul-
nerable SOEs into bankruptcy which comes with massive economic and politi-
cal costs like unemployment.*® On the other hand it is most likely no solution to
leave things as they are, because alimentation of SOEs has led among other
things to severe industrial overcapacities.*’

3. Relative Sector Attractivity

As mentioned just now, a lot of restructuring work has to be done at the SOEs.
For institutional investors, investing means buying index-products or at least
taking indices as a benchmark. But indices are usually dominated by SOEs and
SOEs most often have their business segment in traditional sectors with a below
average growth estimate. For the MSCI China Index this can be shown as fol-
lows: *8

Internet/Technology : 6%

Renewables
Pharma+Healthcare.. 2%

Gas
Insurance

Consumer 7% weighting in the MSCI China

Property (% weighting in the MSCI)

“Future sectors” with low

Equipment
F&B i—
Apparel, footwear e ———
Railways —
Auto |

IPPs/Utilities | 10%

. Oil 13% (Energy, with Coal)
t
T;:;:n 1 12% weighting in the MSCI China

Banking 37% (% weighting in the MSCI)

“Traditional sectors” with high

Copper

Coal | 13% (Energy, with Oil)
Steel

0% 5% 10% 15% 20% 25%
mmmmm dark grey bars: estimated growth of turnover (nominal) in the period 2013 to 2020, above GDP growth
light grey bars: estimated growth of turnover (nominal) in the period 2013 to 2020, below GDP growth

Figure 13: Relative Sector Attractivity

6 Derek Ovington and Patricia Cheng, Too small to bail, The Chinese Dream, CLSA
(2014), p.29 et seq.

4 Cf. Francis Cheung and Man Ho Lam, Great Transition, Special Report, CLSA (May
2014), p.37 et seq.; cf. David Cogman, Due diligence in China: Art, science and self-defence,
McKinsey Quarterly (2013/3), China’s next chapter, p. 144, 150.

8 Figures by ASPOMA Asset Management AG.
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SOEs dominate the traditional sectors like energy, banking, telecommunication
and construction,* while fast growing sectors like internet-related products
and services,’® consumer and healthcare® products are mostly driven by private
enterprises.

VI. Summary

Unfortunately German law prevents many important institutional investors
from investing abroad and therefore from investing in China. Investments out-
side of Germany, the European Union, the EEA or the OECD are not generally
more risky than investments within the mentioned areas. It is comprehensible,
that German law intends to protect certain fortunes managed by trustees be-
cause the owners of these fortunes deserve special protection. But other solu-
tions should be found to distinguish between risky and conservative assets oth-
er than referring to the country, in which a certain security is issued. This is
especially true for countries with an advanced financial system.

The Chinese financial system is an advanced one. Of course there are some
limitations for foreign investors, but all in all there is satisfactory market access
for them. With increasing trust in the products issued in the Chinese financial
market liquidity will grow, which is essential for attracting foreign investors.

It is uncontradicted, that the economy of the People’s Republic of China is of
outstanding importance for institutional investors all over the world. And the
economy and with it its importance is still growing.

For institutional investors, China is full of opportunities. However the devel-
opment towards a completely free financial market is not yet completed. But it
is normal for China to evolve step by step. It is very likely that governmental
interventions will slowly diminish. In the long run, competitive and sustainable
companies will survive and in many industrial sectors they will play a leading
role in the world. The impacts of China’s movement towards a consumer socie-
ty are already noticeable. The current collapse of commodity prices all over the
world is an effect of that process. Still to come is also maybe an increased free
float of the Chinese currency.

So despite some obstacles, there is no alternative for institutional investors to
allocate parts of their assets in China.

# Cf. Michael Pettis, Winners and losers in China’s next decade, McKinsey Quarterly
(2013/3), China’s next chapter, p.37 et seq.

50 Cf. Elinor Leung, China to beat the West in e-commerce growth, The Chinese Dream,
CLSA (2014), p. 84 et seq.

51 Cf. Zhang Mingfang, The new pharmaceutical economy, The Chinese Dream, CLSA
(2014), p.59 et seq.
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I. Introduction

The China (Shanghai) Pilot Free Trade Zone (Shanghai Pilot FTZ) is a strategic
administrative reform trial project which aims to determine the influence of the
Trans- Pacific Partnership (TPP) on China. The TPP contains various rules
including new rules for Competitive Neutrality for State-Owned Enterprises.
Moving forward, the trial will, therefore, seek to develop a legal and business
environment which will apply competitive neutrality principles to different
types of enterprises with various ownership structures, including Chinese
state-owned enterprises (SOEs) and ensure the equal treatment of such enter-
prises vis-a-vis other enterprises. This note comments on the TPP implementa-
tion in China and the operation of the Shanghai Pilot FTZ.

There are various ways in which China could manage the impacts of the
Trans Pacific Partnership. First, China could deepen its administrative reform
and enlarge its openness to trade to the rest of the world. Second, China could
simultaneously narrow the gaps between the Chinese Rules and the TPP Rules.
This would allow China to better adjust to the new rules of international trade
and investment, regardless of whether China accedes to the TPP Agreement or
not.

The TPP Agreement was concluded on 4 October 2015. The Agreement was
adopted after protracted negotiations between the U.S. and eleven other states.

" Prof. Gong Baihua, Professor at Law School of Fudan University and Associate President,
Shanghai WTO Affairs Consultation Center.
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The core objective of the Agreement is to promote a clear set of regional inter-
national trade and investment rules (TPP Rules) which will be applied globally
(outside the current TPP area). It is envisioned that the TPP Rules will eventu-
ally replace the WTO multilateral trade system which is facing various difficul-
ties.

The most important question is what kind of influence will the TPP Agree-
ment have on China and the rest of the world? In my view, it is important to
consider such influence carefully and there are a number of views which have
been expressed by Chinese academics in this regard. I am of the opinion that
while we cannot afford to be complacent about the TPP Agreement, we should
not exaggerate its negative impact.

The Chinese government has observed the development of the TPP closely
for some time and has undertaken various studies examining the impact of the
TPP on China. There is no doubt that the TPP will have a significant impact
which will not simply be limited to matters of trade and investment. The con-
tent of the TPP not only covers trade in goods, textiles and clothing, rules of
origin, customs administration and trade facilitation, but also extends to other
specific areas including sanitary and phytosanitary (SPS) measures, technical
barriers to trade (TBT), trade remedies, investment, cross-border trade in ser-
vices and financial services. In addition, the TPP deals with a range of other
matters including temporary entry for business persons, telecommunications,
electronic commerce, government procurement, competition policy, SOEs and
designated monopolies, intellectual property, labour, environment, as well as
cooperation and capacity building. Other topics dealt with by the TPP include
competitiveness and business facilitation, development, small-and medi-
um-sized enterprises, regulatory coherence, transparency and anti-corruption
measures, as well as dispute settlement.

From the broad contents which are covered by the TPP, it is evident that a
wide range of domestic measures will fall under its ambit. Traditionally, such
measures have been regarded as falling within the exclusive scope and authority
of a state. Thus, a state which accedes to the TPP Agreement will have to amend
its domestic rules to ensure consistency with the TPP Rules. Because of its wide
scope, the Chinese government is hesitant to fully adopt the TPP. Although the
requirements of the TPP Rules generally fit into China’s broader market econo-
my reformation plan, there are serious questions regarding the feasibility of
such significant legislative reform.

China has previously set up Free Trade Zones (FTZ). The rationale for set-
ting up these Free Trade Zones is to conduct a trial in order to establish which
pressures China may face if it becomes a TPP signatory. The Shanghai Pilot Free
Trade Zone, for example, has experimentally enforced many reform measures
similar to the TPP Rules during the two years following its establishment. The
trials are described below.



The China (Shanghai) Pilot Free Trade Zone 41

II. The “Pre-etablishment National Treatment Plus Negative List”
as a New Model

During the TPP Agreement negotiations, two models were considered. Thus, a
“positive list” or “negative list” model was created to determine the degree of
market access and openness. Comparatively speaking, a country will undertake
more obligations if it adopts the “negative list” model. Here, it is relevant to
point out that the “national treatment pre-establishment plus negative list”
model is currently the development trend for international investment rules.
The TPP has also followed this trend by adopting the “pre-establishment na-
tional treatment plus negative list” model rather than the “positive” list model.

The Shanghai Pilot FTZ trial is now regarded as a precursor to further mar-
ket access and openness which, in turn, requires the government to adopt vari-
ous reform measures. A starting point for such reforms undertaken as a result of
the Shanghai Pilot FTZ trial is the so-called “negative list” which deals with the
special administrative measures for the admission of foreign investment.

The Shanghai Pilot FTZ introduced the “negative list” in 2013 and greatly
improved on this list in 2014. Since 2015, the “negative list” has been utilised and
shared by both foreign and Chinese investors. This not only creates an interna-
tional, market-oriented, and rule of law business environment for foreign and
Chinese investors but also affords governments, at various levels, an opportuni-
ty to limit the power of bureaucrats and rein in government spending.

Because the “negative list” adopted by the Shanghai Pilot FTZ is a domestic
regulatory document, it cannot be regarded as a binding bilateral agreement
between two sovereign states. The contents of the “negative list” can only be
adjusted (increased or decreased) by the local government. However, consider-
ing the background and purpose of the “negative list”, the local government
would not alter it arbitrarily. In fact, the Shanghai Pilot FTZ should imitate the
mode and idea of the “negative list” in TPP and implement it in Shanghai. It is
only in this manner that China will be able to accumulate useful experiences on
how to best resist the negative impacts of the TPP. Furthermore, such experi-
ences may also be worth copying and extending to other aspects of China’s
strategy. The experiences can thus inform various components of China’s future
implementation strategy.

III. Promoting Further Openness in Trade in Service

One of the key objectives of the TPP is the creation of a high level of market
access and openness with regard to trade in services. In addition, part of the
purpose of the establishment of Shanghai Pilot FTZ is to conduct a pressure test
to examine the openness to trade of the service sector in China. The Shanghai
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Pilot FTZ has experimentally opened six service sectors to trade. These sectors
include: financial services, shipping services, business and trade services, pro-
fessional services, cultural services and social services. The opening of the mar-
ket in these six sectors means that investor qualification criteria, equity ratio
limits, scope of business restrictions and other market access limitations are
suspended or canceled. These qualification criteria are, however, not applicable
to banking institutions and information and communication services sectors.
On 28 June 2015, the State Council approved the Measures on Further Open-
ing of the Shanghai Pilot FTZ (hereinafter referred to as “Measure”). Interest-
ingly, thirty-one articles of the Measure deal specifically with the service sector.
The Shanghai Pilot FTZ was confronted with various institutional limita-
tions in the service sector during its trial phase. The experiences gained during
the trial phase, thus, serve as an important step in identifying potential imple-
mentation problems. Identifying such problems is crucial for driving reform
forward. In fact, it is only through such experiences that the Shanghai Pilot FTZ
can assist the Chinese government in dealing with any negative impacts in the

event that the service sector is opened up to the high degree as stipulated by the
TPP and this causes difficulties.

IV. Performing the Rules for the Free Transfer of Foreign Currency

IV. Performing the Rules for the Free Transfer of Foreign Currency

The TPP Rules have set out requirements for the free transfer of income derived
by foreign investment. According to the TPP Rules, all investment income
gained by foreign enterprises should be capable of being easily changed into a
freely convertible currency, at the market rate of exchange prevailing at the time
of transfer, and be able to be transferred to a foreign country without undue
delay. The member state may restrict the transfer, if and when necessary, for the
protection of public interest.

The free transfer of the foreign investment income is closely related to the
administration of foreign exchange as well as the free conversion of capital ac-
counts. The Shanghai Pilot FTZ has carried out a series of reforms with regard
to the administration of foreign exchange transactions. This reform process has
led to the Shanghai Branch of the State Administration of Foreign Exchange to
issue a Notice on Detailed Rules for the Implementation of Foreign Exchange
Administration to Support the Construction of China (Shanghai) Pilot Free
Trade Zone. The latter Notice was published on 28 February 2014 and provides
that foreign investment capital is to be changed from a “payment settlement
system” to a “willingness to exchange settlement system.”

In addition to above trials, the Shanghai Pilot FTZ promotes reform trials in
the financial sector. In order to gain enough experiences with dealing with the
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TPP, the Shanghai Pilot FTZ should continue to carry out continued reforms
regarding the expansion of RMB cross-border business. This should extend to
RMB capital account convertibility, the marketisation of financial market inter-
est rate, as well as the administration of foreign exchange.

V. New Modes of Settling Investment Disputes

The TPP Rules provide a comprehensive mechanism of investment dispute set-
tlement. Thus, the Rules state that in the case of an investment dispute, the
claimant and the respondent should initially seek to resolve the dispute through
consultation and negotiation, which may include the use of non-binding, third
party procedures, such as good offices, conciliation or mediation. Investor-State
arbitration is therefore the main method of resolving investment disputes be-
tween a member state and an investor. The TPP Rules further set out the reasons
for the submission of a claim to arbitration, the manner in which each party may
express their consent to arbitration and the conditions and limitations for each
party to express their consent. Moreover, the Rules deal with the selection of
arbitrators, the conduct of the arbitration, transparency of arbitral proceedings,
the governing law, as well as consolidation, awards, delivery of notice and other
relevant documents.

China is currently considered the second largest recipient of foreign direct
investment, and the sixth largest country of outward foreign direct investment
(ODI). It is evident that China has a dual characteristic in so far as foreign in-
vestment is concerned. This duality means that China has to consider the in-
vestment dispute settlement mechanism between investors and recipient states
carefully and seek to balance the advantages and disadvantages of this mecha-
nism accordingly.

The Shanghai Pilot FTZ has already made some tentative reforms in the area
of dispute settlement. Hence, the Shanghai International Economic and Trade
Arbitration Commission (Shanghai International Arbitration Centre) has pub-
lished the China (Shanghai) Pilot Free Trade Zone Arbitration Rules. The Rules
issued on 1 May 2014 regulate international commerce arbitration.

What remains to be seen, however, is whether the Shanghai Pilot FTZ can
further extend the regulation of disputes settlement between the government
and investors. In this regard, it is interesting to note that the Ministry of Com-
merce published an “Opinion on Supporting Innovation and Development of the
Pilot Free Trade Zone”({ AT HFERRSHUX A LRINEU) ) on 25 Au-
gust 2015. Article 22 of the Opinion provides that the Shanghai Pilot FTZ may
establish an institution to adopt a new disputes settlement mechanism for in-
vestment disputes involving administrative action and improve the level of for-
eign investor protection in China. It should be understood that such disputes
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settlement mechanisms will also deal with investment disputes between inves-
tors and the Chinese government.

In future reform trials, it is recommended that the Shanghai Pilot FTZ con-
tinuously endeavour to provide business opportunities for investors and to im-
prove the business environment. The Shanghai Pilot FTZ should continue to
lead by example while the national strategic reformation trial for coping with
the impact of TPP is being carried out. This can be achieved through the crea-
tion of an investor-friendly legal environment which provides for equal treat-
ment and meets the new requirements of Competitive Neutrality in the TPP
Rules. The Competitive Neutrality requirements are essential rules under which
SOE:s are allowed to take part in international trade and investment.

VI. Summary

In summary, China should develop various methods of dealing with the impact
of the TPP. The most important method, however, is intensifying the reform
and extending openness to trade. This means that China should actively narrow
institutional gaps in order to achieve alignment with the TPP Rules. If this is
achieved, China should be able to appropriately deal with new international
trade and investment rules, regardless of whether it accedes to the TPP or not.
However, a prerequisite for this would be a strengthening of the ongoing reform
processes. Moving forward, it is crucial that the Chinese government approach
this task in an adequate manner.
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I. Capital Market Regulation Can Produce Value

Although the development of capital markets in different countries and regions
is different, so are their history, complexity and level of maturity. Nevertheless,
capital markets in different countries have the same characteristics: they are
both financial and public markets, and every country has in place some system

* Dr. Su Huchao, Director General of Inner Mongolia Regulatory Bureau, CSRC. This
article just represents a personal opinion. All materials and statistics in this article are derived
from publicly accessible information. This article can’t be used to represent the opinion of the
author’s work unit and the author’s public duty and intention.
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of regulation. In China, public service of government will not be included in the
GDP. However, from an economic perspective, such service can produce value
—and has proven to do so. The same can be said of capital market regulation.

Even though such value cannot be accurately calculated the autonomy of the
market participators, their self-discipline and the civil or mechanisms to pursue
criminal trials are important. But they alone cannot ensure the smooth/stable
functioning of the market. Here, administrative regulation and supervision
have advantages such as professionalism, timeliness/punctuality or/and com-
pulsion. These advantages make administrative regulation and supervision irre-
placeable for ensuring law enforcement, maintaining the order of capital mar-
kets, promoting market integrity and transparency; they also contribute to ad-
ministrative regulation and supervision acquiring the lead-position in law
enforcement. Administrative regulation and supervision are hence the core fac-
tors in the entire capital market regulatory system.

However, administrative regulation and supervision will, of course, produce
costs, including both “explicit costs” and “implicit costs”. “Explicit costs” are
those expenditures produced by direct enforcement of regulatory power, while
“implicit costs” refers to those influences on market activities exerted by en-
forcement of regulatory power. Because of such influences, the government
should bear the correspondent responsibility. Inappropriate or “bad” adminis-
trative regulation and supervision may suppress the market mechanisms so that
the capital market cannot play the important role it should. It can also impede
market efficiency. Other negative effects are regulatory failure, regulatory gaps,
delays in detecting problems and ineffective problem solving. Of course, the
exercise of regulatory power and its mechanisms need to be improved and de-
veloped in practice. They do not function properly and are ineffective if they are
separated from the actual market operation and development. It is therefore
necessary to explore the question of the exercise of regulatory power as it is
important for us to know how the power of the administrative regulation and
supervision should be set up, defined and exercised.

II. The Regulatory Responsibilities of the China Securities
Regulatory Commission

Chinese capital markets are both emerging and transitional. Therefore, the Chi-
na Securities Regulatory Commission (CSRC), as a regulatory department, op-
erates in a dual role as a market regulator and creator. It has both the task of
protecting the legitimate rights and interests of investors, especially small and
medium-sized investors, promoting the construction of capital market infra-
structure, as well as enriching and improving the functionality of the markets
and consistently supporting the real economy.
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Chairman

4 Vice Chairmen, 1 Secretary of Discipline
Inspection Committee and 1 Assistant

Specialized Units Regional Offices

Enforcement Task Force — General Office (Office of CPC Committee) Beijing Office Tianjin Office
Research Center — Dept. of Public Offering Supervision Hebei Office Shanxi Office
T Qeraitere Cantiae — Dept. of Non-exchange-listed Public Inner Mongolia Office Liaoning Office
Administrative Center Company Supervision Jilin Office Heilongjiang Office
= Dept. of Market Supervision Shanghai Office Jiangsu Office
— Dept. of Fund and Intermediary Supervision Zhejiang Office Atbd @
— Dept. of Listed Company Supervision Fujian Office Jiangxi Office
— Enforcement Bur'eau (Office of Chief Shandong Office Henan Office
Enforcement Offlce.r) . ) Hubei Office Hunan Office
— Dept. of Legal Affairs (Office of Chief . o TR
Counsel) Gufangdonglofflce Guangxi Offlce
3 R . . Hainan Office Yunnan Office
— Office of Administrative Sanctions Committee X ) ) X
— Dept. of Accounting (Office of Chief Tibet Ofﬁc‘e ShAanxl Q“‘Se
) Gansu Office Qinghai Office
— Dept. of International Affairs (Office of Hong Ningxia Office Xinjiang Office
Kong, Macau and Taiwan Affairs) Shenzhen Office Dalian Office
— Investor Protection Bureau Chongging Office Sichuan Office
— Dept. of Corporate Bond Supervision Guizhou Office Ningbo Office
— Dept. of Innovative Business Supervision Xiamen Office Qingdao Office
— Dept. of Private Fund Supervision Shanghai Securities Supervision Office
— Anti-Market Misconduct Bureau (Office of Shenzhen Securities Supervision Office
Standardization of Regional Trading
Platforms)

— Dept. of Personnel & Education (Organization
Department of CPC Committee)

— Dept. of Publicity (Mass Work Department of
CPC Committee)

— Discipline Inspection Department

— CPC Committee of CSRC Headquarters

The aim of the CSRC is to maintain the order of an open, fair and just market,
and protect the legal rights and interests of investors, especially small and medi-
um-sized investors, as well as to promote the sound growth of the capital mar-
ket. This can be summed up as “2 maintenances and 1 promotion”.

III. The Regulatory Framework of Chinese Capital Markets

By enacting the “Securities Law” ( {IEZ5%) ), “Securities Investment Fund
Law” (IEZ5R8 B EE)E) ) and “Regulations for the Administration of Futures
Trading” ((EAERRZE KA ), China established a basic pattern for an ad-
ministrative regulation and supervision system of capital markets. This system
has two core characteristics: “divided operation, divided supervision”, and a
centralized and unified regulation and supervision.
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The CSRC comprises 21 functional departments and 4 specialized units. The
CSRC also has 38 regional offices across the country (including provinces, au-
tonomous regions and municipalities) and 19 affiliated institutions under its
supervision. The CSRC’s headquarters, regional offices and affiliated institu-
tions work together so that a unified national regulatory system of the securities
and futures markets in China has already been formed.

In 2014, CSRC restructured its institution and established some new depart-
ments. Those are: the Department of Public Offering Supervision, the Depart-
ment of Listed Company Supervision and the Department of Intermediary and
Investment Fund Supervision. The Department of Public Offering Supervision
is in charge of regulating all companies newly issuing on the Main Board and
the Growth Enterprise, while the Department of Listed Company Supervision
is in charge of the supervision of all listed companies. The Department of Inter-
mediary and Investment Fund Supervision is responsible for the supervision of
all the securities, funds and futures.

This restructuring provided an organizational guarantee for the improve-
ment of regulatory consistency and the exploration of functional supervision.
Moreover, CSRC has established the Department of Corporate Bonds Supervi-
sion, the Department of Innovative Business Supervision, the Department of
Private Equity Funds Supervision and the Department of Anti-Illegal Securi-
ties and Futures Activities Bureau. These authorities strengthen the regulation
of new areas in the development of the market.

IV. The Regulatory Framework of CSRC

The CSRC headquarters is in charge of formulating, amending and improving
regulations and rules governing the securities and futures markets, developing
market development plans, granting approvals of major issues, guiding and co-
ordinating risk mitigation, organizing investigations into and imposing sanc-
tions on major violations as well as guiding, inspecting, overseeing and coordi-
nating supervisory efforts nationwide.

The regional offices of CSRC exercise front-line supervisory duties under the
mandate granted by the CSRC, including the supervision of securities and fu-
tures-related activities of listed companies, securities and futures institutions,
securities and futures intermediary institutions, and also including investiga-
tions into and enforcement actions against violations within their respective
regions.

As of the end of 2014, the CSRC had 3,167 staff members, 769 or 24.3 % of
which worked at the national headquarters and the remaining 2,398 or 75.7 % in
regional offices. The staff members have an average age of 36.4. All revenues and
expenses of the CSRC are included in the budget of the central government.
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V. The Self-Regulatory Supervision of Security Institutions

The affiliated institutions include the following: the securities and futures ex-
changes, the China Securities Depository and Clearing Corporation Limited
(CSDC), the China Securities Investor Protection Fund Corporation Limited
(SIPF), the China Securities Finance Corporation Limited (CSF), the China
Futures Margin Monitoring Centre Corporation Limited (CFMMC), the Chi-
na Capital Market Statistics and Monitoring Center Corporation Limited
(CMSMC), the National Equity Exchange and Quotations Corporation Limit-
ed (NEEQ), the Securities Association of China (SAC), the China Futures As-
sociation (CFA), the China Association for Public Companies (CAPCO) and
the Asset Management Association of China (AMAC). These institutions con-
duct frontline and self-regulatory supervision over their members (participants
or listed companies) as well as their business activities. This frontline and
self-regulatory supervision constitutes an effective supplement to the regulato-
ry and supervision efforts by the CSRC and its regional offices.

Around the cooperative framework of the abovementioned agencies, the
CSRC has built up supervisory cooperation mechanisms with relevant econom-
ic financial authorities, judicial authorities and so on. So have the regional offic-
es of CSRC. This has resulted in a multi-layered supervisory system.

VI. The Contents and Structure of Regulatory Powers

The basic position of CSRC is a law-enforcing department, which performs
duties of administrative approval, routine supervision and law enforcement.

In recent years, in order to allow the market to play a decisive role in allocat-
ing resources and allow the government to perform its functions more effective-
ly, the CSRC has worked hard to push forward regulatory transformation, fur-
ther decreasing administrative approval and strengthening in-process and ex
post supervision. The so-called in-process supervision mainly refers to the rou-
tine supervision of relevant activities of listed companies, securities funds, fu-
tures institutions and other market participants, including on-site and off-site
supervision, compliance supervision and prudential supervision. Ex post super-
vision means that the CSRC adopts administrative supervision measures to deal
with the illegal behavior of the market participants. For allegation of illegal or
severe violations, the CSRC will enforce ex post supervision by investigating and
penalizing the respective offender.

In 2014, the CSRC processed 678 alerts and started investigation in 488 cases.
In comparison to 2013, this represents an increase of 11 % and 10.4 % respec-
tively. In 2014, the CSRC closed 163 cases. This represents an increase of 90 %
in comparison to 2013. The CSRC has made 158 decisions to impose sanctions
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involving fines and disgorgements amounting to RMB 470 million. In total,
RMB 704 million of fines and disgorgements were collected, 2.8 times the num-
ber in 2013. Finally, the CESRC has made 18 decisions to ban market entry of
31 individuals, including permanent bans of 10 individuals. Most of the cases are
related to insider trading, disclosure violations and market manipulation.

At the same time, the CSRC has assisted the police to crack down on illicit
stock recommendation software, illegal futures-related activities, etc. In 2014,
the CSRC referred 115 cases to the police, and identified 111 cases as illegal ac-
tivities.

VII. Contents and Enforcement of Regulatory Power

Usually, administrative law enforcement takes place prior to civil and criminal
proceedings. Apart from administrative law enforcement, CSRC has other
tasks, such as enacting regulations according to the authority of law, cooperat-
ing with other legislative agencies, economic and financial regulatory depart-
ments and judicial authorities.

The CSRC has also drafted and modified departmental regulations and nor-
mative documents and has guided and reviewed relevant business rules. It was
actively involved in promoting the legislative work on the amendment of the
Securities Law, the enactment of the Futures Law and Regulation of Private
Equity Funds Supervision, etc.

Moreover, the CSRC has established a cooperation with the Supreme People’s
Court and the Ministry of Public Security. It promotes the enactment of judicial
interpretation and judicial policy documents about securities and funds, sup-
ports investors to protect their legal interests by means of civil actions, im-
proves administrative investigation systems, regulates enforcement, receives
administrative judicial review and improves the criminal responsibility system.

The CSRC worked hard to prevent and mitigate system risks. The CSRC
performs the duty of compliance supervision and meanwhile strengthens and
improves the performance duty of prudential regulation, especially the perfor-
mance duty of macro-prudential regulation, by means such as investigation and
statistical analysis, risk analysis, risk disposition and so on.

Drawing from the Risk Identification Securities Regulators published by the
International Organization of Securities Commissions (IOSCO), the CSRC is
working to establish a series of indicators that suits China’ realities, identifying
systemically important financial institutions in China, aiming at providing a
starting point for macro-prudential regulation.

Promoting innovation in regulation techniques, the CSRC uses unified mon-
itoring systems to dynamically monitor the risk in futures markets, strengthen-
ing information sharing and risk early-warning in financial futures markets,
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protecting the markets risks from transmission. Every securities and futures
exchange strengthens the monitoring of unusual transactions and market risk
and improves the monitoring of new-type transactions, such as program trading.

Under the framework of the Financial Regulatory Coordination Joint Minis-
terial Conference (JMC), the CSRC continued to strengthen communication
and coordination with relevant authorities for rule-setting, implementation and
information sharing.

VIII. Undergoing Exploration

1. Administrative Settlement

Administrative settlement is a mechanism aimed at providing better protection
of investor rights, where the regulatory authority, following prescribed condi-
tions and procedures, may reach settlement agreements with related parties sus-
pected of law violations, and urge them to disgorge illegal gains or pay even
higher fines to cover the investors” losses. Through special administrative en-
forcement procedures, administrative settlement realizes its core value by pro-
viding investors with restitution in a more timely, convenient and direct way.
The regulator can also achieve the goal of maintaining the market order through
punishing, sanctioning and imposing financial penalties on offenders.

In 2015, the CSRC drafted the Implementing Measures of CSRC on the Pilot
of Administrative Settlement under the guidance of the Law Committee of the
NPC, the Supreme People’s Court and the Legislative Affairs Office of the State
Council. The document provides for the applicable scope and conditions of ad-
ministrative settlement, the negotiation, execution and supervision of settle-
ment agreements, as well as the amount, management and usage of settlement
proceedings.

2. Entrust Stock Exchanges with Enforcement

In order to make use of the stock exchanges’ front-line advantages in terms of
technology and business, in 2014, the CSRC decreed “Provisions on the Pilot
Program of Delegating Case Investigation to the Shanghai Stock Exchange and
the Shenzhen Stock Exchange”. The CSRC authorized the Shanghai Stock Ex-
change and Shenzhen Stock Exchange to investigate some suspected illegal be-
havior, such as fraudulent issuance, insider trading, market manipulation, false
statement, etc. The CSRC adopted the method of “individual entrustment”,
authorizing the stock exchange to investigate into certain serious, new and
cross-markets illegal behavior.
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The stock exchanges should investigate cases within the scope of authority
entrusted to them by the CSRC. After they conclude an investigation, they
should deliver the evidence or other materials, which are related to the case, to
the CSRC’s investigation department or other authorized original office for re-
view. The CSRC or other authorized original office will then re-examine and
make a final decision according to legal procedure.

3. Strengthening CESR Enforcement Abilities: Information Technology

In 2014, the CSRC released “the Measures for the Administration of the Central
Platform of Regulatory Information (Pilot)” and “the Overall Development
Plan for the Central Platform of Regulatory Information” to further guide plat-
form development and management. The Central Platform of Regulatory Infor-
mation is a unified information-sharing platform for the securities and futures
regulatory system. It is a fundamental platform built for public interests. The
platform supports regulatory needs, collects all data, both preliminary and pro-
cessed, and information and serves all aspects of the CSRC’s work. Units and
departments within the CSRC’s system all have access to the platform within a
prescribed scope of authorization.

In 2014, the CSRC established and formally launched the Integrity Database,
and amended the Interim Measures for the Supervision and Administration of
Securities and Futures Market Integrity, through which integrity records of
market entities are collected and archived in a standardized manner, thereby
facilitating inquiry by regulators and market participants and laying a solid
foundation for higher integrity standards. In addition, the CSRC launched an
Internet-based public inquiry platform for dishonesty records, where the public
can access information on records of administrative sanctions, market entry
bans and disciplinary measures against market participants. Moreover, the
CSRC shares information on actions against dishonest individuals and corre-
sponding records in the Integrity Database with the Supreme People’s Court.
The CSRC also actively promotes integrity information sharing with judicial
organs, other financial departments, State Administration of Taxation, etc.

IX. Gradually Expanding Regulatory Areas

1. Private Funds

According to the Securities Investment Fund Law, The CSRC released “the In-
terim Measures for the Supervision and Administration of Private Investment
Funds”, to perform its regulatory duty in relation to private funds. The CSRC
and its regional office are authorized to enforce their regulatory duties by mon-
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itoring the business situation of private fund managers, private fund trustees,
private fund sales institutions and other private fund service institutions.

The Asset Management Association of China (AMAC) is responsible for the
registration of private fund management institutions and the filing of private
funds under the guidance of the CSRC. By the end of September of 2015, the
AMAC had registered 20,383 private fund management institutions. The
AMAC had filings of 20,123 private funds. The total size of subscribed capital
filed with the AMAC reached RMB 4.51 trillion and paid-in capital amounted
to 3.64 trillion. The amount of private funds practitioner reached 317.400.

2. Internet Finance

In July 2015, the People’s Bank of China issued the “Guiding Opinions on Pro-
moting the Healthy Development of Internet Finance”, which were promulgat-
ed jointly with other Chinese authorities. According to the 2015 guideline, the
CSRC is responsible for the supervision of equity crowd financing and online
fund sales. The equity crowd financing activities are characterized as being
“open, small-sum, and public”. They concern public interests and the national
financial security, and thus must be regulated according to the law. Without the
approval of the securities regulatory authority under the State Council, no enti-
ty or individual may engage in equity crowd financing. Currently, those activi-
ties conducted by some institutional market players named “equity crowd fund-
ing” are in fact measures of private equity financing or the offering of private
equity investment funds, conducted via the Internet, instead of the “equity
crowd financing” as specified in the Guiding Opinions. These activities can
easily confuse the markets and the public with regards to the concept of equity
crowd financing.

In August 2015, the CSRC released the “Notice of the General Office of the
China Securities Regulatory Commission on Conducting Special Inspections
of Institutions Engaging in Equity Financing via the Internet”. It decided to
conduct special inspections of the platform institutions conducting equity fi-
nancing intermediary activities via the Internet.

3. Regional Equity Trading Markets

Regional equity trading markets are established with the approval of the local
provincial people’s government according to the regulations of the State Coun-
cil. Regional markets are private markets, which provide services regarding is-
sue, transfer and other relevant activities of private securities. The respective
provincial people’s government at the location of the operation agency shall be
responsible for the supervision of the market.
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The main duty of the CSRC in this respect is to enact regulatory rules and
guide the regulatory work of local governments. The regional offices of CSRC
shall establish regulatory cooperation systems with local regulatory depart-
ments and provide guidance, coordination and supervision services for the local
governments’ work on regulating the regional equity trading markets. The
CSRC drafted the “Guiding Opinion on the Sound Development of Regional
Equity Trading Venues”, which was released in June 2015 to seek public opinion.

By the end of April 2015, there were 33 regional equity venues in China. A
total of 2,597 limited companies were listed on those markets, and 2,650 com-
panies could be traded. RMB 243.5 billion had been raised.

X. Strengthening International Regulatory and Enforcement
Cooperation

Since the CSRC signed the IOSCO MMOU in 2007, it has actively fulfilled the
obligations of cross-border enforcement cooperation under the MMOU. In
2014, the CSRC received 97 incoming requests for assistance and concluded 69
of them; 13 requests for assistance were sent out.

By the end of 2014, the Commission had signed the bilateral Memorandum of
Understanding (MOU) with 59 overseas regulators from 55 countries and re-
gions.

XI. Supervision of Regulatory Powers

1. Legal Liability

Art. 182 of the Securities Law states that the role of the securities regulatory
authority under the State Council shall be duteous, impartial and orderly.
Moreover, the authority shall handle matters according to the law, and shall not
take advantage of its function to seek any unjust interests or divulge any com-
mercial secrets of the relevant entity or individual it has access to in its capacity
as a regulatory authority.

Art. 43 of the Securities Law further provides as follows: The practitioners in
stock exchanges, securities companies and securities registration and clearing
institutions, the securities regulatory bodies, as well as any other personnel who
have been prohibited by any law or administrative regulation from engaging in
any stock trading shall not, within their tenures or the relevant statutory term,
hold or purchase or sell any stock directly or in any assumed name or in the
name of any other person, nor may they accept any stocks from any other per-
son as a present.
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2. Discipline Management

The CSRC has a specific Secretary of Discipline Inspection Committee, a Dis-
cipline Inspection Department and a patrol office. Moreover, there are Secre-
tary of Discipline Inspection Committees and Discipline Inspection Depart-
ments in each regional office.

3. Judicial Review

Any affected party that is dissatisfied with the enforcement of the CSRC, in-
cluding its administrative approval and administrative penalties, may apply for
an administrative review or file a lawsuit with the people’s court.

XII. Conclusion

The enforcement of regulatory powers should be continually adapted and im-
proved according to the real development of the financial market. In order to
meet the need of the new trends of marketization, levelization, derivatization,
informatization, internationalization etc. the CSRC should draw on beneficial
experiences from mature markets. In recent years, the CSRC worked hard to
push ahead the regulatory transformation, reducing ex ante approval require-
ments and strengthening in-process and ex post supervision. According to the
concept of “divided supervision combined with unified supervision”, the CSRC
established and developed a comprehensive regulatory system to allow the mar-
ket self-discipline organizations to play their role better and accept external
regulatory supervision consciously.
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I. Introduction

China began to reform its economic system in 1978. In the thirty-eight years
since the reform began, China has gradually expanded the market circulation
mechanism from the enterprise system to the financial system. An important
reform measure which has been implemented by the Chinese government has
been the internationalization of the financial market. The internationalization
reform measures are mainly evident in the fields set out below.

First, the Chinese government has taken efforts to promote the internation-
alization of the Renminbi (RMB). This is not only evident in the fact that as of
August 2015, the RMB is the fourth largest payment currency in the world, but
also in China’s establishment of the Asian Infrastructure Investment Bank
(hereinafter referred to as the “Asian Investment Bank”). The RMB is also a
major clearing and payment currency for the Asian Investment Bank. The ef-
forts to promote the internationalization of the RMB are also reflected in the
fact that the Chinese government is promoting the inclusion of the RMB into
the International Monetary Fund’s Special Drawing Rights.

“ Dr. Xujun Gao is Professor at Tongji Law School.
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Second, the Chinese government is promoting the internationalization of the
capital market. China has realized the transaction interconnection of the Shang-
hai and Hong Kong stock exchanges (hereinafter referred to as “Shanghai and
Hong Kong”). This interconnectedness means that investors in Mainland Chi-
na can buy shares on the Hong Kong stock exchange and that investors in Hong
Kong can also purchase shares on the Shanghai stock exchange. In the future,
“Shenzhen-Hong Kong” will also be achieved and foreign investors will be al-
lowed to buy stocks on the Shanghai and Shenzhen exchanges directly.

Third, the Chinese government is vigorously promoting the construction of
the Shanghai International Financial Centre. The State Council has clearly ex-
pressed the goal that by 2020 Shanghai should become an International Finan-
cial Centre, which will further contribute to China’s economic strength and
enhance the international status of the RMB.

These Chinese government reforms have important practical significance. If
China succeeds in achieving the internationalization of its financial and capital
markets, not only will there be a significant influx of foreign capital into the
Chinese market to promote the Chinese economic development, but China will
also become an important member of the international financial system. This
means that China will play a greater role in promoting the reform of interna-
tional financial institutions.

However, the success of the above reform initiatives is subject to multiple fac-
tors. One of these is whether China can create the necessary legal environment
to ensure the smooth operation of international capital markets and assure a high
level of investor protection. This factor will be discussed briefly in this article.

II. High-Quality Legal Protection for Investors —
A Prerequisite for the Internationalization of Capital Markets

As stated, one of the aims of the Chinese government is to build a capital market
with a high degree of internationalization. Such a highly internationalized cap-
ital market would allow foreign investors to list their securities on the Chinese
capital market and also trade such securities. In addition, investors would be
able to transfer their capital in third countries. By the same token, Chinese com-
panies would have the right to transfer their capital to other countries and list
their securities on stock markets in New York, London and Frankfurt. The
Chinese government, thus, envisions a highly interconnected market place and
the flow of capital to and from China.

A key question which arises in this context, therefore, concerns the prerequi-
sites that must be fulfilled in order to build such an internationalized and inter-
connected capital market. As we shall see in this chapter, future regulation of
stock markets and qualified experts will play a crucial role. No doubt, there are
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other enabling factors that will have to be satisfied in order to the create the
environment for such a capital market to emerge. In my view, however, one of
the most important preconditions will be ensuring that the Chinese legal sys-
tem provides national and foreign investors fair and efficient legal protection. In
this context, I wish to highlight a number of salient points:

First, the most important task of capital markets law is to protect the lawful
interests of investors. If investor interests are damaged by illegal acts of listed
companies, their directors or any other responsible persons, the legal system of
a country must be able to afford investors efficient and justified protection. If a
country cannot afford such legal protection to investors, then investors will not
be motivated to invest their money.

Second, efficient and fair investor protection is also a criterion which is used
not only in market economic countries, but also by the World Bank in order to
assess whether the capital market law of a specific country is well-developed.!
Although the terms “criterion” and “prerequisites” seem to have different mean-
ings, their meanings are essentially the same as both emphasize the importance of
“efficient and fair investor protection”. The only difference is a matter of perspec-
tive. The term “criterion” stresses the perfection degree of the concerned legal
system, while “prerequisites” outlines the type of legal system which is required
in order to build a capital market with a high degree of internationalization.

Third, experience in countries with a high degree of internationalization of
their capital market shows that a high degree of legal protection for investors is
a prerequisite for the internationalization of a capital market. The statistics set
out in the tables 1 and 2 below demonstrate that there is a close relationship
between a country’s degree of investor protection and the internationalization
of the capital market. Furthermore, the higher the degree of legal protection, the
higher the degree of the internationalization of the capital market.

The tables provide a comparison of the status of legal protection in China vis-
a-vis the common law countries, on one hand, and countries which apply French
or German law, and countries which apply Scandinavian law, on the other.

As can be seen from the tables below, common law countries have the highest
level of protection with regard to investor protection followed by Scandinavian
law countries, French law countries, German law countries and China respec-
tively. In terms of the quality of law enforcement, however, the highest degree
of protection was afforded to Scandinavian Law countries, followed by German
law countries, Common Law countries, French Law countries and lastly China.
Because high quality law enforcement can, to a great extent, make up for defi-
ciencies the average level of investor protection in common law countries and

! Chen Jing (Fx8%), Cross-Country Comparison of Investor Legal Protection in China
((PERFE EZEFRIPHEPRLEE) ), 5 China Business and Market ( (S PERBE5T) ) (2011),
p-59.
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German law countries is higher than in France. In the five categories of coun-
tries mentioned above, in addition to Scandinavian countries, the United States,
Britain, Germany, France and China have international stock exchanges and
other international financial institutions in place. A comparison of these five
categories of countries shows that the degree of internationalization of the cap-
ital market in the United States and the U.K. is undoubtedly the highest, fol-
lowed by Germany, France and China.

The findings set out above indicate that a relationship should exist between the
extent of legal protection for investors and the degree of internationalization of
the capital market in that jurisdiction. Generally, it can be said that the higher the
degree of investor protection in given jurisdiction, the higher the degree of inter-
nationalization of that jurisdiction’s capital market. In addition, it is an essential
prerequisite of realizing internationalization of capital markets that the jurisdic-
tion in question provides investors with adequate legal protection, because to date
no country has been able to create a highly internationalized capital market under
the premise of inadequate investor legal protection. The reason is obvious —if a
country’s legal system fails to provide adequate and fair protection for investors,
which investor will be willing to place funds into that country’s capital market?

III. Chinese Legal Protection of Investors in an International Context

Does the Chinese capital market enjoy an ideal, sound legal environment at
present? It is difficult to answer this question comprehensively and objectively.
This paper attempts to find an answer to this question through an international
comparative analysis of investor protection.

The reason for choosing this approach is that the core task of capital markets
law is to protect the legitimate interests of investors. In addition, whether deal-
ing with jurisdictions where capital markets are internationalised, or with the
World Bank, providing full legal protection for investors is always a significant
criterion. It is necessary to measure if the rule of law of a specific country is
adequate or not. The rationale for choosing an international comparative analy-
sis as an analytical method is that only through a comparison of the legal sys-
tems of different countries we can assess the extent of the degree of investor
protection provided by the Chinese legal system vis-a-vis international compe-
tition. Once this is apparent we can find gaps between the capital market laws of
China and those of other market economies.

The question which then follows is: what is the status of the legal protection
of investors in China relative to international competition? Chinese scholars
have carried out specific research dealing with this question. Therefore, this
paper will first introduce the conclusions of Chinese scholars, followed by a
commentary on such conclusions.
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1. Chinese Investor Protection vis-a-vis Investor Protection in Western
Countries in 2009

As stated, the following results are extracted from various Chinese studies. A
total number of 49 countries, including China, were selected in one such study
in order to conduct a comparison of the level of investor protection between
different countries. The studydivided the 49 countries into countries applying
common law, French law, German law, Scandinavian law and Chinese law. Fur-
thermore, a distinction was made between investor protection provided by
these countries in the form of investor protection on the books (or, “written
protection”) and actual protection provided to investors (or, “real protection”).
“Written protection” is defined as the protection afforded in a country’s securi-
ties law, company law, civil law, civil procedure and other laws, while “real pro-
tection” refers to investor protection which is achieved through the application
of such law. The main conclusions of the study are presented below.

a) China’s International Position in Investor Legal Protection

In order to conduct an objective comparison of the differences in written pro-
tection provided by the different states, the scholar uses a Three-Index System
which covers: 1) the degree of disclosure of information, ii) the extent of director
liability and iii) the degree of the convenience of shareholder litigation. The
range of the evaluation index is set between 0-10; a O represents the worst level
investor protection. The higher the value, the higher the degree of protection;
therefore, if a value of 10 is awarded, this represents the highest degree of pro-
tection available. The scholar created the table below based on statistics pub-
lished in 2009.

Table 1: International Comparison of Investor Protection in China vis-a-vis Other
Major Market Economies

Country (1) Index of (2) Index of (3) Index of Conven-
Information  |Responsibility |ience of Shareholders’
Disclosure of Directors | Litigation

Average Score of 7.8 6.5 7.7

Common Law Countries

Average Score of French |6 4.4 5.5

Law Countries

Average Score of German |4.4 4.6 5.6

Law Countries

Average Score of Scandi- |7 4.75 7

navian Law Countries

Average Score of Chinese |10 1 4

Law Countries




64 Xujun Gao

As shown in Table 1, in comparison to 49 countries, China only achieved the
highest value with regard to relevant laws and regulations governing disclosure
of information. However, with regard to the relevant provisions dealing with
directors’ liability, and also with respect to the convenience of shareholder liti-
gation, China received comparatively low rankings and in this respect lies at the
bottom of the list. In comparison with other jurisdictions, Chinese law lacked
specific provisions which require insiders to bear the liability of compensation
or provide the court with a right to cancel a transaction.

With regard to the convenience of litigation, the court does not allow a plain-
tiff shareholder to acquire any evidence regarding insider trading through their
own investigation. Plaintiff shareholders are also unable to approach the de-
fendant and the witnesses for documents during judicial proceedings.” In addi-
tion, Art. 6 of the “Provisions of Trial of Civil Compensation Cases of the Se-
curities Market due to the False Statement” (SSCTCCEFS), promulgated by the
Supreme People’s Court in 2002, establishes various procedures which make
the bringing of legal suits by shareholders much more difficult. This difficulty
exists because according to the SSCTCCEFS, a Chinese court can only register
and hear a claim against a listed company and its directors based on the disclo-
sure of “false information”, only when the relevant government authorities
have made an administrative penalty decision or when a Chinese court has pre-
viously handed down a criminal judgment. This has naturally created a great
inconvenience to plaintiff shareholders who sue a listed company and its direc-
tors and other persons responsible for civil compensation. Accordingly, though
China has made great leaps in the area of information disclosure, wide gaps still
exist between China and the main market economies with regard to “law in
action.”

b) China’s International Position in relation to “Real Protection”

In order to objectively analyze the quality of law enforcement in the 49 coun-
tries, the study used three indices. These included: the “rule of law”, “corrup-
tion” and the “enforcement of rules and regulations”. The higher a country
scores on the index, the better the law enforcement, and vice-versa. The aim of
this analysis was to compare the quality of China’s law enforcement with that of
other jurisdictions.

2 Chen Jing (BR%%), Cross-Courntry Comparison of Investor Legal Protection in China
((PERFEZEFRIPHERRLER) ), 5 China Business and Market ((PEFHBE5T) ) (2011),
p.59, 61.
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Table 2: Comparison of Law Enforcement in China and Other Major Market Economies

Country (1) Index of (2) Index of (3) Index of
Rule of Law Corruption Enforcement of

Law

Average Score of Common | 0.534 0.623 0.645

Law Countries

Average Score of French Law| 0.290 0.132 0.264

Countries

Average Score of German 1.499 1.464 1.282

Law Countries

Average Score of Scandina- | 1.860 2.202 1.624

vian Law Countries

Average Score of Chinese  [-0.35 -0.53 -0.2

Law Countries

The statistical data in Table 2 indicates that, compared with the other 48 market
economies, the level and quality of law enforcement in China is amongst the
lowest. This is evident from the scores China received on the “index of rule of
law”, “index of corruption” as well as the “index of enforcement of rules and
regulations.”. In the “rule of law” dimension, Germany achieved the highest
score, being 1.599. Conversely, the law enforcement in France is lower, with
France receiving a score of 0.290. However, China scored -0.35. Looking at the
the degree of corruption, Scandinavian Law countries performed well receiving
a high score of 2.202. French Law countries received a lower score (0.132), while
China received the lowest score ( -0.53). In terms of the “quality of the imple-
mentation of laws”, Scandinavian Law countries again received the highest
score (1.624). French Law countries were in fourth position with a score of 0.264
and China obtained the lowest score of 0.2.

In summary, there is great room for improvement in China with regard to
both the protection of investors through codified regulation as well as the real
protection provided by the enforcement of the investor protection laws. There-
fore, compared with the other 48 market economy countries China needs to
take further reform in this regard.

2. Comments on the Research Findings

Now, the interesting question is whether the above-mentioned findings objec-
tively reflect the reality of legal protection of investor interests. Generally
speaking, I think this question can be answered in the affirmative because of the
reasons which follow below.

First, the research methods adopted in the study are scientific and rational.
On the one hand, the study takes a scientific and reasonable approach by divid-
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ing the protection into the “written protection” which exists in the law on the
books and “real protection” achieved through the enforcement of the law.
Regardless of how perfect and comprehensive codified regulations are, such
regulations and their investor protective function will remain simply on paper
and “dead” if they are not fully enforced. It is only when the legal liabilities
of the infringers are effectively investigated and punished by judicial organs,
that the laws become fully “alive” and can fulfill their function protecting inves-
tors.

On the other hand, the study takes a reasonable and justifiable approach
when dividing the category of “written protection” further into the “informa-
tion disclosure index”, “the extent of director liability index” and the “share-
holder suing convenience index.” It also makes sense to divide the category of
“real protection” into “the rule of law index”, “indicators of the degree of cor-
ruption” and the “enforcement of law™.

Take the three indices of “written protection,” for example, they all reflect the
different laws put in place by a single country to protect the interests of inves-
tors. The “information disclosure index” provisions govern the internal deci-
sion-making process regarding transactions and the disclosure of internal infor-
mation. The “extent of director liability index” mainly covers the provisions: 1)
regulating the extent, range and type of directors’ and other insiders’ liability
when the act of the company harms the interests of investors, ii) the substantive
and procedural law governing the ease with which a shareholder can initiate a
legal suit against an insider and the organs proving such acts, iii) those rules
dealing with the scope of the rights of the court (including whether it has the
right to revoke a transaction) and iv) those provisions governing the right of
direct and derivative litigation.

The “shareholder suing convenience index” measures the ease with which
external investors can file a complaint against insiders for damages caused by
insider trading. For example, the provisions dealing with the rights of share-
holders to obtain relevant documents from a defendant and witness during a
trial in order “to consult the relevant documents of the accused” are an impor-
tant measure for determining whether shareholders can bring actions and with
what ease or difficulty.®> Similarly, the three indices of “real protection” also
provide specific guidance. The “rule of law index” mainly refers to the status of
a country with regard to i) compliance with the law, ii) protection of property
rights in society, iii) execution of contracts, iv) judicial justice and v) crime. At
the same time, the “corruption index” focuses on public authorities including
courts which may misuse the public powers allocated to them. Lastly, the “en-

3> Chen Jing (FRE%), Cross-Country Comparison of Investor Legal Protection in China
((PERFEZ FZEFRPIEPRLEE) ), 5 China Business and Market ( (S PEFRBEST) ) (2011),
p.59, 60.
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forcement of law index” refers to the actions of the government and the judicial
organs in the correct application of the law which is essential for creating a good
business environment for companies and investors.*

Because the above “indicators” and “indices” deal with different regulations
and different levels of implementation of law in a given country as well as rele-
vant regulations and provisions concerning investor protection, the conclusions
reached should therefore be able to objectively reflect the actual status of the
legal protection afforded to investors’ in the relevant country. Therefore, the
above findings can be said to be objective and credible. The data in charts 1 and
2 also objectively reflect the position in China with respect to legal protection
afforded to investors vis-a-vis international competition.

IV. Proposals for Improving Chinese Legal Protection of Investors

The above research findings not only indicate the gap between China and major
western market economies with regard to the legal protection of investors but
also demonstrate that China has not yet reached the level of investor legal pro-
tection it should reach in internationalized capital markets. Hence, in order to
realize the goal of further internationalising capital markets, China should fur-
ther promote appropriate legislative reform.

In recent years, China has taken various reforms to combat corruption and to
promote the independence of its judicial system.> These measures provide that
“the personnel and funding of local courts should be regulated and provided by
the provincial government instead of by local governments” and steps should be
taken in “improving the system of accountability for judges.” They play an
important role to reduce: (i) the administrative intervention in the court system,
(i1) the protection of local interests and iii) corruption which has adversely in-
fluenced the judicial independence of Chinese court system for a long period. In
comparison to the position in 2009, China’s legal environment with regard to
the protection of investor interests has greatly improved. However, there are
various reforms which China is yet to implement. These outstanding reforms
are discussed below.

* Chen Jing (FRE#), Cross-Country Comparison of Investor Legal Protection in China
((PERFE EZEFRIPHEPRLEE) ), 5 China Business and Market ( (S PERBE5T) ) (2011),
p.59, 62.

5 Li Shaoping (V) The judicial Reform in the background of comprehensively imple-
menting governing the country by law ((ZEEEFHTEAEER FWSNANE) ), 1 Journal of
Law Application (CE#E3EH) ) (2015), p. 2, 5.

¢ Tt refers to the judicial practice, “if the presiding judge, the collegial panel tries a case, the
judge and the panel must be responsible for its judgment”.
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1. Modifying China’s Laws to Improve Investor Protection

As stated above, China’s company law, security law, and other laws already
contain provisions which deal with the disclosure of information. However,
with regard to the liability of directors, a number of provisions require further
improvement. The most significant areas requiring reform are discussed in this
section.

First, the status of insider liability has not been clearly defined by the law.
Art. 150-152 of China’s “Company Law” currently provide for both the direct
action of a shareholder and a shareholder’s derivative action. For example, if the
directors or supervisors are in violation of laws, administrative regulations, or
the articles of association, and such violation causes losses to the company, they
are liable for such losses. However, Chinese “Company Law” does not specify
the kind of liability relationship which exists between directors, supervisors
and senior management personnel. This not only makes it difficult for judicial
practice, but also brings uncertainty to investor protection.

It would have been more beneficial if the Chinese Supreme People’s Court
had clarified such uncertainty through judicial interpretation. This clarification
could have been achieved by stating that such liability in this case should be
“joint liability” between the concerned parties. Hence, in the event that the
conditions for the application of Art. 150 and Art. 152 are fulfilled, the compa-
ny’s directors, supervisors and senior management personnel would be jointly
liable for losses suffered by the company or its shareholders.

Second, the cause of action against the company’s controlling shareholder,
actual controller and so on is not clear. Although, according to Art.21 of the
“Company Law”, the controlling shareholder, actual controllers, directors, su-
pervisors and senior management personnel shall not take advantage of the in-
terests of the company, these persons may violate this duty and hence cause
losses which harm the interests of the company. In this scenario, they should be
liable for damages. If these persons violate this clause and cause loss to the inter-
ests of the company, they shall be liable for damages. This is supported by
Art. 18, Art. 19, Sec. 20 of the “Supreme People’s Court on Several Issues Con-
cerning the Application of Company Law” (promulgated in 2009). However,
these articles only apply if the actions of the actual controller cause damage to
creditor interests in the process of dissolving and liquidating the company.”

This, in effect, deprives shareholders of the right of recourse through the use
of the action right granted in Art.21. It is clear, for example, that illegal related

7 Provisions of the Supreme People’s Court on Several Issues concerning the application
of the company law of the People’s Republic of China(Il) ({&EARZERARTEA<PEAR
HMNMEASDESE TORAE (Z))), issued im May 2008 by the Supreme People’s Court
China, Law Explanation (2008) Nr. 6, www. rmfyb.chinacourt.org/paper/html/2014-02/25/
content_77257.htm?div=-1, (last visit: 2015.10.14).
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party transactions not only harm the interests of company directly, but also
harm the interests of shareholders indirectly. Depriving shareholders of a right
to sue in this situation amounts to an apparent discrimination against those
shareholders who are not involved in these illegal related party transactions.
Furthermore, this is not conducive for the protection of the legitimate interests
of these shareholders. I therefore propose that shareholders should have the
right to sue on the basis of Article 21 of the Company Law. This would effec-
tively allow them to bring actions against controlling shareholders and actual
controllers and be compensated for the losses incurred as a result of such related
party transactions.

2. Taking Measures for Further Improvement of Law Enforcement

in China

In addition to the reforms which would further promote judicial independence,
China should gradually take steps in order to reduce barriers that currently
exist for securities investors wishing to file civil lawsuits in China. Thus, inves-
tors’ rights to safeguard their legitimate interests through civil proceedings
must be guaranteed. In particular, China should take the reform measures as set
out below:

First, the rules limiting Chinese courts form registering securities civil com-
pensation cases should be abolished, so that China’s securities investors can
bring claims against any wrongful actions by limited companies which cause
harm to their investments. According to Art. 63 of China’s Securities law, listed
companies must disclose information about their financial status. Furthermore,
according to Art. 69 they are liable for the publication of false information. In
addition to these provisions, Art. 73 of the Securities Law prohibits insider trad-
ing, while Art.77 prohibits market manipulation; and the companies and their
directors and officers must also bear the liability of compensating investors for
any losses suffered as result of violations of such articles. Despite these provi-
sions, there are only a few cases where investors have successfully brought a
complaint. This is mainly because Chinese courts are limited in their powers to
register and hear such disputes. Because of these constraints insider trading,
fraud, market manipulation and other such illegal actions continue to occur in
the Chinese capital market.

These prohibitory actions have seriously damaged the legitimate rights and
interests of investors. Unfortunately, China’s Supreme People’s Court has is-
sued a notice that “clearly states that Chinese courts will not be hearing claims
of shareholders because of disclosure of false information, insider trading and
market manipulation”.® Thus China’s courts have almost shut their doors to

8 Notice of the Supreme People’s Court on temporarily not accepting the civil compensa-
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these kinds of securities claims being brought forward by investors. In 2002,
following the passage of the “SSCTCCFS™ by the Supreme People’s Court, the
Chinese Courts finally began to accept and hear such claims. The “SSCTCCFS”
authorizes Chinese courts to register and hear shareholder claims brought on
the basis of the publication of false information by listed companies. Neverthe-
less, despite this step forward, Chinese courts tend to take a passive attitude
when registering and hearing such cases. They still assume an ambiguous atti-
tude especially towards insider trading and market manipulation.

Second, it is necessary to establish a procedure which would permit investors
to file securities civil lawsuits for compensation directly. As stated earlier, Chi-
nese courts began to hear investor claims based on the disclosure of false infor-
mation only in 2002. In spite of this progress, shareholders cannot bring such
legal actions directly before courts since the SSCTCCFS provides that a Chi-
nese court can only be allowed to register and hear a claim against a listed com-
pany and its directors, in instances where the relevant government authorities
have made an administrative penalty decision or where a court has previously
has handed down a criminal judgment in the same case.'°

The Supreme People’s Court has not provided for a similar procedure for
civil litigation claims against insider trading and market manipulation, but such
a procedure exists in the fact in juridical practice. This is because, regardless of
how the courts deal with cases of insider trading and market manipulation, they
all have the same characteristics — the prohibited activities are kept secret by
insiders. Outsiders are not privy to information regarding what exactly hap-
pened within the company. Even if they got such information and access to ev-
idence through personal invesetigation, Chinese courts would not accept such
evidence. It is therefore usually the case that only after an administrative penal-
ty has been awarded by the securities supervision institutions or once a criminal
judgment has been handed down by a court, that it becomes possible for share-
holders to prove the existence of such illegal action and bring lawsuits in court.

This existing procedure has obviously caused significant inconvenience for
shareholders who wish to file for civil compensation for damages. Taking the

tion lawsuits involving securities({&RARZRATHIIHEERBERHFEATIIENE
#) ), Law Notice (ZRAE) (2001) Nr. 406, September 21, 2001. Not valid anymore, homepage:
www.law.lawtime.cn/d433590438684.html, (last visit : 2015.10.09); Wei Bing (#8# ), Research
on the civil litigation and compensation of Security insider trading in China ((FEIEFNE
RERBRFILEBENMZED ), 1 Journal of Nanjing Radio & TV University ({B8R/ 1EBM
RFEZFR) ) (2010), p. 48, 49.

9 Notice of the Supreme People’s Court on accepting the civil compensation lawsuits in-
volving false statement in security transaction ( (&S ARERR T RIS hinE ERFR T
SIRMESENUHFZHBERBBMAEHN) ), Law Notice (ERRFE) (2001), Nr. 43, January 15,
2002, www.chinacourt.org/law/detail/2002/01/id/42068.shtml, (last visit: 2015.10.14).

10 Certain Regulations of the Supreme People’s Court on Acceptance of Civil Tort Dispute
Cases Caused by False Statement of Securities Market, F.S No.[2003]2, www.chinaacc.com/
new/63/74/2003/1/ad3347124011191300211718.htm.
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disclosure of false information as an example, in the case where there has not
been an administrative or court decision, even if an affected investor can prove
that a listed company has published false information (causing damage to the
investors), the affected investor will be able to bring an action before the court
but the court will still be unable to accept this complaint. This effectively makes
the action brought by the affected investor or shareholder meaningless since the
court lacks the corresponding power to hear the complaint. Therefore, in order
to protect the legal interests of investors, the above-mentioned procedural re-
striction placed on Chinese courts should be removed.

Third, shareholders should be allowed to investigate and collect their own
evidence and the court should admit such evidence. The basic principle in Chi-
nese Civil Procedural Law is that the plaintiff bears the burden of proof. How-
ever, in civil lawsuits dealing with security law, it seems that the evidence prov-
ing the illegal conduct by the listed company which is collected by shareholders
is not admissible in court.!! The current law of China does not, of course, stip-
ulate such non-recognition explicitly. However, it does so implicitly because of
the above-mentioned procedural restrictions contained in the SSCTCCEFS,
which plays an important role and affects the way shareholders can collect and
lead evidence in civil securities lawsuits. This further means that the judicial
mechanisms prescribed in China do not support and encourage shareholders to
investigate and collect their own evidence. This, in turn, is not conducive for
investor protection. Therefore, there is a real need to change current unwritten
customary practice and implement further improvements to the law.

Fourth, courts should be authorized to ban actions which amount to illegal
trading, including, amongst other things, insider trading. To date, Chinese
courts lack authority to decide whether to hear specific insider trading allega-
tions in civil matters relating to security law.!? It is, however, necessary to grant
such powers to courts, in order to protect the interests of the company, its share-
holders and its creditors. Courts should have decision-making powers in cases
where a shareholder of a listed company has, through his/her own investiga-
tions, discovered that the controlling shareholders are or may be willing to en-
gage in insider trading, unless stopped without delay, and it is obvious that this
may cause economic loss to the company or to its shareholders and creditors. In
such cases, courts should be able to intervene. It is interesting to note that the
courts in Germany already possess these kinds of decision-making powers.!?

' Chen Jing (&%), Cross-Country Comparison of Investor Legal Protection in China
((PERFRZFEZRRIFWEFLER)Y ), 5 China Business and Market ({FERBEIT))
(2011), p.59, 61.

12 Chen Jing (FR&E#), Cross-Country Comparison of Investor Legal Protection in China
((PERFE EZEFRIPHEPRLEE) ), 5 China Business and Market ( (S PERBE5T) ) (2011),
p-59, 61.

13 T. Raiser and R. Veil (eds.), Recht der Kapitalgesellschaften, 5th edn. (2010), p. 92 et seq.
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3. Summary

To date, and especially owing to the economic reform process, China’s focus has
been on enhancing government supervision of securities markets and this cer-
tainly makes sense to a certain extent. However, placing the emphasis on super-
vision by government authorities does not mean that investors’ rights of super-
vision should be limited. Compared to government supervision, investor super-
vision offers distinct advantages. It can, for example, conserve public resources
and encourage shareholders to pay closer attention to corporate behavior as well
as exert pressure on companies to carry out business activities in accordance
with law. This, in turn, will enhance investor protection in China and contrib-
ute to China’s efforts to improve the status of the investor protection.

In addition, investor supervision should ameliorate the gaps with respect to
investor protection which presently exist as a result of government inaction.
The most effective way to improve investor supervision is to allow shareholders
to file a law suit against the company, the directors or its controlling sharehold-
ers when any of these parties have engaged in wrongful conduct. Most impor-
tantly, Chinese law should not only ensure that every shareholder has substan-
tive investor protection rights, but the laws in place should also make it proce-
durally convenient for shareholders to exercise these rights.

V. Conclusion

It will be a difficult and arduous task to achieve the internationalization of Chi-
nese capital markets, and make Shanghai an international financial centre. For
Shanghai to grow into a leading international financial centre and be capable of
attracting foreign capital, foreign investors must be voluntarily willing to invest
substantial capital into the Chinese financial market. In order to realize such a
goal, the Chinese legal system needs to ensure an adequate level of investor
protection. Foreign investors must have sufficient opportunities to realize fi-
nancial gains while being expected to comply with Chinese law. More impor-
tantly, the legal system should ensure that international investors can engage in
various financial activities while at the same time being assured that their rights
are protected and, in the case of infringement, adequate, effective and impartial
legal remedies are available to them. As suggested in this chapter, a number of
reforms are required in order to meaningfully enhance the level of protection
afforded to investors in China. This, in turn, should make China, and especial-
ly Shanghai, an attractive and safe capital investment destination for all kinds of
investors, including domestic, international, as well as institutional and individ-
ual investors.



Enforcement by Supervisory Authorities:
Concepts and Experiences in Germany

Thomas Hoppner'
I.  GeneralInformation . .. .. ... ... ... 73
II.  Securities SUPEIVISION. . o v v v v v v v vttt e e e e e 74
1. Enforcement of Regulations . . . .. .................... 74
2. European Influence on National Securities Supervision. . . . . ... .. 75
ITII. Bilateral and Multilateral Cooperation . . . . ... .............. 76
IV. Financial Reporting Enforcement. . . . .. .................. 76

I. General Information

The Federal Financial Supervisory Authority (Bundesanstalt fiir Finanzdienst-
leistungsaufsicht — BaFin) was founded on 1 May 2002. BaFin was created by the
merger of the former Federal Banking Supervisory Office (Bundesaufsichtsamt
fiir das Kreditwesen), the Federal Insurance Supervisory Office (Bundesanf-
sichtsamt fiir das Versicherungswesen) and the Federal Securities Supervisory
Office (Bundesaufsichtsamt fiir den Wertpapierbandel).

BaFinis an integrated supervisory authority which monitors the entire finan-
cial market including the banking sector, the insurance sector and the securities
sector. BaFin operates in the public interest. Its primary objective is to ensure
proper functioning, stability and integrity of the German financial system. As
of 31 December 2016, the number of employees working for BaFin in Bonn and
Frankfurt amounted to 2,552.

The monitoring role of BaFin encompasses supervision of credit institutions,
financial services institutions, insurance undertakings, pension funds, asset man-
agement companies and domestic investment funds. Under its solvency supervi-
sion, BaFin inter alia helps to ensure the ability of banks, financial services insti-
tutions and insurance undertakings to meet their payment obligations. Through
its market supervisory function, BaFin, amongst other things, also enforces
standards of professional conduct which help to strengthen investors’ confidence
in financial markets. In addition, as a part of its investor protection responsibility,
BaFin for example seeks to prevent unauthorised financial transactions.

" Thomas Héppner, Federal Financial Supervisory Authority (Bundesanstalt fiir Finanz-
dienstleistungsaufsicht — BaFin) — Senior Policy Officer.
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II. Securities Supervision

The following information refers to the securities supervision function of
BaFin. Generally, the tasks assigned to the individual sections are heterogene-
ous. Capital markets regulations are enforced mainly in order to foster financial
market stability, and consequently contribute to investor protection.

Consumer protection has become increasingly important in recent years.
There should be a balance between the legitimate interests of consumers and the
equally legitimate interests of undertakings. For example, providers should not
be hindered by excessive administrative requirements, nor should their innova-
tive spirit be stifled. Furthermore, there should be a balance between govern-
ment regulation and the consumer’s own responsibility. In order to respond to
these varied expectations, BaFin has recently incorporated a separate depart-
ment into the securities supervision dealing with the topic of consumer protec-
tion.

BaFin’s major responsibilities with regard to securities supervision comprise:

— investigation of market abuse and insider trading;

— supervision of transparency and disclosure (financial reporting, ad hoc dis-
closure, voting rights);

— monitoring and enforcement of financial reporting;

— supervision of public tender offers and takeovers;

— approval of securities prospectuses;

— supervision of investment services and

— imposition of administrative fines.

1. Enforcement of Regulations

With regard to the enforcement of regulations, a distinction amongst adminis-
trative proceedings, administrative fine proceedings and criminal proceedings
needs to be made.

a) Administrative Proceedings

These proceedings derive from the preventive and general supervisory function
of BaFin. They aim at implementing the legislator’s requirements by ensuring
compliance with the instructions and prohibitions pertaining to capital markets
law. In general, BaFin has the competence to request information and documen-
tation from the issuers.

Administrative proceedings are the responsibility of all specialised sections
of BaFin and have a remedial purpose. An example of such an administrative act
could be the cancellation of a permission that has already been granted. Such
proceedings may also entail coercive measures.
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b) Administrative Fine Proceedings

These proceedings may be the result of a repressive supervision in case of a pub-
lic regulatory law infringement. Not only do administrative fine proceedings
aim at admonishing norm addressees to fulfil certain requirements, they also
have specific-preventive or general-preventive effects. While the specific-pre-
ventive effect refers to an individual norm addressee, the general-preventive ef-
fect applies to other addressees who are to be reminded to duly meet their obli-
gations in the future.

Administrative fine proceedings are generally initiated for a number of
breaches. Similar to public prosecutors, BaFin has substantial investigation
competence. Regular sanctions are administrative fines which are imposed by a
special section of BaFin. The proceedings are similar to those under criminal
law.

¢) Criminal Proceedings

These proceedings are initiated in case of certain serious breaches such as insid-
er trading or market manipulation. Possible sanctions are imprisonment or
criminal fines.

Criminal proceedings are conducted by public prosecutors and not by BaFin.
However, specialised sections of BaFin work in cooperation with public prose-
cutors.

2. European Influence on National Securities Supervision

The European Securities and Markets Authority (ESMA) is a part of the Euro-
pean System of Financial Supervision. ESM A aims at coordinating the activities
of National Securities Supervisors in various fields. Consequently, the FEurope-
an influence on national securities supervision has been increasing gradually.

Thus, national securities supervision has been progressively determined by
European Regulations and Directives. The latter have been transposed into
German law. Examples of such Directives include the Transparency Directive,
the Market Abuse Directive and the Markets in Financial Instruments Directive
(MiFID).

Generally, with regard to the European provisions, a shift can be perceived
from minimum harmonisation (as usually stipulated by Directives) to maxi-
mum harmonisation (as stipulated by Regulations).
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III. Bilateral and Multilateral Cooperation

BaFin has been negotiating Memoranda of Understanding (MoUs) with a num-
ber of other supervisory authorities. These memoranda are the formal basis for
cooperation among the authorities and for the exchange of information as re-
gards credit institutions, investment services enterprises and other undertak-
ings with cross-border activities.

These types of agreement are mostly entered into because the supervised
companies are increasingly extending their international reach. MoUs fall into
two categories: abstract, general agreements, which are the norm, and institu-
tion-specific agreements. Both types of MoUs can either be sector-specific or
cross-sectoral.

IV. Financial Reporting Enforcement

A financial reporting enforcement procedure has been in place in Germany
since 2005 to monitor compliance of financial statements and management re-
ports of publicly traded companies with the legal requirements.

A two-tier procedure has been established that splits competence for this en-
forcement between a private body — the German Financial Reporting Enforce-
ment Panel (FREP) — and BaFin, which has sovereign powers. The enforcement
procedure is divided into the error identification procedure and the subsequent
error publication procedure.

As arule, examinations are initiated by FREP in three cases:

— examination with cause (FREP has concrete indications to assume a violation
of accounting regulations),

— examination on request of BaFin (BaFin has such indications) and

— examination on random sampling basis (without any particular reason).
Because it lacks sovereign powers, FREP relies on the cooperation of the

companies it examines. FREP notifies BaFin of the results of the examination

and whether the company has confirmed that it agrees with any errors identified

by FREP. This completes the examination procedure for FREP.
BaFin only conducts its own error identification procedure if

— itis notified by FREDP that a company refuses to cooperate in an examination
or does not agree with any errors identified by FREP or

— there are considerable doubts about the accuracy of the results of FREP’s
examination or about whether FREP has conducted the examination proper-

ly.

If the examination conducted by FREP or by BaFin reveals one or more in-
fringements of accounting standards and if these are material individually or in
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the aggregate, the examination concludes that an accounting error has been
made.

It is within BaFin’s remit to order the company to make public the error(s)
established by BaFin or FREP in agreement with the company. The publication
must be made immediately in the Official Federal Gazette as well as in either a
national official stock exchange gazette or by way of an electronic system for
the dissemination of information which is broadly used by such companies.

The two-tier enforcement procedure is funded by a levy payable by the com-
panies subject to financial reporting enforcement. The levy is assessed on the
basis of their exchange trading volumes. As at 1 July 2016, 615 companies were
subject to this enforcement procedure.

BaFin is a member of numerous European and international organizations.
International cooperation regarding financial reporting enforcement is within
BaFin’s remit and is carried out in consultation with FREP.
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I. Introduction

Germany’s financial reporting and disclosure framework has been developed to
serve a number of important regulatory ends. The law is not only concerned
with requiring the provision of timely and accurate financial information, but
also with putting in place supervisory arrangements to ensure the transparency
and integrity of that information.

This article comments on the enforcement activities undertaken in Germany
to ensure that issuers whose securities are admitted to trading or who have ap-
plied for admission to trading of their securities on a regulated market comply
with applicable financial reporting and disclosure obligations imposed under
both national and EU law. The relevant requirements concerning disclosure of
financial information are set out under the Transparency Directive (TD), which
applies to issuers already listed on a regulated market, and the IAS/IFRS Reg-

* Dr. Alma Pekmezovic is a lecturer and research fellow at the Institute for Corporate and
Capital Markets Law at Bucerius Law School. Prof. Dr. Ridiger Veil holds the Alfried Krupp-
Chair for Civil Law, German and International Business & Corporate Law and is managing
director of the Institute for Corporate and Capital Markets Law at Bucerius Law School,
Hamburg.
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ulation (which deals with financial information of issuers from third countries
who use reporting frameworks which have been declared equivalent to IFRS).!

The primary purpose of this article is to provide a background to the present
supervisory regime in Germany and outline its key features and characteristics.
The chapter comments on the objectives, concept and scope of enforcement of
financial information in Germany, and also draws attention to the enforcement
strategies adopted in other Member States, with a particular focus on the UK.
In doing so, the article provides a roadmap to the European supervisory frame-
work and highlights the powers of the national competent authorities (NCAs)
in the Member States? and other supervisory bodies responsible for undertak-
ing enforcement responsibilities with respect to financial information (collec-
tively known as “European enforcers”).

The concept of “enforcement of financial information” as used in this article
is taken to refer to: (1) the compliance of financial information with the relevant
reporting framework, and (2) the taking of appropriate measures where in-
fringements are discovered during the enforcement process as well as the taking
of other measures relevant for the purpose of enforcement. As we shall see, there
is a need for a common European approach to the application of the Transpar-
ency Directive and the enforcement of financial information across the individ-
ual Member States.

II. European Framework

1. The Objective of Enforcement

Enforcement of financial information is regarded as essential to the proper
functioning and development of capital markets. Thus, all investors should have
equal and timely access to full and comprehensive information released by dis-
closing issuers and it is important to ensure the accuracy of such information.
Inadequate disclosure, i.e. disclosure which fails to comply with relevant finan-
cial reporting standards and transparency requirements, has the potential to
discourage confident investor participation in capital markets and undermine
investor protection. This, in turn, can reduce the liquidity of capital markets
and negatively impact on the price discovery process. The purpose of enforce-
ment of financial information, therefore, is to protect investors and promote
market confidence by contributing to the transparency of financial information
relevant to the investors’ decision-making process.

I Cf. H. Brinckmann, Periodic Disclosure, in: R. Veil (ed.), European Capital Markets
Law, 2ed ed. (2017), sec. 18 para.4-5.

2 The “national competent authority” in Germany is the Bundesanstalt fiir Finanzdienst-
leistungsaufsicht (BaFin). See T. Hoppner, Enforcement by Supervisory Authorities: Concepts
and Experiences in Germany, p.77 et seq. in this book.
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2. European Law

Over the last years Member States have taken different measures and estab-
lished new mechanisms to ensure the compliance of financial statements with
the relevant legal framework.> They enacted these regimes in response to cor-
porate governance and accounting scandals in the U.S. (Enron, WorldCom) and
Europe (Parmalat and other similar cases) which highlighted the need to
strengthen investor confidence in the correctness of financial statements, and
improve and reform financial reporting requirements.

Key requirements concerning enforcement standards and mechanisms are
found in the Transparency Directive and the IAS/IFRS Regulation. The latter
states in its recitals that “a proper and rigorous enforcement regime is key to
underpinning investors’ confidence in financial markets” and requires Member
States “to take appropriate measures to ensure compliance with international
accounting standards”.* The Transparency Directive, on the other hand, pro-
vides that Member States shall ensure that competent authorities are empow-
ered (i) to examine that information referred to in the Transparency Directive is
drawn up in accordance with the relevant reporting framework, and (ii) to take
appropriate measures in case of discovered infringements.” While the Directive
provides for the designation of a competent authority and refers to a central
administrative competent authority, it also provides for the possibility of dele-
gating the enforcement function to another body, with the final responsibility
for supervision, however, being maintained at the level of the competent admin-
istrative authority.

Under European law, Member States are required to establish an enforcement
regime® but the European legislator has not set any parameters for the specific
organisation of such a regime so that the Member States are free to establish
their own enforcement system based on either self-regulation, supervision or a
mixture of both. This has not changed in recent years though the European
legislature has reformed the national sanctioning regimes in capital market law
by introducing a minimum set of harsh sanctioning instruments in 2013.”

3 For an overview of models in different countries cf. H. Hirte and S. Mock, in: H. Hirte

and T. M. J. Méllers (eds.), Kilner Kommentar zum WpHG, sec. 37n para.26 et seq.;
H. Brinckmann (fn. 1), sec. 18 para.55-65.

* Recital 16 TAS/IFRS Regulation.

5 Art.24(4)(h) TD.

6 S.Kalss et al. (eds.), Kapitalmarktrecht I, 2ed. ed. (2015), sec. 15 para.47.

7 The sanctioning regime in European capital markets law has undergone a fundamental
change in the last years. This reform goes back to the Report of the High Level Group on Fi-
nancial Supervision in the EU, chaired by J. de Larosiere, 25 February 2009. Cf. on the details
of the reform R. Veil, Sanktionsrisiken fiir Emittenten und Geschiftsleiter im Kapitalmarkt-
recht, ZGR (2016), p.305-328.
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3. European Supervisory Convergence

A European harmonisation of enforcement exists in the form of a coordination
of European enforcement institutions.® European enforcers coordinate a con-
sistent application of the European IAS/IFRS accounting framework through
the European Enforcers Coordination Session (EECS), a network advising
ESMA on accounting matters.” The main activities of the EECS are the follow-
ing:

— discussing emerging issues submitted by European enforcers or by ESMA;

— discussing decisions and actions taken by European enforcers submitted to
the EECS database;

— when relevant issues have been identified as not being covered by financial
reporting standards or as being subject to conflicting interpretations, prepar-
ing the issues for referral to standard setting or interpretive bodies such as the
TASB and the IFRS IC;

— sharing and comparing practical experiences in the field of enforcement such
as selection, risk assessment, review methodology, contacts with issuers and
auditors;

— selecting and preparing communication of common European enforcement
priorities;

— providing advice on enforcement issues and drafting ESMA statements,
opinions or guidelines;

— assisting ESMA in conducting studies or reviews on how IFRS is applied in
practice;

— advising ESMA on the publication of selected decisions; and

— organising educational sessions for enforcers. '°

To achieve a common approach on enforcement and a level playing field, it is
important to ensure that NCAs and enforcement bodies follow similar practic-
es. ESMA plays an important role in promoting the convergence of enforcement
approaches through co-ordinating decisions (both ex ante and ex post) taken by
enforcement bodies at national level. In 2014, ESMA published Guidelines on
enforcement to ensure effective and consistent enforcement within the Europe-

an Union.!

8 For a list of European enforcers see: ESMA, Report on Enforcement and Regulatory
Activities of Accounting Enforcers in 2014, 31 March 2015, ESMA/2015/659, p. 29 (Appendix
10).

9 The European Securities and Markets Authority (ESMA) is a European authority based
in Paris. It has the task to coordinate and control the NCAs’ cooperation (so-called watch-
the-watchers-model). See in more detail F. Walla, Capital Markets Supervision in Europe, in:
R. Veil (ed.), European Capital Markets Law, 2ed ed. (2017), sec. 11 para.54-119.

10 EECS, Terms of Reference (revised 2013).

"ESMA Guidelines on Enforcement of Financial information, ESMA/2014/1293en.
These Guidelines are an important instrument to ensure supervisory convergence across the
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The NCAs to whom the guidelines apply are generally required to incorpo-
rate these into their supervisory practices.'? Moreover, where enforcement pow-
ers have been delegated to other supervisory bodies, the NCAs remain under an
obligation to comply with the guidelines. In this regard, it is important to note
that the co-ordination and a high-level of harmonisation of actions among en-
forcement bodies is considered essential for promoting a similar level of investor
protection across all Member States in the EU and ensuring the proper func-
tioning of a European Single Market.

The Guidelines consist of 18 Guidelines in total and require European en-
forcers, amongst other things, to coordinate the enforcement of financial infor-
mation with ESMA and other European enforcers.”> Moreover, enforcers
should ensure the effectiveness of the enforcement of financial information. In
order to do so, they should have sufficient human and financial resources to
carry out their activities in an effective manner.'* Further guidelines require
enforcers to ensure adequate independence from government, issuers, auditors,
other market participants and regulated markets operators.”®> Independence
from issuers and auditors should, amongst other things, be achieved through
codes of ethics and through the composition of the Board of the enforcer. More-
over, European enforcers should discuss and share experiences on the applica-
tion and enforcement of the relevant financial reporting framework, mainly
IFRS, during meetings of the EECS.!® In addition, European enforcers under
ESMA’s coordination identify common enforcement priorities on a yearly ba-
sis.l” Also, European enforcers should report periodically on the enforcement
activities at national level and provide ESMA with the necessary information
for the reporting and coordination of the enforcement activities carried out at
European level.!®

EU. Though they are not legally binding, they can be considered as an important element of
soft law requiring NCAs to declare whether they comply or not. See in more detail on the
legal nature of Guidelines issued by ESMA F. Walla (fn.9), sec. 11 para. 98-101.

12 NCAs may declare not to comply with the Guidelines. However, they have to explain
this to ESMA who then will publish the fact and the reasons of non-compliance. Cf. Art. 16
(3) ESMA Regulation.

13 ESMA Guidelines on Enforcement of Financial Information, ESMA/2014/1293en,
Guideline 1.

4 ESMA Guidelines on Enforcement of Financial Information, ESMA/2014/1293en,
Guideline 2.

15> ESMA Guidelines on Enforcement of Financial Information, ESMA/2014/1293en,
Guideline 3.

16 ESMA Guidelines on Enforcement of Financial Information, ESMA/2014/1293en,
Guideline 10.

17 ESMA Guidelines on Enforcement of Financial Information, ESMA/2014/1293en, Ibid.

18 ESMA Guidelines on Enforcement of Financial Information, ESMA/2014/1293en,
Guideline 18.
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4. European Enforcers: Powers and Responsibilities

As stated, under the TD, enforcement responsibilities are either carried out by
the competent administrative authority designated in each Member Sate and/or
in some cases by other bodies which have been designated or have received a
delegation for this purpose. Where responsibility is delegated to a delegated
body, the latter must be supervised by the competent administrative authority
and be responsible to it. The responsibility for enforcement remains firmly with
the competent administrative authority, where a delegation has taken place, and
the delegated bodies are also required to carry out enforcement activities in ac-
cordance with the guidelines issued by ESMA. According to Article 24(4) of the
TD, enforcers in all Member States shall have all necessary powers, which shall
at least include:

a) the power to examine compliance of financial information in the harmonised
documents with the relevant financial reporting framework,

b) the right to require any information and documentation relevant for enforce-
ment at least from issuers and their auditors,

c) the ability to carry out onsite inspections, and

d) the power to ensure that investors are informed of material infringements
discovered and provided with timely corrected information.

Almost all Member States have designated a national competent authority as
being responsible for the enforcement of financial information. An exception
can be found in Germany and Austria where a procedure of dual enforcement
has been established.'

By comparison, in the U.K. and Ireland enforcement is split between two
authorities; one of which deals with periodic financial reports, while the other
is responsible for financial information in prospectuses. In Denmark, there is
one authority which deals with financial information in prospectuses as well as
periodic financial informational of financial entities, and a separate authority
has been set up for dealing with periodic financial reporting by non-financial
entities.

19 Tn 2013, Austria opted for a system of enforcement based on the German model, setting
up the Austrian Financial Reporting Enforcement Panel (AFREP) which carries out a similar
role to that FREP. The second layer of review is carried out by the Austrian regulatory agen-
cy. See in more detail S. Kalss et al. (fn. 6), sec. 15 para. 65.
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ITI. The German Two-Tier Enforcement Regime

1. Overview

The applicable framework in Germany has been in place since 1 July 2005 and
was introduced by the German Financial Reporting Enforcement Act (Bilanz-
kontrollgesetz — BilKoG), which came into force in December 2004. The latter
Act forms the basis of the German reporting framework and adopts a dual en-
forcement system. A key feature of this framework is a two-tiered procedure
involving a private and a supervisory enforcement institution:

1) The first tier involves the private enforcement institution, the Financial Re-
porting Enforcement Panel (FREP) which examines financial statements on
either (i) a random sampling basis, or (b) with cause, if there are concrete
indications of an infringement of financial reporting requirements, or (c) at
the request of BaFin.?°

2) The second tier involves review by the supervisory authority BaFin. How-
ever, BaFin participates in the enforcement proceedings at the second tier
level only if an issuer does not participate willingly in the examination con-
ducted by FREP or does not agree with the findings of FREP. Moreover,
BaFin would only conduct a review where a company expresses substantial
doubts about whether the findings of FREP are correct or whether the ex-
amination was conducted properly.?! In these circumstances, BaFin is enti-
tled to decide on the infringement of financial reporting requirements by
order and also to order the publication that the financial statement was in-
correct.”2

The respective statutory provisions of the German Trade Act and German Se-
curities Trading Act do not explicitly regulate the prerequisites for a decision by
BaFin. The OLG Frankfurt (Higher regional court), however, ruled that BaFin
is only entitled to decide on the infringement by order if accounting law provi-
sions have been materially infringed.” Relevant for the question whether in-
fringements reach the level of materiality shall be the perspective of an investor
on the capital markets.?*

20 Sec. 342b (2) HGB (German Trade Act).

2 Sec. 370 WpHG (German Securities Trading Act).

22 Sec. 37p WpHG (German Securities Trading Act).

2 OLG Frankfurt, 22 January 2009—WpUG 1/08 and 3/08, ZIP (2009), p. 368, 369.
2 OLG Frankfurt, 22 January 2009—WpUG 1/08 and 3/08, ZIP (2009), p. 368, 371.
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2. The First Layer of Review: FREP
a) Ovrganisation Structure

In terms of governance structure, the FREP consists of a Governing Board
(which comprises five members), the Enforcement Panel, Management and the
Nomination Committee. Members of the FREP Enforcement Panel are re-
quired to be accounting professionals with sufficient experience in IFRS. A
Nomination Committee is responsible for electing the members to the FREP
for a period of four years initially, subject to further re-election. The Enforce-
ment Panel consists of 18 members, including the President and Vice-President
of the FREP. The President has the responsibility for representing FREP exter-
nally and for managing the body.

It is important to note that the FREP is a private sector body lacking formal
executive powers. The main task of FREP is to determine whether financial
statements provide a true and fair view of the company’s financial perfor-
mance.”” To this end, FREP is empowered to ask companies to submit informa-
tion to FREP on a voluntary basis. However, where companies fail to do so,
FREP can refer cases to BaFin and thus ensure enforcement.

b) Scope of Review

The FREP only examines financial statements if the company under examina-
tion is willing to cooperate with it. Accordingly, the examination procedure of
FREP is based on cooperation. If an issuer is not willing to cooperate, FREP
will notify BaFin to initiate a formal examination proceeding.?®

FREP has the power to examine the legality of the most recently adopted
annual financial statements or the approved consolidated financial statement
and the related interim management report of any company whose securities are
admitted to trading on the regulated market of any domestic exchange. In addi-
tion, FREP has responsibility for examining half-yearly financial reports.
However, this obligation only applies where there are specific grounds for doing
so.?
The examination conducted by FREP is generally a partial review only, and
will not extend to all accounting issues in a financial report, as this is the case in
a statutory audit.”®

25 Cf. sec. 342b (2) HGB (German Trading Act).

26 Cf. sec. 342b (6) HGB (German Trading Act).

27 Cf. sec. 342b (2) HGB.

28 Cf. B. P. Paal, in: K. Schmidt and W. F. Ebke (eds.), Minchener Kommentar zum Han-
delsgesetzbuch, 3rd. ed. (2013), sec. 342b HGB para. 19-21.
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¢) Examination with Cause

An examination with cause is conducted if there are concrete facts to indicate
possible violations of financial reporting standards, or following a referral by
BaFin. BaFin has the power to instruct the FREP to initiate an investigation and
can also define the scope of such an investigation.?” This is referred to as reac-
tive enforcement.

d) Random Sampling

Random sampling carried out by the FREP Enforcement Panel is based on a
risk-based approach (proactive enforcement). The latter consists of two stages.
First, the Panel will consider the information that is publicly available about an
issuer and also consider if there are any special risks which would justify further
review, for example, extraordinary transactions carried out by the issuer or the
issuer being listed for the first time. Based on this review, the FREP randomly
selects 30 percent of companies and in the second stage may base its selection on
specific focus area. During the second stage, the FREP will distinguish between
companies included in the DAX, MDAX, SDAX, or TecDAX index of the
Frankfurt Stock Exchange; with the latter typically examined on average every
four or five years, whereas smaller listed firms are examined only once every ten
years.

The FREDP can base its selection on specific focus areas, and will publish its
focus areas on a yearly basis.”® Generally, a decision will be made with respect
to relevant focus areas depending on frequently recurring errors as well as an-
ticipated challenges with particular accounting rules or interpretations. In the
event of a referral, FREP will focus on particular transactions in questions sus-
pected to be erroneous, whereas the scope of investigations in random selections
is likely to involve a broader examination.

The examination process conducted by FREP consists of the following steps:

1. Initiation of examination: This can be either with cause, BaFin request or
random sampling.

2. Examination: A first analysis is then undertaken by FREP, and the company
in question can provide first answers. This leads to further examination by
FREP, and further answers provided by the company. Furthermore, FREP
may consult with the company in question.

3. Conclusion of examination: FREP will prepare its conclusions, and provide
these to the company for comment.

2 Cf. sec. 37p (1) WpHG (German Securities Trading Act).
30 Cf. FREP, Enforcement Priorities 2017, available at http://www.frep.info/docs/presse
mitteilungen/2016/20161103_pm_en.pdf.
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4. A subsequent examination by BaFin may be triggered, if the company either
does not agree with the results of FRED, or failed to cooperate with FREDP.
Also, where BaFin has doubts about the examination results or procedure it
may take over an investigation from FREP.

3. The Second Layer of Review: BaFin

BaFin is empowered to require firms to disclose error findings in a specified
press release via an electronic federal registry (elektronischer Bundesanzeiger).*!
Moreover, publication has to occur at least via a multi-regional financial news-
paper or an electronic business wire service. Requiring publication of error
findings relies on adverse disclosure as a sanctioning mechanism. The intended
effect is to “name and shame” companies which fail to comply with relevant
standards and financial disclosure obligations. Infringing companies cannot in-
clude additional comments or explanations when making an error announce-
ment, but can only include the findings of BaFin or FREP. They must disclose
the accounting error in question, as well as the explanatory statement of BaFin.
The announcement is intended to provide disclosure as to the nature and gravi-
ty of reporting errors, as well as the accounting standards which were breached.

With the exception of adverse disclosure, no other sanctioning mechanisms
are utilised. Thus, the German enforcement system entirely depends on the neg-
ative effects of disclosure and the reaction of the capital market participants to
the news of a company failing to comply with financial reporting require-
ments.*? BaFin, however, is empowered to impose a fine of up to €250,000
where a company fails to comply with the disclosure obligation. BaFin can also
carry out the publication at the expense of the company. Failure to disclose also
constitutes an offence punishable up to €50,000.

In some circumstances BaFin may exempt a company from error publication,
such as where this would be against the public interest, or if a company can
show that the publication of the error finding is likely to damage its legitimate
interests. This may occur where a company has a legitimate interest in keeping
the information confidential. However, a legitimate interest would not exist
where a company is able to point only to the negative reputational effects of the
disclosure, or the loss of investors’ trust in the company’s financial reporting
integrity.

31 Cf. sec. 37q (2) WpHG (German Securities Trading Act).

32 However, different measures of private enforcement apply. In case of a deficient finan-
cial report, investors are entitled to sue the issuer and claim damages (cf. H. Brinckmann
(fn. 1), sec. 18 para.69-70). Moreover, shareholders have the right to file a suit against the
resolution of the shareholders meeting adopting the financial statement.
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4. The Role of AOC and the Chamber of Public Accountants

Where BaFin or FREP uncover material infringements, they will inform the
audit oversight bodies AOC (Auditor Oversight Commission) and the Cham-
ber of Public Accountants WPK (Wirtschaftspriifkammer) of this. WPK is a
government agency that is publicly overseen by AOC. Its members comprise
public accountants, auditors as well as partners, directors and mangers of audit
firms. Membership in the WPK is regulated by the Public Accountant Act. The
main task of AOC is to monitor the activities of WPK and its members.
Moreover, a referral to the relevant prosecution authority may be necessary,
where the examination results in a suspicion of criminal activity.

In addition, BaFin collaborates with the following bodies: the International Or-
ganisation of Securities Commission (IOSCO) which sets international stand-
ards for securities supervision and promotes cooperation between national reg-
ulatory bodies; the Financial Stability Board; the Basel Committee; the Inter-
national Organisation of Pension Supervisors and the Financial Action Task
Force on Money Laundering.

IV. The Role of the Conduct Committee in the United Kingdom

In the United Kingdom, the Conduct Committee has been set up to enforce fi-
nancial information. The Committee is part of the Financial Reporting Council
(FRC) - UK’s regulator for corporate reporting, auditing and corporate govern-
ance. As of 2 July 2012, the Conduct Committee has been appointed and au-
thorised by an order of the Secretary of State to exercise the functions of an
enforcement body.*

The Conduct Committee’s scope includes (a) reports required to be issued
under the UK Companies Act (2006) and (b) reports that are produced by issu-
ers of listed securities that are required to comply with any accounting require-
ments imposed by the Financial Conduct Authority’s Listing Rules.** The Con-
duct Committee’s policy is to select Reports for review by (a) methods which
take into account the Conduct Committee’s assessment of the risk of non-
compliance and the consequence of non-compliance, and (b) as a result of
complaints. ** The Committee relies on a risk-based approach, selecting listed
companies for review which operate in “priority sectors” that may be subject to
particular risk.

3 The Supervision of Accounts and Reports (Prescribed Body) and Companies (Defective
Accounts and Director’s Reports) (Authorised Person) Order 2012, S.1.2012 No. 1439.

3 As defined in sec. 103(1) of the Financial Services and Markets Act 2000.

% The Conduct Committee, Operating procedures for reviewing corporate reporting,
October 2014, available at: www.frc.org.uk/Our-Work/Publications/Corporate-Reporting-
Review/Revised-operating-procedures-for-reviewing-corpora.pdf, para. 3.
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The Conduct Committee initiates an examination in case of indications for a
potential breach of relevant accounting or reporting requirements.’® Before a
formal enquiry is initiated the Conduct Committee tries to reach an amicable
solution in cooperation with the company. If this is not possible, a formal en-
quiry is opened and a Review Group appointed.”’” After that the Review Group
tries to find out in cooperation with the examined company whether relevant
accounting or reporting requirements have been breached and if this is the case
tries to reach an agreement with the company on the corrective or clarificatory
action. If the Review Group cannot reach an agreement with the company the
Conduct Committee may resolve on the application to court.*®

The Conduct Committee is not entitled to impose fines or other sanctions. It
is working on a cooperative and voluntary basis with the company although the
Conduct Committee enjoys rights on information vis-a-vis the company.”
Nevertheless, there is a considerable pressure on companies to cooperate with
the Conduct Committee during its examination because the Conduct Commit-
tee may bring its examination to the attention of the public via a press notice.*
The possibility of such a notice has a high disciplinary effect on companies.

V. Evaluation

A number of observations can be made when evaluating the German financial
reporting enforcement regime. First, the characteristic feature of the German
hybrid model of enforcement is that it relies on both public enforcement (the
securities regulator, BaFin) as well as a private sector body (the FREP) in the
enforcement process. The advantage of such an approach is the ability to utilize
the extensive technical expertise of a private sector body, while at the same time
delegating primary enforcement responsibility to a government entity.

Second, the most important regulatory role of BaFin in this context is to en-
sure the disclosure of error findings established by FREP or BaFin. As shown
in this article, such an approach is predicated upon adverse disclosure acting as
adeterrent. It relies on naming and shaming as a principle means to secure com-
pliance and depends on negative investor reactions to published findings of er-
roneous accountings to penalize infringing firms. It is important that BaFin

explicitly requires infringing firms to refrain from adding any comments or

% The Conduct Committee, Operating procedures for reviewing corporate reporting,
October 2014, available at: www.frc.org.uk/Our-Work/Publications/Corporate-Reporting-
Review/Revised-operating-procedures-for-reviewing-corpora.pdf, para. 16.

% The Conduct Committee, Operating procedures (fn. 36), para. 25.

38 The Conduct Committee, Operating procedures (fn.36), para.38. A decision of the
court is based on sec. 456(1) Companies Act 2006.

3 Cf. sec. 459 Companies Act 2006.

40 The Conduct Committee, Operating procedures (fn. 36), para. 62 et seq.
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observations in the error announcements, which are required to provide a de-
tailed insight into the nature and magnitude of the breaches of the respective
accounting standards in question.

Third, the German enforcement model has evolved in response to regulatory
changes within the EU. Moving forward, it remains to be seen whether the cur-
rent structure will be redesigned in light of attempts at European level to create
common standards on financial enforcement that would apply across the Euro-
pean Single Market. One of ESMA’s policy objectives has been to harmonize
the legal requirements in the Member States with respect to enforcement of fi-
nancial information. This would result in issuers and other market participants
being subject to an equivalent enforcement system across the EU. However, it is
unclear whether any such future regulation or harmonization attempt at Euro-
pean level would necessarily gravitate towards a particular enforcement system
currently applied within a Member State. The enforcement systems in place
across EU Member States — including both two-tier enforcement structures and
one-tier structures — generally result in high levels of enforcement and have
evolved in response to differing legal environments and unique national charac-
teristics. Moreover, there is a high level of mutual cooperation and communica-
tion amongst national law enforcement agencies and ESMA. As shown in this
chapter, ESMA has developed a comprehensive and detailed set of guidelines to
coordinate enforcement. This, in turn, assures high levels of harmonization and
consistent enforcement within the European Single Market.

In order to ensure maximum harmonization, however, and develop a distinc-
tively common European approach to the enforcement of financial information,
further research would be required to gain insights on the comparative advan-
tages of various enforcement regimes laid down in the Member States and the
costs and benefits of each.”! As an alternative to introducing uniform enforce-
ment systems across the EU, the European regulator may therefore opt to main-
tain the co-existence of different enforcement systems as is presently the case.
This would take account of the variations in enforcement structures and allow
room for differences in institutional design attributable to national characteris-
tics. Concurrently, this would not detract from ESMA’s oversight function and
its prime role in supporting the cooperation between European enforcers,
co-ordinating their enforcement actions and setting common enforcement pri-
orities as part of the enforcement process.

Finally, it is noteworthy that the two-tier enforcement set-up in place in Ger-
many has received broad support within German academic literature,* by pol-

# Cf. H. Brinckmann (fn. 1), sec. 18 para. 80.

42 Cf. B. Pellens, J. H. Sohlmann and P. Obermiiller and S. Riemenschneider, Evaluation
der Arbeit der DPR, WPg (2012), p.535, 546; P. Hommelhoff and D. Mattheus, Ist das
deutsche Enforcement-Verfabren europarechtskonform?, BB (2014), p. 811, 812; H.-J. Bocking,
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icy makers® and by practitioners.** There is a consensus that the prevailing en-
forcement regime operates well in practice and meets the objectives of enforce-
ment, 1.e. it ensures high levels of investor protection and public confidence in
the integrity and stability of financial markets.

Redebeitrag anlisslich der Jubiliumsfeier am 3. Juli 2015, in FREP, 10 Jahre Bilanzkontrolle
in Deutschland (2005 bis 2015), p. 76, 79.

# See Dr. H. Weis and Dr. L. Holle, Letter to the Chair of ESMA (17 October 2013),
available at https//www.esma.europe.eu (last accessed 4 January 2017): “Deutschland verfiigt
tber ein anerkanntes und gut funktionierendes zweistufiges Enforcement-System, mit dem
eine effektive Bilanzkontrolle sichergestellt wird.”; H. Maas, Redebeitrag anlésslich der Jubi-
liumsfeier am 3. Juli 2015, in FREP, 10 Jahre Bilanzkontrolle in Deutschland (2005 bis 2015),
p-59, 61: “Wir wollen das bewihrte zweistufige System der Bilanzkontrolle erhalten”.

# Cf. H. Meyer and K.-P. Naumann, Enforcement der Rechnungslegung — aktuelle Ent-
wicklungen, WPg (2009), p. 807, p. 808; M. Hein, Fiinf Jahre Enforcement bei der BaFin — Eine
Bestandsanfnabhme, DB (2010), p. 2265, 2270.
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I. Introduction

Legal prosecution of wrongful behaviour is essential for the enforcement of the
law. If disregarding legal duties is not properly sanctioned, regulation cannot
deter harmful and illegal actions.' This means that those who break the law
have a significant and unfair advantage over law-abiding competitors.? In the
case of mass torts and dispersed damages, the injured parties often do not bring
action before the court. A recent study in Germany, for example, has shown that
most private parties will only sue if the financial damages they have sustained
exceed €1.950.% As a result, the deterring effect of liability for wrongful behav-
iour cannot unfold to its full extent. Collective action aims at increasing the
amount of wrongful behaviour that is prosecuted.

Effective private enforcement saves public resources as less supervision by
official authorities is required. Prosecution is placed in the hands of the market
actors thereby strengthening liberalism. The private enforcement of legally
mandated behaviour by means of a collective action can take on many different
forms. The three most prominent types of collective action are: (1) model case
proceedings under the German KapMuG, (2) class actions, and (3) representa-
tive actions.* This paper will outline their main characteristics. We will focus
on the similarities and differences of these types of legal action in order to show
that each form of collective action has its merits, but also has striking disadvan-

1 If the injured always brought suit for harm, the injurer’s expected liability would equal
the expected harm. From a law and economics point of view, the injurer would be compelled
to choose optimal levels of activity. In other words, liability has a deterrent effect on negligent
behaviour; cf. S. Shavell, Corrective Taxation versus Liability, in: H. Curti and T. Effertz
(eds.), Die ékonomische Analyse des Rechts, Festschrift fiir Michael Adams (2013), p.23;
D. Poelzig, Normdurchsetzung durch Privatrecht, p.250.

2 A recent prominent example is Volkswagen’s emissions scandal caused by a manipula-
tion of equipment via software that reduced emissions while cars were being tested. Automo-
bile producers who illegally manipulated their equipment have an advantage over those pro-
ducers who did not circumvent emission limits. Investors who hold shares of Volkswagen
have now sued the company for damages, as the stock prices have sunk. By April 2016, over 70
individual claims have been filed with the regional court in Braunschweig. Most claimants and
the defendant Volkswagen have demanded the establishment of model case proceedings.

3> Survey conducted by the opinion research institute: Insitut fiir Demoskopie Allesbach,
Roland Rechtsreport (2014), p.35 et seq. can be accessed online: https://www.roland-rechts
schutz.de/media/rechtsschutz/pdf/unternehmen_1/ROLAND_Rechtsreport_2014.pdf.

* For other forms of collective redress in Germany cf. the evaluation of the effectiveness
of collective redress in Germany by C. Meller-Hannich and A. Holand, Gutachten Evaluie-
rung der Effektivitit kollektiver Rechtsschutzinstrumente (2010); W.-H. Roth, Sammelklagen
im Bereich des Kartellrechts, in: M. Casper, A. Janssen et al. (eds.), Auf dem Weg zu einer en-
ropaischen Sammelklage? (2009), p. 109 et seq.; P. Rott, Kollektive Klagen von Verbrancher-
organisationen in Deutschland, in: M. Casper, A. Janssen et al. (eds.), Auf dem Weg zu einer
europdischen Sammelklage? (2009), p.259 et seq.; C. Alexander, Kollektiver Rechtsschutz im
Zivilrecht und Zivilprozessrecht, JuS (2009), p.590 for an overview of collective redress in
civil law.
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tages. In fact, no existing scheme of collective action is by itself preferable. We
will, therefore, discuss whether the planned reform of collective action in Ger-
many is a viable alternative because it aims to combine positive aspects of mod-
el case proceedings and representative actions.

II. Model Case Proceedings in Germany

1. Characteristics
a) History of Origin

The general concept of the civil procedure in Germany is that of individual
proceedings where one party raises a claim against another party. According to
the “principle of party disposition” it is up to the parties and not the court to
exercise control over the legal proceedings.

In practice, however, the concept of individual proceedings has its limita-
tions. As previously mentioned, this is in particular the case where it makes no
sense, from an economic perspective, for an individual person to initiate litiga-
tion. This is especially so in capital markets where the damages incurred by
wrongful behaviour are usually spread over many individual investors (mass
torts). Also, in these cases the damage each investor has suffered is often so in-
significant that the victims lack incentive to sue the tortfeasor (low value dam-
ages of less than €1.950). Therefore, each investor has to decide for himself if he
wants to take on the risks entailed in every litigation; especially if his damages
appear insignificant to him.

However, even if the investors choose to claim redress of their damages there
is another challenge legal proceedings have to overcome. One instructive exam-
ple for this challenge is the Telekom-Case. Deutsche Telekom is a German tele-
phone company that was state-owned until the nineties. After the initial public
offering (IPO) of its stock and the burst of the dot-com bubble in 2000/2001
more than 17 000 individual suits were filed by investors at the Regional Court
in Frankfurt (Landgericht [LG] Frankfurt) between 2001 and 2002 because of
false or misleading public capital markets information (prospectus liability).
Three years after the filing of the suits, the court had not yet scheduled a date
for a single court hearing® because there was only one judge responsible for all
these cases.® However, the constitutional right of effective legal protection

5 F. Braun and K. Rotter, Der Diskussionsentwurf zum KapMuG, BKR (2004), p.296.

¢ In order to prevent arbitrary judgments, German constitutional law provides that “no
one may be removed from the jurisdiction of his lawful judge”, Art.101(1) (2) German Basic
Law (Grundgesetz). Thus, the courts determine beforehand, which judge is responsible for
each case. This is effected by establishing a Geschiftsverteilungsplan, i.e. the President of the
Court decides on a general characteristic which will then be used to distribute all incoming
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(Art. 19 (4) German Basic Law) calls for a reasonable duration of proceedings.
This constitutional right has been extremely strained in these cases, as noted by
the Bundesverfassungsgericht, our Federal Constitutional Court.”

As aresult of these experiences and in order to handle this “tsunami” of law-
suits, the German legislator passed the Kapitalanleger- Musterverfabrensgesetz
(KapMuG) which can be translated as “Act on Model Case Proceedings in Dis-
putes under Capital Markets Law”.8 It could also be called: “The German Class
Action Act light”. As we will see shortly, however, it is not a real class action.
The Act came into force in November 2005 and contained a sunset clause, appli-
cable after five years. Yet, after five years, the Telekom-Case was still ongoing
and the sunset clause was extended for another two years. After several legisla-
tive amendments in 2012, it was again extended until 2020. The Telekom-Case
is still ongoing and for the near future, there is no end in sight’.

The legislator’s aim was to change the general civil procedure law only so far
as necessary. The general principle therefore remains that each investor has to
claim his own damages. However, in addition to the individual proceedings, the
KapMuG introduced separate model case proceedings. This means that the legal
questions of the individual proceedings, which refer to the same subject matter,
can be tried separately in model case proceedings.'°

b) The Complex Procedure of Model Case Proceedings

Compared to individual litigation, model case proceedings based on the Kap-
MuG differ in various aspects, specifically, with regard to the scope of applica-
tion, the court jurisdiction and its procedure.

cases between the judges of the court. For example: Judge X will be responsible for all cases in
which the defendant’s last name starts with an “A”.

7 BVerfG, 27 July 2004 — 1 BvR 1196/04, NJW (2004), p. 3320.

8 Kapitalanlegermusterverfahrensgesetz, Act on Model Case Proceedings in Disputes
under Capital Markets Law. A translation provided by the German Ministry of Justice and
Consumer Protection can be accessed online: http://www.gesetze-im-internet.de/englisch_
kapmug/index.html.

? In the meantime, the Higher Regional Court Frankfurt had given a verdict in the mod-
el case proceedings: OLG Frankfurt a.M., 16 May 2012 — 23 Kap 1/06, NZG (2012), p.747.
The court held that the prospectus was not false. Both the model case claimant and the defend-
ant challenged this verdict and appealed to the Federal Court of Justice (BGH). The BGH in
turn held that the prospectus was in fact partially false, BGH, 21 October 2014 - XI1ZB 12/12,
NJW (2015), p.236. He redirected the model case proceedings to the Higher Regional Court
Frankfurt for further fact finding and legal evaluation.

10 Government’s reasoning BT-Drs. 15/5091, p. 1.
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2. Scope of Application

The KapMuG’s scope of application is very limited. Model case proceedings are
restricted to certain claims arising under capital markets law. This includes
claims for damages due to false or misleading public capital markets informa-
tion or failure to offer clarification about the false or misleading nature of public
capital markets information (sec. 1 (1) (1) no.2 KapMuG). This relates especial-
ly to false indications in sales prospectuses.

3. Jurisdiction for Model Case Proceedings

The concentration and aggregation of similar cases is achieved mainly by allo-
cating the jurisdiction for model case proceedings at a certain court in Germa-
ny. The court of first instance for all claims for damages due to misleading
capital markets information is the regional court (Landgericht), sec. 71 (2) no.3
GVG!!. The specific regional court which is responsible depends on the location
of the issuer’s seat, sec. 32b (1) (1) ZPO*2.

However, the advantage of this concentration is to some extent diminished by
the Geschiftsverteilungsplan (organizational rules at each regional court)."
These rules can potentially allocate the applications for the establishment of a
model case to different chambers of the same court."* The KapMuG does not
include a provision which overrules these organizational rules. This can lead to
the situation where two or more chambers of the same Court deal with the same
facts!® and even worse, to them eventually deciding the facts in different ways.

4. Stages of the Procedure

As mentioned above, model case proceedings do not release the individual in-
vestor from his obligation to claim his damages in an individual litigation. This
has to be distinguished from the model case proceedings in which specific ques-
tions that are common to all cases can be resolved by means of the model case
procedure.

" German Courts Constitution Act (“Gerichtsverfassungsgesetz”). A translation pro-
vided by the German Ministry of Justice and Consumer Protection can be accessed online:
https://www.gesetze-im-internet.de/englisch_gvg/index.html.

2. German Code of Civil Procedure (Zivilprozessordnung). Translation can be accessed
online: https://www.gesetze-im-internet.de/englisch_zpo/index.html.

13 B. Schneider and H. Heppner, KapMuG Reloaded — das nene Kapitalanleger-Muster-
verfabrensgesetz, BB (2012), p.2703, 2710; see also fn 6.

4 B. Schneider and H. Heppner, KapMuG Reloaded — das nene Kapitalanleger-Muster-
verfabrensgesetz, BB (2012), p.2703, 2706.

15 N. Stackmann, Kein Kindergeburtstag -Fiinf Jahre Kapitalanleger-Musterverfahrens-
gesetz, NJW (2010), p. 3185, 3189.
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a) Application for Establishment of a Model Case

An application for the establishment of a model case can be undertaken by the
plaintiff and the defendant (sec. 2 (1) KapMuG) by initiating submission pro-
ceedings at the regional court. Therefore, model case proceedings cannot be
initiated ex officio. If the application is admissible (sec. 3 (1) KapMuG), the re-
gional court will publish the application for the establishment of a model case in
the so-called Complaint Registry (sec. 3 (2) KapMuG). The main proceedings
are therefore interrupted (sec. 5 KapMuG). The model case will be established
at the next higher court, the higher regional court (Oberlandesgericht), if nine
additional, similar applications have been publicly announced (sec. 6 (1) Kap-
MuG).

After the establishment of the model case, all pending individual proceedings
or any proceedings initiated from then until the model case ruling is legally
binding are formally suspended ex officio by the regional courts, if the outcome
of these cases depends on the claimed establishment objective (sec. 8 (1) Kap-
MuG). Therefore, the clarification of the relevant legal questions is reserved for
the model case proceedings. If the investor does not abandon his individual ac-
tion (and thus effectively forfeits his claim), the higher regional court’s verdict
is binding.!® This seems to be a substantial limitation of the constitutional right
of effective legal protection and fair hearing (Art. 19 (4) Grundgesetz — German
Basic Law). The legislator justifies this constitutional limitation through the
streamlining of procedures.”” However, there is some inconsistency: while the
time the regional court may take to decide about the admissibility of an applica-
tion to establish a model case is limited (6 months, sec. 3 (3) KapMuG), the
KapMuG provides no processing period for the reference to the higher court. If
it had been a real concern for the legislator to shorten the procedures, he should
have set a time limit for the reference to the higher court as well'® because the
regional court has no incentive to speed up this decision on its own volition.

b) Model Case Proceedings

The model case in its proper sense takes place at the higher regional court
(Oberlandesgericht). First, the court designates by order, as appears equitable, a
model case plaintiff from among the plaintiffs whose proceedings have been
suspended. The other plaintiffs of the individual cases which are part of the

16 He could abandon his individual litigation (sec. 8 (2) KapMuG), however, then his
claim would be subject to the statute of limitation. By the time the model case proceedings are
over, his claim would likely be time-barred, because he cannot register his claim at the higher
regional court. This option is reserved for investors who had not sued the defendant prior to
the establishment of Model Case Proceedings (sec. 10 (2) (2) KapMuG).

17" Government’s reasoning BT-Drs. 17/8799, p. 15.

18 B. Schneider and H. Heppner, KapMuG Reloaded — das nene Kapitalanleger-Muster-
verfabrensgesetz, BB (2012), p.2703, 2707.
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model case proceedings cannot become a plaintiff in the model case. They only
have the status of an intervening party in the model case (sec. 9 (3) KapMuG).
Although these plaintiffs do not have the same rights as the model case plaintiff,
they can employ all means of contestation or defence and undertake all relevant
procedural acts, as long as their statements and actions are not contrary to the
statements and actions of the model case plaintiff (sec. 14 KapMuG).

On the other hand, if there are several defendants, the Court will not choose
one as a model case defendant. All defendants of the suspended proceedings are
defendants in the model case. They form a so-called “joinder of parties” (Streit-
genossenschaft).”” Because the joinder of parties can lead to a high number of
defendants (especially since the liability for misinformation has been extended
to consultants), commentators have proposed that there should be the same se-
lection for one model case defendant as one the plaintiffs’ side.”> However, such
a selection would not be feasible because the defendants (issuer and consultant)
probably do not share the same interests.

Once the model case proceedings have been publicly announced (sec. 10 (1)
KapMuG) other damaged parties can join within six months?! (registration of
a claim) without the obligation to file an individual case beforehand (sec. 10 (2)
KapMuG). The effect of this registration is the suspension of the limitation pe-
riod. Therefore, the registration of a claim is a very investor-friendly option
because they can participate in the advantages of a model case without great
effort or expense.”> However, the registration of a claim is not possible if an
investor has already filed a suit. In this case, he has already become an interven-
ing party to the model case proceedings. Even if the victim abandons his indi-
vidual suit and thus leaves the model case he still cannot register his claim. Thus,
he cannot circumvent the legal costs an intervening party to the model case has
to bear.”?

The higher regional court decides on the specific legal questions that have
been posed. It can review evidence on these questions. The model case proceed-
ings can end with a judgment by the court (sec. 16 KapMuG) against which an
appeal on a point of law can be submitted to the Federal Court of Justice (sec. 20
(1) KapMuG). In addition to this judgment, the proceedings can also end with a
settlement.

% Government’s reasoning BT-Drs. 17/8799, p.21; sec. 59 et seq. of the German Code of
Civil Procedure.

20 B. Schneider and H. Heppner, KapMuG Reloaded — das nene Kapitalanleger-Muster-
verfabrensgesetz, BB (2012), p.2703, 2709.

2 B. Schneider and H. Heppner, KapMuG Reloaded — das nene Kapitalanleger-Muster-
verfabrensgesetz, BB (2012), p.2703, 2705, sceptical about the short time period.

22 B. Schneider and H. Heppner, KapMuG Reloaded — das neue Kapitalanleger-Muster-
verfabrensgesetz, BB (2012), p.2703, 2705; S. Smid and N. Mohr, Die Novelle des KapMuG,
DZWIR (2013), p. 343, 348.

2 Government’s reasoning BT-Drs. 17/10160, p. 26.
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¢) Conclusion of Model Case Proceedings

If the model case results in a verdict, the main proceedings will be continued at
the regional courts. The higher regional court’s decision is binding to the extent
of the establishment objectives of the model case proceedings (sec. 22 (2)
KapMuG). It has an effect for and against all parties to the model case irrespec-
tive of whether the party itself has expressly complained of all the points of
dispute in the model case proceedings. Even plaintiffs who withdrew their com-
plaint in the main proceedings are included (sec. 22 (1) KapMuG). This serves
to protect the defendants** and ensures the “bundling effect” of model case pro-
ceedings.?

However, it must be stressed that any binding effect of the model case ruling
concerns only proceedings that had been suspended. It does not affect cases
brought before a regional court after the model case ruling has been given, even
if the same legal questions arise.”® Likewise, the binding effect of the ruling
does not affect the “victims” who only registered their claim without actually
suing. The only effect the model case proceedings have for them is the suspen-
sion of the limitation period.?”

A settlement is negotiated solely between the model case plaintiff and the
model case defendants (sec. 17 (1) KapMuG) although its binding effect extends
to all parties of the model case proceedings in general. Nevertheless, the settle-
ment needs the approval of the court (sec. 17 (1) KapMuG) which is only given
if the court deems it to be a suitable amicable settlement of the suspended legal
dispute (sec. 18 (1) KapMuG).? The other plaintiffs can only give their opinion
on the settlement. If they do not want to accept the settlement, they can declare
their withdrawal from the settlement within a period of one month after the
settlement has been served (sec. 19 (2) KapMuG). Their individual proceedings
will then be continued where they had left off before they were suspended. The
approved settlement will take effect if less than 30 percent of the investors who
individually sued declare their withdrawal from the settlement (sec. 17 (1) (4)
KapMuG). The victims who only registered their claims are not affected by the
binding effect of the settlement.

Finally, it must be highlighted that the settlement does not only terminate the
model case proceedings, but also the individual proceedings of each investor

24 Government’s reasoning BT-Drs. 15/5091, p. 31.

25 B. Hess, in: B. Hess, F. Reuschle and B. Rimmelspacher (eds.), KélnerKommKapMuG,
sec. 16 n 23.

26 C. Wolf, in: V. Vorwerk and C. Wolf (eds.), KapMuG, sec. 16 n 4.

27 Explicitly government’s reasoning BT-Drs. 17/10160, p. 25.

28 Doubtful regarding the courts ability to assess the appropriateness of a settlement be-
cause of the divergence of interests: B. Schneider and H. Heppner, KapMuG Reloaded — das
nene Kapitalanleger-Musterverfabrensgesetz, BB (2012), p.2703, 2705, 2711; S. Smid and
N. Mohr, Die Novelle des KapMuG, DZWIR (2013), p. 343, 349.
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(sec. 23 (2) & (3) KapMuG). Therefore, the settlement offers an attractive op-
portunity for the defendants to put an end to all legal disputes at once.

Individual Proceedings Model Case Proceedings

Individual proceedings of an
investor at the competent

Ist Stage Regional Court
2And IS tage Reference to Higher
£ pphication Regional Court
or Suspension
Establishment ‘
3rd St . .
B/I[‘odela(gjzse Higher Regional Court:
Proceedings Model Case Proceedings
4th Stage Final ruling in the individual 4—'
proceedings at the Regional Ruling Seatl
Court ettlement

5. Empiric Evidence — or Lack Thereof

At the moment, there are 11 model cases listed as still pending in the complaint
registry, including the two spectacular cases of Telekom and Geltl vs. Daimler,
which began in 2005 and 2006 respectively. Besides that, we have 15 new appli-
cations for the establishment of a model case. It is not yet clear whether there
will be a model case established in these cases. Unfortunately, the complaint
registry does not show how many applications have been denied in the past. At
the moment, there are only 4 model case proceedings listed as concluded al-
though some older rulings could have been already deleted (see sec. 4 (2) Kla-
gRegV?). Due to the courts’ duty to delete completed cases from the complaint
registry, empirical evidence on the effectiveness of model case proceedings can-
not be collected and evaluated.

29 “The court which is responsible for the registration shall delete the published data in the
complaint registry immediately after the model case ruling became legally binding”.
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One could argue that the success of the KapMuG cannot be measured in the
total number of cases in any event but only in the number of individual cases
that have been resolved in faster and/or cheaper manner. There are, unfortu-
nately, no studies on this to date. However, considering the Telekom and the
DaimlerChrysler cases,*® the assumption that the model case proceedings do
not offer a substantial gain in time is warranted. To date, six court rulings have
been given in the Daimler Chrysler case (including one of the CJEU), but nei-
ther the model case nor the individual cases have been resolved within the ten
years since the individual cases were filed. It is true that the DaimlerChrysler
case is somewhat extreme in this regard but it provides an impression of how
extensive model case proceedings can be in such complex matters.

6. Legal Evaluation

A legal analysis of the German Model Case Proceedings Act shows several ad-
vantages and disadvantages. We will demonstrate that the disadvantages out-
weigh the advantages, which leads to the conclusion that the model case pro-
ceedings should be revised.

a) Advantages of Model Case Proceedings

The fact that the legislator did face the demand for collective redress at the cap-
ital markets in the first place is a step in the right direction. Empowering the
individual investors by placing the enforcement of prudent behaviour in their
hands allows for less public enforcement and regulatory interventions which in
turn leads to a better allocation of public resources.

The legislator decided to design collective redress in the form of model case
proceedings instead of simply adopting the US class action model*!
several advantages of model case proceedings over individual proceedings.
Model case proceedings can lower the overall costs of proceedings because ex-
pensive types of evidence, e.g. expert witness reports, need only be procured
once. Only one court is required to review this evidence which saves time and
money. Another advantage of model case proceedings is the erga omnes effect.
The higher regional court’s decision is binding on all suspended individual cas-
es that have been filed before or during the model case proceedings. This means
that court rulings become more uniform which increases legal certainty and
fairness. This uniformity of law results in an equal treatment of all investors
which promotes their right of fair trial.

. There are

30 OLG Stuttgart, 15 February 2007 — 901 Kap 1/06, WM (2007), p.595; BGH, 25 Febru-
ary 2008 - II ZB 9/07, WM (2008), p. 641; OLG Stuttgart, 22 April 2009 — 20 Kap 1/08, WM
(2009), p. 1233; CJEU, 28 June 2012 — C-19/11, NJW (2012), p. 2787; BGH, 23 April 2013 — I
ZB 7/09, NJW (2013), p.2114.

31 For further detail see chapter III.
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b) Disadvantages of Model Case Proceedings

In our opinion, however, the disadvantages prevail. The damaged parties’ pro-
cedural rights (Art. 101 (1), 103 (1) German Basic Law; Art. 6 (1) European Con-
vention on Human Rights) are incredibly limited. Individual claimants who are
not the model case plaintiff only have the status of an intervening party, they
cannot act contrary to the plaintiff. They are nevertheless bound by the court’s
decision in the model case and they cannot effectively opt out of the proceed-
ings. Investors who have already started individual litigation can only evade the
binding effect of the model case ruling by abandoning their individual lawsuit;
however, they must then wait until the model case ruling is legally binding be-
fore initiating a lawsuit again. If they file another lawsuit before the higher re-
gional court’s judgment is legally binding, their individual proceedings are sus-
pended again and they once again become an intervening party to the model
case proceedings. Yet, if they wait until the model case proceedings are over,
their claim will most likely be time-barred due to the statute of limitations. In
other words, if the investor seeks compensation for damages sustained, he must
be part of the model case proceedings. This contradicts the investors’ right to a
fair trial.

In addition to this, all investors who have not filed a lawsuit before the model
case proceedings were established are effectively forced to at least register their
claim. If they sue, they join the model case as an intervening party. If they do
nothing, their claim will be time-barred by the time the model case is complet-
ed. Only if they register their claim, the statute of limitations will be suspended
(see sec. 204 (1) no. 6a BGB). Once a claim has been registered, the investor must
bear part of the costs of the model case proceedings.”

This lack of an opportunity to effectively opt out of model case proceedings
and the fact that investors who have not yet sued are forced to register their
claims, is in direct contrast to the European Commission’s recommendations
concerning collective redress mechanisms. The Commission advises that the
composition of the claimant party should be based on an opt-in principle. Ex-

32 Investors have a strong incentive to register their claim. The court will not examine the
merits of the case upon registration. As a result, the number of investors that register a claim
will be very great. They have almost nothing to lose by registering their claim and a lot to gain
from it. This large number of registered claims (of which some might not have any factual
basis) could force the defendant into a disadvantageous settlement, cf. J. v. Hein, in: C. Brommel-
meyer (ed.), Die EU-Sammelklage, p.148; W. v. Bernuth and R. Kremer, Das nene KapMuG
— Wesentliche Anderungen aus der Sicht der Praxis, NZG (2012), p.890 et seq.; F. Warden-
bach, KapMuG 2012 versus KapMuG 2005: Die wichtigsten Anderungen aus Sicht der Praxis,
GWR (2013), p. 35, 37. While registered claims will not be time-barred, all connected counter-
claims the defendant might have are not included in the suspension of the statute of limitation.
If investors litigate after the model case judgment is final, the defendant could be precluded
from asserting his counterclaims; J. Wigand, Die Anmeldung von Anspriichen zum Muster-
verfahren, WM (2013), p. 1884, 1887.
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ceptions to this principle (i.e. opt-out models or — as in Germany — not even an
effective opt-out but rather a de facto binding effect by default) should be duly
justified “by reasons of sound administration of justice”.*

Another aspect that demonstrates how the investors’ procedural rights are
limited is the fact that the plaintiff representing the group is chosen by the
higher regional court (sec. 9 (2) KapMuG). The investor cannot choose his legal
representative himself.**

This infringement on procedural rights is increased by the unclear wording of
sec. 8 (1) (1) KapMuG. All individual proceedings contingent on the questions
to be resolved in the model case are suspended. Their claimants become inter-
vening parties to the model case. Depending on how the word “contingent” is
interpreted, the group of investors who are forced into the model case proceed-
ings becomes even larger.*

Limitations to procedural rights could be justified by the model case pro-
ceedings’ efficiency and through a significant reduction of the duration of the
proceedings. Both of these approaches are “reasons of sound administration of
justice”. However, the acceleration of proceedings which is effected by the Kap-
MuG is not sufficient compensation for the infringement of the right to a fair
trial. Even after the higher regional court has given its model case ruling, the
regional court’s decision in the individual cases can be challenged by each claim-
ant. The claimants are merely precluded from demanding another model case.
However, they can exercise their “normal” procedural rights to appeal the deci-
sion. As the prominent cases of Telekom®® and Daimler”” have shown, model
case proceedings can be excessively lengthy. Both model case proceedings were
established in 2006 and are still ongoing. The duration of the entire proceedings
is also increased by the often complex questions regarding causation and scope
of damages sustained which must be resolved separately for each individual
case.”®

An actual acceleration of proceedings was not achieved by the KapMuG and,
judging by its design, could not even have been expected to be achieved. The
legislator’s true intention of the model case proceedings act becomes apparent
when considering its history of origin: it serves primarily to relieve the courts.*

3 Commission Recommendation of 11 June 2013, C (2013) 3539/3, para 21, 8, can be ac-
cessed online: http://ec.europa.eu/justice/civil/files/c_2013_3539_en.pdf.

34 B. Schneider and H. Heppner, KapMuG Reloaded — das nene Kapitalanleger-Muster-
verfabrensgesetz, BB (2012), p.2703, 2710.

% C. Wolf and S. Lange, Wie nen ist das nene Kapitalanleger-Musterverfabrensgesetz?,
NJW (2012), p. 3751, 3753.

36 23 Kap 1/06 (plaintiff: Kiefer).

%9 Kap 1/06 (plaintiff: Geltl).

38 J.v. Hein, in: C. Brommelmeyer, Die EU-Sammelklage, p.137.

3 Cf. also B. Schneider and H. Heppner, KapMuG Reloaded — das nene Kapitalanleger-
Musterverfahrensgesetz, BB (2012), p. 2703, 2710.
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The KapMuG is often referred to as the lex Telekom because it was enacted in
reaction to the overwhelming number of suits filed after the disastrous Tele-
kom-IPO in 2000. The economy of procedure and relief of the judicial system is
in itself a “reason of sound administration of justice” and can warrant a limita-
tion of individual procedural rights. However, the procedural design of the Kap-
MuG cannot entirely justify the infringement of the individual investors’ right
to a fair trial because it is not very efficient. The economy of procedure is limit-
ed by the fact that the courts’ internal organizational rules (Geschiftsverteilung-
splan) are not overruled by the KapMuG. Even though only one regional court
has jurisdiction over the individual cases, different chambers of the court will be
responsible. In this respect, the regional courts are not relieved at all.

A greater relief for the courts could have been accomplished by extending the
binding effect of the model case ruling to all registered claims (i.e. claims that
have not been filed prior to the model case proceedings). At the moment, inves-
tors who have only registered their claim will likely call upon the regional
courts once the model case proceedings have been resolved in favour of the in-
vestors. As the binding effect of the model case proceedings does not extend to
these individual litigations, all regional courts have to evaluate the facts of each
case again. If the binding effect was extended to all registered claims, the region-
al courts would only have to resolve those questions that were not subject to the
model case proceedings. However, this would limit the investors’ procedural
rights even further. Because they merely registered their claim, they would have
no influence on the model case proceedings and could not even exercise those
rights granted to investors whose individual proceedings have been suspended
(i.e. the right of an intervening party). The legislator discussed such an exten-
sion of the binding effect and dismissed it prior to enacting the KapMuG.*° At
the same time, we realise that this is a rather formal argument as, in reality, there
will most likely be a de facto binding effect. The regional courts that have to
resolve these individual cases will in all probability take the higher regional
court’s verdict into account.

Another disadvantage that renders model case proceedings inefficient is the
duplication of proceedings that is caused by first litigating individual cases on
which then the model cases are built. Afterwards, the individual cases must be
resolved. This procedure is not only time-consuming and costly, as the investors
have to pay the fees for two proceedings,*! but it also binds public resources.

Thus, the conclusion is warranted that the KapMuG severely limits the indi-
viduals’ procedural rights. This is justified by the relief the regional courts gain
due to an aggregation of common questions that are decided by the higher re-

40 Government’s reasoning BT-Drs. 17/10160, p. 25.
# The same applies to the issuer if he loses the proceedings. He then has to pay not only his
own legal fees but also the investors’ fees and court expenses.
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gional court. While the KapMuG is, therefore, constitutional, it must be criti-
cized on a political level as not being as efficient as it could be. The duplication
of proceedings and the fact that the courts” internal organizational rules have
not been adjusted, render proceedings needlessly inefficient.

In light of these disadvantages, there is an ongoing debate in Germany about
redesigning collective actions. This discussion could greatly benefit from taking
into account how different countries have regulated collective redress.

III. Class Actions

Considering the substantial disadvantages of the German model case proceed-
ings, we believe that a comparison with legal systems of countries that use other
types of collective action is in order. Such a different approach to collective litiga-
tion is the class action utilized in the United States, Canada, Australia, Sweden,
Finland, and other countries. While model case proceedings merely answer spe-
cific questions common to all underlying separate proceedings, the class action is
comprehensive. A representative party sues (or is sued) on his own behalf and si-
multaneously on behalf of others (the class).*? Once a class has been established,
there is only one suit on behalf of the entire class and the court decides on the
entire case and not only on common questions. We will briefly highlight the main
characteristics of and differences between class actions in the US and in Sweden.*

1. Class Actions in the USA

The American class action can be considered as the archetype of modern collec-
tive action. Class actions have a long history in the United States. Rule 23 of the
Federal Rules of Civil Procedure (FRCP) which now governs class actions, has
been in force since 1938.*

#2 R. Mulheron, The Class Action in Common Law Legal Systems (2004), p. 3.

# For an in-depth discussion of class actions cf. e.g. D. R. Hensler et al., Class Action Di-
lemmas (2000); R. Mulheron, The Class Action in Common Law Legal Systems (2004);
A. R. Miller, Of Frankenstein Monsters and Shining Knights: Myth, Reality, and the “Class
Action Problem”, 92 Harvard Law Review (1979), p. 664 et seq.; D. R. Hensler, Revisiting the
Monster: New Myths and Realities of Class Action and Other Large Scale Litigation, 11 Duke
Journal of Comparative & International Law (2001), p. 179 et seq.; ]. C. Coffee Jr., Class Wars:
The Dilemma of the Mass Tort Class Action, 95 Columbia Law Review (1995), p. 1343 et seq.;
O. M. Fiss, The Political Theory of the Class Action, 53 Washington and Lee Law Review
(1996), p.21 et seq.; R. H. Klonoff, The Decline of Class Actions, 90 Washington University
Law Review (2013), p. 1 et seq.

# Regarding the revision process of Rule 23 FRCP, see Mulheron, Ibid, p.9 et seq; S. B.
Burbank, The Class Action Fairness Act of 2005 in Historical Context, 156 University of
Pennsylvania Law Review (2008), p. 1439, 1453 et seq.; H. H. Lesar, Class Suits and the Feder-
al Rules, 22 Minnesota Law Review (1937-1938), p. 34, 36 (Concerning the preceding Federal
Equity Rule 48).
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a) Characteristics of a Class Action

Unlike the German model case proceedings, class actions under FRCP 23 are
not limited to claims arising from wrongful behaviour in securities markets. In
fact, the material scope of application is extremely broad, ranging from medical
negligence claims, consumer claims, tobacco claims, and environmental prob-
lems to claims against the government and/or its agencies.*

A class action must satisfy four prerequisites under FRCP 23(a): (1) the class
must be so numerous that a joinder of all members would be impracticable (nu-
merosity); (2) there must be common questions of law (commonality); (3) the
representative party’s claims and defences must by typical of the class (typicality);
and (4) an adequate representation of the class by the representative party must be
ensured. There are several different types of class actions according to FRCP
23(b).** In the context of private enforcement, class actions under FRCP 23(b)(3)
are the most relevant as the legislator had the remedy of mass torts in mind.*” In
the case of mass torts, the damages suffered by individuals and also the liability
and defences of liability can differ significantly within a class. Thus, an aggrega-
tion of claims into one single suit might not be economical. There is a risk that “an
action conducted nominally as a class action would degenerate in practice into
multiple lawsuits separately tried”.*® Therefore, class actions under FRCP 23(b)
(3) must meet further requirements that exceed those laid down in sub-clause (a).
These class actions may only be maintained if the common questions have pre-
dominance over the individual questions. Also, these class actions are subsidiary
and are thus only admissible if no other type of litigation is deemed superior.

If these criteria are met, the court will certify a class and define the class
claims, issues, or defences (FRCP 23(c)(1)(B)). In the case of actions under Rule
23(b)(3), the Court will order class members to be notified in a manner that is
“practicable under the circumstances”. A “reasonable effort” must be made to
notify class members individually. The method of notification is important be-
cause class action judgments are binding to all members of the class who have

# For more detail see R. Mulheron, The Class Action in Common Law Legal Systems
(2004), p. 13.

46 FRCP 23(b)(1)(A) class actions are “incompatible standard” class actions that are in
order, if separate actions would establish incompatible standards; FRCP 23(b)(1)(B) actions
are “limited fund” class actions and FRCP 23(b)(2) class actions have been termed “injunc-
tive” class actions. They serve to settle the legality of a behaviour with respect to the class in
its entirety. For further detail see R. P. Phair, Resolving the Choice-of-Law Problem in Rule
23(b)(3) Nationwide Class Actions, 67 Chicago Law Review (2000), p. 835, 838 with note 11
and the FRCP Advisory Committee Notes to Rule 23(b)(3) (1996).

4 1bid, the FRCP Advisory Committee Notes to Rule 23(b)(3) (1996) pictured: “cases in
which a class action would achieve economies of time, effort, and expense [such as] a fraud
perpetrated on numerous persons by the use of similar misrepresentations [or] a ‘mass acci-
dent’”; R. P. Phair, Resolving the Choice-of-Law Problem in Rule 23(b)(3) Nationwide Class
Actions, 67 Chicago Law Review (2000), p. 835, 838.

# FRCP Advisory Committee Notes to Rule 23(b)(3) (1996).
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not chosen to opt out of the class action by requesting exclusion from the Court,
FRCP 23(c)(2)(B)(v) and (3)(B).

Group litigation by means of class actions has been the subject of a heated
political and legal debate.*” A major point of criticism was the pressure placed
on defendants to settle after a class had been certified. The risk of having to pay
potentially bankrupting sums of damages in case of a class-wide verdict looms
over defendants like the sword of Damocles.”® Another thorn in the side of
corporate defendants was a perceived increase in “forum shopping”; class ac-
tions encompassing several states were often litigated in pro-plaintiff state
courts.” Exorbitant lawyer fees were a further focal point of class action oppo-
nents.”? After intense lobbying from both sides (those in favour and those
against class actions), President George W. Bush signed into law the Class Ac-
tion Fairness Act (2005)>*. Under this act, the federal courts’ jurisdiction has
been expanded significantly.>* Proponents hoped that a transfer from state to
federal courts would limit the application of state law because politicians and
scholars assumed that federal judges are sceptical towards large-scale, mul-
ti-state class actions and would, therefore, reach more moderate certification
decisions. Advocates of the Act argued that federal jurisdiction would counter
local bias and promote a uniform regulation of interstate commerce because the
federal courts’ intuition concerning the needs of the national economy are bet-

#° A. R. Miller, Of Frankenstein Monsters and Shining Knights: Myth, Reality, and the
“Class Action Problem”, 92 Harvard Law Review (1979), p.664, 665. An overview of the
“holy war” on class actions is there provided.

50 Tbid, class actions have consequently been dubbed as “Frankenstein’s Monster”, “legal-
ized blackmail” or a “nuclear bomb”; see dissenting judgment Lumbard, Eisen v. Carlisle &
Jacquelin, 391, 555, 572 (1968): “[...] put an end to this Frankenstein monster posing as a class
action”; M. Handler, The Shift From Substantive to Procedural Innovations in Antitrust Suits,
71 Columbia Law Review (1971), p. 1, 8 et seq; G. Vario, Is the Class Action Really Dead?, 64
Emory Law Journal (2014), p.477, 479; For further detail see R. H. Klonoff, The Decline of
Class Actions, 90 Washington University Law Review (2013), p. 1, 9 et seq.

51 Klonoff, Ibid, p.4; J. C. Coffee Jr., Class Wars: The Dilemma of the Mass Tort Class
Action, 95 Columbia Law Review (1995), p. 1343, 1405 et seq.; S. B. Burbank, The Class Action
Fairness Act of 2005 in Historical Context, 156 University of Pennsylvania Law Review
(2008), p. 1439, 1442. Pointing out that “forum shopping” in itself is not necessarily negative.

52 D. R. Hensler, Revisiting the Monster: New Myths and Realities of Class Action and
Other Large Scale Litigation, 11 Duke Journal of Comparative & International Law (2001),
p- 179, 180; R. H. Klonoff, The Decline of Class Actions, 90 Washington University Law Re-
view (2013), p. 1, 4; G. Vario, Is the Class Action Really Dead?, 64 Emory Law Journal (2014),
p.477,494; A study has shown that in 2006 and 2007, district court judges awarded 15 % of the
total class action settlement sum (US $ 33 billion) to class action lawyers, see B. T. Fitzpatrick,
An Empirical Study of Class Action Settlements and Their Fee Awards, 7 Journal of Empirical
Legal Studies (2010), p. 811, 830 et seq.

53 Class Action Fairness Act of 2005, Pub. L. No. 109-2, 119 Stat. 4.

54 28 U.S. Code sec. 1332(d) (2): “The district courts shall have original jurisdiction of any
civil action in which the matter in controversy exceeds the sum or value of USD 5,000,000,
[...]and is a class action [...]".
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ter than that of state courts.”® Whether these assumptions have proven to be true
is a matter of great controversy amongst scholars.*®

b) The Opt-out Model and its Legal Implications

From a German perspective, however, the strongest point of criticism concern-
ing the American model of class actions is the fact that the court’s decision is
binding for every member of the class. Since the 1966 amendment, members in
class actions under FRCP 23(b)(3) do not need to opt in. Instead, the binding
effect applies to them by default and they merely have the opportunity to opt-
out.” Yet, if a class member did not even know that proceedings were ongoing,
he cannot opt out. As mentioned above, only a reasonable effort to individually
notify class members must be made and the manner of notification needs only
to be practicable under the circumstances (FRCP 23(c)(2)(B)). Important cases
may receive (nation-wide) media attention, but smaller cases often go by unno-
ticed. There is a considerable risk of a class member being bound by a verdict or
an out-of-Court settlement without ever having the opportunity to opt-out.
This infringes on the class members right of a fair trial. Their right of fair hear-
ing®®, especially, could be breached.”

2. Class Actions in Sweden

In Sweden, class actions were introduced by the “Group Proceedings Act” in
2002.%° The prerequisites of Swedish “individual group actions™" are very sim-

% D. Marcus, Erie, The Class Action Fairness Act, and Some Federalism Implications of
Diversity Jurisdiction, 48 William & Mary Law Review (2006-2007), p. 1247, 1290 et seq.

56 P. W. H. Moore, Prepared Statement for the Hearing on “The State of Class Actions Ten
Years after the Class Action Fairness Act” before the Committee on the Judiciary Subcommit-
tee on the Constitution and Civil Justice United States House of Representatives (February
27,2015), can be accessed online: http://ssrn.com/abstract=599019.

57 See T. Eisenberg and G. P. Miller, The Role of Opt-Outs and Objectors in Class Action
Litigation, 57 Vanderbilt Law Review 2004, p. 1529 for a detailed discussion of the right to opt
out; J. C. Coffee Jr., Class Wars: The Dilemma of the Mass Tort Class Action, 95 Columbia
Law Review (1995), p. 1343, 1446 et seq.

8 Art. 103 (1) of the German Basic Law; Art. 6 (1) of the European Convention on Human
Rights.

% With regard to German law: BVerfG (German Federal Constitutional Court), 25 Oc-
tober 1956 — 1 BvR 440/54, NJW 1957, 17; E. Schmidt-Afimann, in: T. Maunz and G. Diirig
(eds.), Grundgesetz, Art.103 GG, para 70 et seq. (2015); dissenting; A. Halfmeier and P.
Wimalasena, Rechtsstaatliche Anforderungen an Opt-out-Sammelverfabren: Anerkennung
auslindischer Titel und rechtspolitischer Gestaltungsspielvaum, JZ (2012), p. 649 et seq.

0 Swedish Group Proceedings Act 2002 (Lag om gruppritteging), official translation can
be accessed online: http://www.government.se/government-policy/judicial-system/group-
proceedings-act. With regard to the legal situation before enactment of the Group Proceed-
ings Act, see R. Nordh, Group Actions in Sweden, 11 Duke Journal of Comparative & Inter-
national Law (2001), p. 381 et seq.

1 Other types of group actions are “organisational group actions” and public group ac-
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ilar to the requirements for class actions under FRCP 23 (b) (3) in the US. Ac-
cording to Section 8 of the Group Proceedings Act: (1) there must be common
questions of law; (2) group litigation must be the best available option; and (3)
the plaintiff must be suited for the purpose of representing the group.®* The
plaintiff must also accurately and sufficiently represent the group to which the
action relates (Section 9 No. 1 Group Proceedings Act). Contrary to class ac-
tions under FRCP 23 (b) (3), however, Sweden has chosen an opt-in model. The
class members specified by the plaintiff’s description are notified and can choose
to join the group litigation. If they do not give notice to the court within a pre-
determined period, they are deemed to have withdrawn from the group (Section
14 Group Proceedings Act). In 2008, the Swedish Government published an
evaluation of the Group Proceedings Act. No changes to the general principle
of an opt-in were proposed.®’

Settlements entered into by the representative and the defendant are only bind-
ing for all class members if the settlement is sanctioned by the court.®* This pro-
tects group members from collusive agreements between the representative and
the other party. It also guards defendants from unfairly high settlement sums.

Due to the opt-in model, the represented class is in all probability (relatively)
smaller than in the US. Thus, the threat faced by defendants is less severe which
presumably leads to a lesser deterring effect of class actions. While this might be
considered a disadvantage of the opt-in model by some®, the current Swedish
model, at least from a European perspective, appears to be nonetheless prefera-
ble. The binding effect of the verdict extends only to those members of the
group (i.e. the class) that have been notified of the proceedings. Thus, their right
to a fair trial and proper hearing is not negatively affected by a class action.

IV. Representative Actions

While class actions prevail in the Nordic countries, some European countries,
such as the Netherlands and France, have chosen a different form of collective
redress — the representative action. The plaintiff needs not be affected by the

tions instituted by an authority at the discretion of the government, Sections 4 et seq. Group
Proceedings Act.

2 E. F. Sherman, Group Litigations under Foreign Legal Systems, 52 DePaul Law Review
(2002), p. 401, 420.

63 Evaluation of the Group Proceedings Act, 17 May 2015, summary in English can be
accessed online: http://www.government.se/information-material/2008/10/evaluation-of-
the-group-proceedings-act---summary-in-english/.

4 S. Grace, Strengthening Investor Confidence in Europe: U.S. Style-Securities Class Ac-
tions and the Acquis Communautaire, 15 Journal of Transnational Law & Policy (2005-2006),
p.281, 295.

%5 Ibid. “[...]demand for an ‘opt-out’ provision to provide greater incentive for settlement and
finality [increases likelihood] that greater corporate governance will be achieved in Europe”.
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wrongful behaviour himself, he sues the defendant on behalf of the group mem-
bers but not for his own sake. The representative’s standing results from an ex-
press legal act. Common representatives are consumer protection bodies, i.e.
foundations or associations.

1. The Netherlands — Opt-out Model

The Netherlands does not have a collective action to compensate damages. Col-
lective redress is solely achieved by means of settlements.®® The Collective Set-
tlement of Mass Damage Act (WCAM) was enacted in 2005.” The WCAM
capitalizes on market forces by allowing the parties to reach an amicable settle-
ment which is then approved by the Amsterdam Court of Appeals. The injured
group is represented by a foundation/association; individuals are not sum-
moned but are notified by letter or public announcement (newspaper). If the
court deems the settlement to be appropriate, it will declare its binding effect on
the defendant and all persons to whom damage has been caused.®®

Once the settlement agreement is binding, all injured persons become party
to the contract. If they accept the settlement, they may no longer file individual
proceedings. However, they can opt out of the settlement at this point and insti-
gate actions themselves. The opt-out period is determined by the court, it can-
not be less than three months. The formal requirements an injured person must
meet to step out of the settlement contract are very light, even an e-mail suffic-
es.®

The WCAM legislator took the right of access to court and the right to a fair
and public hearing very seriously when designing the act.”” The fact that an opt
out is possible after the settlement has been finalized in addition to the relative-
ly smaller population of the Netherlands compared to the US warrants the con-
clusion that the Dutch model does not infringe on the individual’s right to a fair

66 X. E. Kramer, Securities Collective Action and Private International Law Issues in
Dutch WCAM Settlements, 27 Pacific McGeorge Global Business & Development Law Jour-
nal (2014), p.236, 239. In summer 2014, however, Dutch legislature declared its intention to
extend representative actions to the compensation of damages, see X. E. Kramer, Dutch draft
bill on collective action for compensation — a note on extraterritorial application (20 November
2014), can be accessed online: http://conflictoflaws.net/2014/dutch-draft-bill-on-collective-
action-for-compensation-a-note-on-extraterritorial-application/. So far, no legal act has fol-
lowed.

7 Wet collectieve afwikkeling massaschade, WCAM, 23 June 2005, i.e. 2005 Collective
Settlement of Mass Damage Act, published in Staatsblad 2005, no. 340.

% W. H. Van Boom, Collective Settlement of Mass Claims in The Netherlands, in:
M. Casper and N. Janssen et al. (eds), Auf dem Weg zu einer européischen Sammelklage?
(2009), p. 171, 178.

% B. Krans, The Dutch Act on Collective Settlement of Mass Damages, 27 Pacific
McGeorge Global Business & Development Law Journal (2014), p. 281, 298 et seq.

79 Tbid.



112 Anne Glifiner, Manuel Gietzelt and Matthias Casper

trial to the same extent as class actions under FRCP 23(b)(3). Notification by
means of a newspaper is much more feasible in a smaller country than in a coun-

try the size of the USA.

2. France — Opt-in Model

France established representative actions (actions de groupe) in 2014.”" The
scope of application has been restricted to consumer cases concerning the sale of
goods and services as well as competition cases. Similar to the Netherlands,
standing has been granted exclusively to national consumer protection associa-
tions. They may claim compensation of material damages caused by a profes-
sional’s violation of legal or contractual duties on behalf of consumers before
the civil courts of first instance (tribunaux de grand instance).”

The court decides on the defendant’s liability, the composition of the class,
the damages awarded, and the modalities of notifying the consumers.”” The
consumers are notified once the judgment is final.”* Within a predetermined
time-frame (two to six months at the discretion of the court) they now have the
option to join the class.”” After the opt-in period has elapsed, the defendant
transfers the entire amount owed as damages to the representative association.
The association, in turn, distributes it amongst the consumers.”®

The procedure is similar to the Dutch model insofar as the injured person can
only make a decision after the court’s verdict has become legally binding. An-
other similarity is the fact that the parties are encouraged to undertake a medi-
ation process. Should they reach a settlement, it must be approved by the
court.”” However, French representative actions differ significantly from the
Dutch model because France has taken an opt-in approach. This opt-in model
ensures that consumers are not forced into a binding judgment without having
known about ongoing proceedings. In this regard, their right to a fair trial is
respected. Nonetheless, it is an inherent effect of representative actions that the
injured persons do not become party to the proceedings. They do not have legal

7l Loi n°2014-344 relative A la consommation (loi Hamon), JORF n°0065 (18 March,
2014), p.5400; S. Voet, European Collective Redress Developments: A Status Quaestionis, 4
International Journal of Procedural Law (2014), p. 97, 119 et seq.; Concerning the legal situa-
tion before the enactment of the loi Hamon, see S. Grace, Strengthening Investor Confidence
in Europe: U.S. Style-Securities Class Actions and the Acquis Communautaire, 15 Journal of
Transnational Law & Policy (2005-2006), p. 281, 297 et seq.

72 Art. L. 423-1 Code de la consommation (C. comm.).

73 Art. L. 423-3 C. comm. (Jugement sur la responsabilité).

74 Art. L. 423-4 C. comm. An appeal to the Court d’appel and the Court de cassation is
possible.

75 Art. L. 423-5 C. comm. (Adhésion au groupe).

76 Art. L. 423-6 et. seq. C. comm.

77°S. Voet, European Collective Redress Developments: A Status Quaestionis, 4 Interna-
tional Journal of Procedural Law (2014), p. 97, 120.
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standing. This means that they cannot influence the course of the proceedings.
One is tempted to consider this a severe infringement of their right to fair hear-
ing and access to court but both the Netherlands and France do not prevent in-
jured persons from suing the other party individually. The right to fair hearing
in court is, therefore, guaranteed to a sufficient extent.

V. Comparing the Different Types of Collective Action

Private enforcement is carried out by means of collective redress for several rea-
sons. The aggregation of many similar claims arising out of the same or similar
wrongful behaviour (e.g. mass torts) can accelerate proceedings and render
them easier to handle. Public resources (i.e. the courts) are utilized more effi-
ciently. Another motive for collective action is the fact that low value or dis-
persed damages are not often litigated individually. From a law and economics
point of view, the mere existence of collective actions can serve as a deterrent in
these cases because the threat of a lawsuit is increased. The question remains,
which type of collective redress best serves these purposes? In other words:
how can an efficient and speedy procedure be achieved? What kind of action has
the greatest deterring effect in case of behaviour that risks low value damages?
Another aspect that must be taken into account when comparing different types
of collective action is the individual’s right to a fair trial, including access to
courts and a fair hearing. In the end, a weighting of the different interests is
necessary.

The German KapMuG was created to lighten the load of regional courts in
the case of false information of the capital markets. The legislator hoped for an
acceleration of proceedings. However, the complexity of the procedure and the
fact that only specific questions are decided for all individual cases rendered the
model case proceedings to be quite inefficient. Also, the fact that an opt-out is
effectively impossible severely limits the individual investors’ procedural right
to a fair trial.

The strongest deterring effect is achieved in the US. American class actions
pose a severe threat because the size of the class can be very large due to the opt-
out model. At the same time, the class members’ procedural rights are not al-
ways guaranteed. The Swedish model does provide for a fair trial because the
class members must actively join in in order to be bound by the court’s decision.
However, class actions in Sweden are notably less threatening and thus less de-
terring.

Representative actions are more efficient that model case proceedings. Also,
representation by an independent association rather than by an injured member
of the class is advantageous. The representing associations are not as susceptible
to aggressive job creation schemes used by collective redress lawyers. This is a
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decisive difference to the reality of class actions in the US. For good reason,
American class actions have been disparagingly described as a “bounty hunt”
conducted by private attorneys. The promise of generous legal fees induces a
very proactive approach by class lawyers,”® which is strongly criticized by many
scholars, and rightly so.

On the other hand, however, there is an actual risk that associations or foun-
dations do not act solely in the interest of injured persons. The decision to liti-
gate could also be fuelled by a further-reaching agenda. Especially if there is
more than one nation-wide association that represents consumers, a competi-
tion for prestige and influence could emerge.

In summary, every form of collective redress has its advantages — but also has
its disadvantages. With regard to the existing models, however, the French ac-
tion de groupe does seem to be the best option. It is more efficient than model
case proceedings, less prone to induce “bounty hunts” by lawyers and safe-
guards the group members’ procedural rights. Since the act is relatively young,
empirical evidence of its effectiveness has not yet been collected. Hence, a future
evaluation will be necessary. If one prefers the class action model due to its
stronger deterring effect, the opt-in version should be preferred. The effective-
ness of the action in the case of mass torts has to be weighted against the right
to a fair hearing during the proceedings. Such a weighting of interests between
effectiveness and fair hearing favours the opt-in model in the context of a class
action.

VI. The Planned Reform of Collective Action in Germany

In Germany, there is an ongoing debate on a reform of collective redress. The
Green Party has entered a notable draft in May 2014 of an opt-in group action
with an almost unlimited scope of application to replace the KapMuG. Group
actions are planned to be admissible under the same prerequisites as American
class actions under FRCP 23(b)(3) (i.e. commonality, numerosity, typicality,
adequate representation and common questions that predominate over individ-
ual questions).”” Two different types of actions are proposed, an unlimited and
a limited group action. In an unlimited group action the plaintiff can demand
performance or declaratory action on behalf of the group. A single case is filed
and there are no underlying individual cases. The limited group action is similar

78 M. H. Redish, Class Actions and the Democratic Difficulty: Rethinking the Intersection
of Private Litigation and Public Goals, 71 The University of Chicago Legal Forum (2003),
p-71,77. B B

7% Green Party (“BUNDNIS 90/DIE GRUNEN?, currently opposition party) draft
published in BT-Drs. 18/1464 (21 May 2014), p. 4 (proposed new sec. 606 Code of Civil Pro-
cedure [-E]).
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to the KapMuG, it is a single declaratory action followed by several individual
cases.® For both actions standing has not only been granted to group members
(i.e. injured persons) but also to associations.?! Group actions in Germany
would, therefore, be class actions or representative actions. At the same time,
limited actions would remain similar to model case proceedings. Defendants
would not be able to initiate a group action.

According to the draft, after the regional court®? has published the establish-
ment of a group action in the official litigation register, the group members can
declare their opt-in.*> During the course of the proceedings, the regional court
will inform them about all written submissions and interim decisions by means
of a closed electronic information system. The group members who are not the
plaintiff will not actively participate in the proceedings.?* Until the last hearing
has been conducted by the court they will be able to choose to leave the group
by opting out. The verdict is binding for all injured persons who opted in with-
in the predetermined time frame and who did not opt out again.%®

The German Federal Ministry for Justice and Consumer Protection also cur-
rently plans to draft a new act concerning collective redress. But an official draft
has not yet been published. According to State Secretary Billen, the ministry
intends to avoid creating a “procedural monster” with many procedural inter-
mediate stages that can be exploited for delaying proceedings.®® This seems to
be a reaction to the extensive duration of model case proceedings under the
KapMuG. Also, Billen stated that the Ministry does not want to establish class
actions similar to the US because professional class lawyers use these procedur-
al rules as a tool to profit from forcing defendants into inequitable settlements.
Apparently, the ministry envisages a type of representative action where associ-
ations sue on behalf of consumers. The proceedings will be publicly announced

80 Government’s reasoning BT-Drs. 18/1464, p.5 regarding sec. 610-E. At a first glance
this seems to imply a duplication of proceedings as it is the case in the KapMuG. However, if
the model case ruling in a limited group action is in favour of the defendant, the group mem-
bers will not sue individually. If the ruling favours the group members, the defendant will try
to reach an amicable settlement in order to avoid the high costs of numerous individual litiga-
tions. See ibid, page 18 for the convincing argument.

81 Tbid, p.5 (sec. 611-E).

82 Tbid, p. 10 et seq., regional courts are designated as court of first instance in group ac-
tions.

8 Tbid, p.6 (sec. 614-E et seq.).

84 Ibid, p.7 (sec. 620-E). If the plaintiff and the defendant reach an amicable settlement
which is approved by the Court, the group members can opt-out within one month, (sec. 623-
E (1) (2), 625-E).

8 TIbid, p.9 (sec. 627-E).

86 Speech given by State Secretary G. Billen on 28 September 2015 at the national consum-
er protection agency (Verbraucherzentrale Bundesverband) can be accessed online: http://
www.bmjv.de/SharedDocs/Reden/DE/2015/09282015_StBillen_vzbv.html?nn=6704226;
See the Speech given by D. Wiese (Member of Parliament) in the 133" Session of the “Bundes-
tag”, Plenary Protocol 18/133, p. 12955.
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and consumers can then register their claims to achieve a suspension of the stat-
ute of limitations. A verdict in such a ‘model declaratory action’ (Musterfeststel-
lungsklage) will be binding for every consumer who registered his claim. The
ministry hopes to improve the uniformity of the law and the efficient use of
public resources by implementing this collective redress mechanism.

Implementing a representative action is a desirable solution, because it in-
creases the probability for efficient and speedy proceedings. However, as it is
always the case with reforms and regulation, the devil is in the detail. We agree
that an opt-in is preferable to an opt-out model. The Green Party’s draft and
Billen’s statement suggest that consumers must join the group or register their
claim before the verdict has been given. This is a significant difference to the
French opt-in model. In France, consumers can only opt-in once the judgment
has been published. One could accuse the French model of encouraging cher-
ry-picking because the injured person will only join the group if he believes the
judgment to be his best option. If the consumer thinks that he can gain higher
damages by suing individually, he may do so. A possible justification for an opt-
in after the final verdict is the fact that the group members are not party to the
proceedings and cannot influence its course. Their right to a fair trial, especially
to a fair hearing could justify that they are not bound by a verdict without hav-
ing participated in the proceedings.

However, an opt-in after the verdict is legally binding will open the door for
“free riders” who did not participate in the costs of the proceedings. The French
action de groupe is only applicable in consumer cases. As already mentioned,
consumers statistically only sue for damages exceeding €1,950. In order to in-
crease the numbers of the group in cases of low value, dispersed damages (and
thus increase the deterrent effect of group actions), an opt-in after the verdict
has become legally binding could be warranted. Yet, the German reform is of a
much broader scope. It enables not only consumers but also entrepreneurs and
corporations to join group actions. If no consumers are involved, an opt-in up
until the last court hearing (as proposed by the Green Party and the Ministry of
Justice) might be warranted.

As an official draft by the ministry concerning the “model declaratory pro-
ceedings” is still pending, it is not clear, whether this reform can be implement-
ed within the current parliamentary term ending in September 2017. However,
its actual design will have to take group members’ constitutional rights into
account.
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VII. Conclusion

Many individuals will only sue for compensation if their financial damage ex-
ceeds the transaction costs of proceedings. Thus, the deterring effect of liability
provisions cannot fully unfold. Collective action can increase the probability
and extent of litigation and thereby promote the enforcement of the law. Also,
the aggregation of many similar claims can accelerate proceedings and save pub-
lic resources.

The German model case proceedings were created to relieve the courts in
cases of mass torts occurring in capital markets. The procedure is quite complex
and very lengthy. After a model case has been established, all individual pro-
ceedings are suspended. The higher regional court will rule on questions of law
common to all individual proceedings. The decision has binding effect for all
individual proceedings that have been filed up until the ruling. After the model
case ruling has become legally binding, the individual proceedings continue.

Compared to individual litigation model case proceedings have the advantage
of lower costs for each claimant and a promotion of the uniformity of law which
in turn results in an equal treatment of all investors. However, model case pro-
ceedings have several striking disadvantages. Most importantly, the claimants’
right to a fair trial is limited as they merely have the status of an intervening
party even though the binding effect extends to their litigation. This limitation
becomes especially apparent as de facto there is no possibility to opt-out of the
model case proceedings.

On a political level, the limitation of procedural rights would be justified, if
the model case proceedings were efficient and speedy enough. This is not the
case; the extensive litigation in the Telekom and Daimler cases has proven that
model case proceedings can be extremely lengthy. Furthermore, the duplication
of proceedings reduces their efficiency.

If opt-out models are utilized, the number of represented class or group
members is larger than in the case of opt-in models. The damages that need to
be paid are potentially very high. Hence, opt-out models provide for the strong-
est deterring effect. From a law and economics perspective they are ideally suit-
ed for collective action. Yet, opt-in models remain preferable. The claimants’
right to a fair trial outweighs the advantage of a large pool of claimants.

A comparison of class actions, representative actions and model case proceed-
ings has shown that representative actions are advantageous because the repre-
senting association is not as susceptible to aggressive job creation schemes by
collective redress lawyers as an injured member of the group might be.

Hence, should China look for inspiration when drafting a collective action,
an opt-in solution based on the French action de groupe (or the expected new
German model) is advisable. The current German model case proceedings have
proven to be unsuited as a legal transplant.
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Abstract

Together with a number of other countries including China Germany has a
two-tier board system, i.e. its stock corporation law provides for the division
between the management board and the supervisory board. This is different
from most other countries, for example the USA, the United Kingdom, Switzer-
land and others. Both board systems have their assets, yet in principle both
fulfill adequately the task of control over management; there is no clear superi-
ority of one of the two of them. The national board systems are highly path-de-
pendent. Germany has had the supervisory board ever since the late 19 centu-
ry when the state gave up its concession system, i.e. the approval and supervi-
sion of corporations by the state, and introduced a mandatory supervisory
board to take over this task from the state. Germany strictly refuses to give
shareholders the option to choose between the two systems. Labor codetermi-
nation in the supervisory board may be one of the reasons for this refusal. While
European legislators have been rather prudent in regulating board matters,
there has been a considerable de facto convergence between the two systems.
Yet path-dependent divergences remain, as to Germany this is true particularly
in respect of quasi-parity and full-parity labor codetermination in the board of
corporations, but also as regards stakeholder orientation and a codified law of
groups of companies featuring corresponding board duties for both parent and
subsidiary companies. The German Stock Corporation Act and the German
Corporate Governance Code contain extensive provisions on both the manage-
ment board and the supervisory board. The provisions on the supervisory
board have been considerably reformed since the late 1990s. Today, German
corporate governance under the two-tier board system is more or less in line
with international good corporate governance. In Germany there are consider-
able controversies concerning (i) the diversity requirements of 2015, (ii) the defi-
nition of independence for supervisory board candidates, (iii) the pros and cons
of mandatory quasi-parity and full-parity labor codetermination and (iv) the
role of the non-binding German Corporate Governance Code. The article pur-
sues two goals: It informs a non-German audience on the regulation of the su-
pervisory board in Germany, both by law and code, highlighting major current
problems and controversies, and it undertakes a functional assessment of the
experience with and the functioning of the supervisory board in a comparative
perspective.
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I. The German Two-tier Board System in a Comparative Perspective

1. One-tier and Two-tier Boards Systems in Comparative Law
a) Two-tier Board Systems and their Assets

Germany has a two-tier board system.! This system separates the board into a
management board and a supervisory board. The function of the former is as its
name says the encompassing management of the company, management of
course including delegation to and the help of senior management. The function
of the latter is primarily the supervision and control of the management board.
The basis for this is the right of the supervisory board to appoint and, under
certain conditions, to dismiss the members of the management board as well as
to fix their remuneration,’ a power which does not exist in some other two-tier
board countries such as China and makes a fundamental difference.’ The sep-
aration between both boards is mandatory. The major asset of the two-tier
board system is this clear separation between the management function and the
control function, a separation that in Germany is bolstered by strict incompat-
ibility. This system applies only to corporations; in the limited liability compa-
ny (GmbH) there is no mandatory supervisory board unless the company is
codetermined by law.

Traditionally the supervisory board has not confined itself to its control
function but has acted as an advisor of, and sometimes as a co-leader with, the
management board. More recently German supervisory boards have tended to

L Cf. (apart from a host of German language contributions) K. J. Hopt, Comparative
Corporate Governance: The State of the Art and International Regulation, LIX The Ameri-
can Journal of Comparative Law (Am. J. Comp. L.) (2011), p. 1, 21 et seq. with references to
the board systems of many European and other countries; P. L. Davies and K. J. Hopt, Cor-
porate Boards in Europe — Accountability and Convergence, LXI Am. J. Comp. L. (2013),
p-301 and with a more detailed version: idem et al., Boards in Law and Practice: A Cross- Coun-
try Analysis in Europe, in: P. L. Davies, K. J. Hopt, R. G. ]J. Nowak and G. van Solinge (eds.),
Corporate Boards in Law and Practice, A Comparative Analysis in Europe, Oxford (2013),
p-3; M. Roth, Corporate Boards in Germany, in: idem, p.256; H. Merkt, Germany, Internal
and external corporate governance, in: A. M. Fleckner and K. J. Hopt (eds.), Comparative
Corporate Governance, A Functional and International Analysis, Cambridge (2013), p.521;
J. J. du Plessis, B. Grofifeld, C. Luttermann, I. Saenger, O. Sandrock and M. Casper (eds.),
German Corporate Governance in International and European Context, Berlin/Heidelberg,
2nd edn. (2012); K. J. Hopt, The German Two-Tier Board (Aufsichtsrat), A German View on
Corporate Governance, in: K. J. Hopt and E. Wymeersch (eds.), Comparative Corporate
Governance — Essays and Materials, Berlin/NewYork (1997), p.3; idem, The German Two-
Tier Board: Experience, Theories, Reforms, in: K.]J. Hopt, H. Kanda, M .J. Roe, E. Wymeersch
and S. Prigge (eds.), Comparative Corporate Governance — The State of the Art and Emerging
Research, Oxford (1998), p.227; S. Prigge, A Survey of German Corporate Governance, in:
idem, p. 943.

2 Sec. 84 of the German Stock Corporation Act (“Aktiengesetz” or “AktG”).

> Cf. Guo Liand M. Takayuki, The Chinese Board of Supervisors System: An International
Comparison, p.151 et seq. in this book.
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concentrate more on their control function. The traditional Rhineland capital-
ism (“Germany Inc.”) in which industry and banks closely cooperated in the
supervisory boards of major companies by interlocking directorates is quickly
fading away.* Yet in many corporations the supervisory board is still very
powerful,® certainly in family-controlled corporations, but sometimes also in
other major corporations, in particular if they are in financial difficulties or face
an important reorientation, as for example the Deutsche Bank.

b) One-tier Boards Systems and their Assets

Internationally, the one-tier board system prevails, as for example in the United
States, the United Kingdom, Switzerland and other countries. The two-tier
board system exists in Germany, Poland, France, Italy, the Netherlands® as
well as other countries such as China.” The emergence of either one, the one-
tier or the two-tier board system, had historical reasons. In the United King-
dom independent entrepreneurial ownership developed at an early stage with-
out the state or another institution having a function in overseeing management.
In Germany the origin of the mandatory supervisory board was in the 1870s
when the state gave up supervision of stock corporations and entrusted super-
vision to a separate supervisory board instead. Later the emergence of labor
codetermination in German supervisory boards petrified the two-tier structure
while the United Kingdom, never having had such codetermination, stayed
with its one-tier board system.

* W.-G. Ringe, Changing Law and Ownership Patterns in Germany: Corporate Gover-
nance and the Erosion of the Deutschland AG, LXIII Am. J. Comp. L. (2015), p.493. It is
controversial to what degree German banks exercised supervision and control of the stock
corporations, however it certainly was the case when the financial difficulties of the corpora-
tion were looming.

5> There were and are, of course cases, in which the supervisory board is rather a ,retire-
ment home*. Cf. as to China Guo Li and M. Takayuki (fn. 3), p. 164 with reference to: Chang
Jian and Rao Changlin, The Legal Analysis of Perfection of the BoS, Issue 3 Quarterly Journal
of Shanghai Academy of Social Sciences (2001), p. 139, 142 and Liu Miao, The Reconsideration
of the Independent Director System of Our Country, Issue 4 Law Application (2005), p. 43, 44.

¢ P. L. Davies and K. J. Hopt, Boards in Law and Practice: A Cross-Country Analysis in
Europe (fn. 1), p. 1,9 et seq.

7 Cf. Guo Li and M. Takayuki (fn.3). For understanding the Chinese legal system three
articles were particularly helpful: F. Jiang and K. A. Kim, Corporate governance in China:
A modern perspective, 32 Journal of Corporate Finance (2015), p. 190; Qingxiu Bu, Will Chi-
nese Legal Culture Constrain Its Corporate Governance-Related Laws?, 15 No. 1 Journal of
Corporate Law Studies (J. Corp. L. Stud.) (2015), p.103; C. J. Milhaupt, Chinese Corporate
Capitalism in Comparative Context, Columbia Law School Working Paper No. 522 (13 Oc-
tober 2015). See also J. Wang, On Cases Against Corporate Managers for Breaching Their
Duty of Loyalty and/or Duty of Diligence in China, 10 No. 1 Frontiers of Law in China
(2015), p. 78-99.
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The major asset of the one-tier board is that all members of the board have
easy access to information about the company and its management.® At the
same time, at least more recently, the control function is exercised primarily by
independent directors who are full members of the same unitary board. Yet
contrary to the widespread opinion under each of the two systems,” compara-
tive law and experience does not show a clear superiority of one of the two

models.

2. The German Two-tier Board System and its Particularities:
A Legal Survey

a) The Regulation of the Supervisory Board in the Stock Corporation Act

The two-tier board system is regulated in some detail in the German Stock
Corporation Act of 1965. This Act and also the provisions on the two boards
were frequently reformed, in particular by the introduction of (quasi-)parity
labor codetermination in the supervisory board in 1976 and after the rise of the
corporate governance movement in the nineties of the last century, for example
by the Law on Control and Transparency in Enterprises of 1998. The provisions
on the supervisory board in sec. 95-116 of the Stock Corporation Act regulate
the size and the composition of the board particularly in view of labor codeter-
mination. They contain rules on the personal qualification of supervisory board
members, their appointment, term of office and removal. The maximum num-
ber of supervisory board mandates which a member may hold is ten (details in
sec. 100). Strict incompatibility is prescribed by sec. 105. Several provisions
concern the internal organization, the resolutions and the meetings of the su-
pervisory board. Four key provisions set out the duties and rights of the super-
visory board members (sec. 107) and lay down restrictive rules on remuneration
(sec. 113), contracts between the company and supervisory board members be-
yond their supervisory position (sec. 114) and the granting of credits of the com-
pany to them (sec. 115). At the end there is a provision on the duty of care and
responsibility of supervisory boards members (sec. 116). According to the latter
provision the same rules apply as for the duty of care and responsibility of man-
agement board members, but in 2009 a populist addendum was made: Supervi-
sory board members are in particular personally liable for damages if they set
unreasonable remuneration of the management board members. According to

8 P. L. Davies, Board Structure in the UK and Germany: Convergence or Continuing
Divergence?, 2 The International and Comparative Corporate Law Journal (ICCLJ) (2001),
p-435.

9 The academics and practitioners participating in the 1997 conference on comparative
corporate governance at the Hamburg Max-Planck-Institute for Comparative and Interna-
tional Private Law (for the publication see fn. 1), both from Germany and the UK as well as
the USA, were convinced that their respective system was the better one.
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the Equality Act of 2015,'° in listed companies with parity or quasi-parity la-
bor codetermination, the supervisory board shall comprise at least 30 per cent
women and at least 30 per cent men. In the other companies covered by the
Equality Act the supervisory board shall determine targets for the share of
women. The enactment of gender equality in its very demanding form, i.e. a 30
per cent threshold to be reached by stock-exchange traded companies with par-
ity or quasi-parity labor codetermination from 1 January 2016 on for any new
election, has been highly controversial.!

These rules in the Stock Corporation Act contain just the bare skeleton of the
law concerning the supervisory board. There is extensive case law and even
more extensive legal literature, in particular in the typically German “Kom-
mentare”, i.e. many volumes of comments on the law. The Groffkommentar
zum Aktiengesetz deals with sec. 95-116 in 1,450 pages.”> German law is
known for not just being codified law and case law but for being very much
“academic law”. The two leading law reviews in the field are the ZGR and the
ZHR; specialized law reviews include Die Aktiengesellschaft and NZG.

b) The Regulation of the Supervisory Board in the Corporate Governance
Code

The German Corporate Governance Code as of May 2015'® contains non-bind-
ing recommendations for German stock exchange-traded corporations. It aims
at making German corporate governance transparent and better understanda-
ble and therefore also sets out in a nutshell the law concerning management and
control in the corporation. While also containing recommendations regarding
shareholders, the general assembly and the reporting and audit of the annual
financial statements, the main parts of the Code deal with the two boards. As to
the management board the remuneration is regulated in considerable detail. As
to the supervisory board the tasks and responsibilities of the board and its
chairman, the formation of committees, composition and compensation, and
conflicts of interest are regulated. The emphases here are on setting up commit-
tees (most importantly the audit committee, but also the nomination commit-
tee), independent directors (in the supervisory board only) and conflicts of in-
terest. According to the Code members of the management board of a listed
company shall not accept more than a total of three supervisory board man-

1© Law on Equal Participation of Men and Women in Private-Sector and Public-Sector
Management Positions, German Federal Gazette I (2015), p. 642; sec. 25 (1) of the Introduc-
tory Law of the German Stock Corporation Act, German Federal Gazette I (2015), p. 656.

11 C. H. Seibt, Geschlechterquote im Aufsichtsrat und Zielgrofien fiir die Franenbeteili-
gung, Zeitschrift fir Wirtschaftsrecht (ZIP) (2015), p. 1193.

12 K. J. Hopt and M. Roth, Groflkommentar Aktiengesetz, vol. 4, Berlin et al., 4th edn.
(2006).

13" Available on the website of the German Corporate Governance Code Commission.
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dates in non-group listed companies. The Code states expressly that the task of
the supervisory board is to advise regularly and supervise the management
board and that it must be involved in decisions of fundamental importance to
the enterprise.

The 2015 amendments adapt the Code to the Equality Act as to gender equal-
ity, instruct the supervisory board to make sure that new candidates for the
supervisory board can devote the expected amount of time required and recom-
mend transparency where a supervisory board member took partin only half or
less of the meetings of the board and of the committees to which he belongs
(participation by telephone or video conference counts). All these amendments
were very controversial and added to the criticism of the Commission and the
Code in general.™

3. Giving Shareholders a Choice Between the Two Systems
a) The International Trend

The international trend is clearly towards giving shareholders a choice between
the one-tier and the two-tier systems.'® This is the case for example in France,
the Netherlands, Belgium, Luxembourg, Finland and most recently Denmark
as well as in some other non-European countries. Some other countries, includ-
ing Italy and Portugal, even provide for a choice among more than two models.
The European Union as well has provided for a choice between the one-tier and
the two-tier systems in the European Company (Societas Europaea, SE).

b) German Conservatism

Germany is an outlier in this respect. It has consistently refused to give share-
holders a choice between the two systems, even though pleas for such a reform
have long since been on the table.!® Most recently the German Lawyers Asso-
ciation has also recommended such an option to the German legislator by a
large majority of the votes.!” As described before, both systems have developed

4 See K. J. Hopt, Der Deutsche Corporate Governance Kodex: Grundlagen und Praxis-
fragen, in: G. Krieger, M. Lutter and K. Schmidt (eds.), Festschrift fiir Hoffmann-Becking,
Munich (2013), p.563.

15 K. J. Hopt (fn. 1), LIX The Am. J. Comp. L. (2011) p. 1, 22 et seq.

16 For example K. J. Hopt and P. C. Leyens, Board Models in Europe, Recent Develop-
ments of Internal Corporate Governance Structures in Germany, the United Kingdom, France
and Italy, European Company and Financial Law Review (ECFR) (2004), p. 135, 163 et seq.
with further references.

17" German Lawyers Association, 69th Biannual Meeting (Deutscher Juristentag), Munich
2012, Resolutions of the Commercial Law Division, Resolution 19: “The legislature should
give all stock corporations as in the European Company (SE) the choice between the two-tier
and the one-tier board system.” The vote was 53 in favor and 26 opposed, with 5 abstentions.
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for historical reasons, are path-dependent and have their pros and cons. The
shareholders know better than the legislators what suits them, and they also
bear the risk in a competitive environment if they make the second-best choice.
The restraint of Germany is even less justified since the European companies in
Germany do have this choice. The real reason for the restrictive attitude is, be-
sides sheer traditionalism and conservatism, the fact that the trade unions do
everything possible to preserve (untouched) labor codetermination in the
boardroom at parity or quasi-parity, and they know very well that such code-
termination would be much less acceptable in a one-tier board. Thus they shy
away from having the flexible negotiation system in force for the European
Company under European law extended to German corporations.

4. The European Dimension of Board Regulation
a) Low-key Harmonization by Three EU Recommendations

The European Union has done very little as concerns board regulation. This is
understandable, because the far-fetched harmonization plans laid down in the
Draft Fifth Company Law Harmonization Directive failed completely. Yet two
recommendations of the European Commission were quite influential, also in
Germany, not as far as legislation was concerned, but as to recommendations in
the German Corporate Governance Code. The Recommendation of 14 Decem-
ber 2004'® dealt with the remuneration of directors of listed companies and was
revised by the Recommendation of 30 April 2009."” The Recommendation of
15 February 2005% related to the role of non-executive or supervisory direc-
tors and the committees of the (one-tier) board or the supervisory board. For
both Recommendations there is also an Implementation Report.?! Further-
more, as already mentioned, the Statute on the European Company of 2001
extends an option right to the founders and shareholders to choose between the
one-tier board and the two-tier board and contains some basic provisions on the
board. Labor codetermination in the European Company is extensively regu-
lated in a directive that introduces a compromise that is much more flexible and
leaves room for negotiation between capital and labor. More generally it has
been complained in Germany that the focus of the European Commission when
dealing with the board has been on the unitary board, and in so doing extending

18 Commission Recommendation 2004/913/EC as of 14 December 2004 fostering an ap-
propriate regime for the remuneration of directors of listed companies, OJEU L 385/55 (29
December 2004).

1% Complementing Commission Recommendation 2009/385/EC as of 30 April 2009,
COM(2009) 211 final.

20 Commission Recommendation 2005/162/EC as of 15 February 2005, OJEU L 52/51
(25 February 2005).

2l European Commission, Implementation Report as of 2 June 2010, COM(2010) 285 final.
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the same rules to the two-tier board without taking into consideration its spe-
cificities and possibly different problems and needs. In reaction to this criticism
the European Commission has stated several times that it has not taken sides in
the discussion on the pros and cons of the two systems.

b) The European Commission’s Action Plan and its Failure to Address Board
Reform

The European Commission’s Action Plan on European Company Law and
Corporate Governance of December 2012* picked up on the popular topic of
remuneration policies and individual remuneration, though not by imposing
more rules on the board (viz. the supervisory board) but by proposing a remu-
neration report and, more far-reaching, shareholder say on pay. As to this a
draftdirective is pending in the legislative process and may be enacted by winter
2015/16. Yet as to many other reform proposals brought forward in the Member
States the Commission has remained silent. The emphasis on independent di-
rectors that was still preponderant in the Recommendation of 2005 has given
way to a more nuanced view on the composition of the (supervisory) board. In
the end the financial crisis has taught the lesson that while independence is good
to have, supervision and control by persons who have lengthy experience and
are experts in the field is a necessity. An important point for this re-evaluation
may also have been the insight gained after the financial crisis that banks are
special and so is corporate governance of banks.?® Empirical evidence has been
found that companies and boards of those financial institutions that were more
inclined to look after corporate governance and the interests of the shareholders
— L.e. that were perfectly complying with good corporate governance standards
as developed for companies in general — actually did worse during the financial

crisis.?*

22 Furopean Commission, Action Plan: European Company Law and Corporate Gover-
nance — A Modern Legal Framework for More Engaged Shareholders and Sustainable Com-
panies, Brussels, 12 December, COM(2012) 740/2. See K. J. Hopt, Corporate Governance in
Europe, A Critical Review of the European Commission’s Initiatives on Corporate Law and
Corporate Governance, 12 No. 1 New York University Journal of Law & Business (2015),
p.139-213.

2 K.]J. Hopt, Corporate Governance of Banks and Other Financial Institutions After the
Financial Crisis, 13 No. 2 J. Corp. L. Stud. (2013) p.219. On corporate governance of banks
see K. J. Hopt and G. Wohlmannstetter (eds.), Handbuch Corporate Governance von Ban-
ken, Munich (2011); H.-H. Kotz and R. H. Schmidt, Corporate Governance of Banks — A
German Alternative to the Standard Model, Zeitschrift fiir Bankrecht und Bankwirtschaft
(ZBB/JBB) (2016), p.427; K. Johansen, S. Laser, D. Neuberger and E. Andreani, Inside or
outside control of banks? Evidence from the composition of supervisory boards, 43 European
Journal of Law and Economics (2017), p. 31-58.

24 K. J. Hopt (fn.23), 13 No. 2 J. Corp. L. Stud. (2013), p. 219, 239 et seq.
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5. Convergence and Divergence
a) Signs of Convergence

As to the two board systems, a recent comparative study of boards in Europe?®
found that there is considerable convergence of the two systems and gave four
reasons for the phenomenon. First, the one-tier board to a large degree makes
use of delegation to the management and considers as its main task monitoring
the exercise of the delegated powers. Secondly, both boards depend on the man-
agement and the information given to the board by management. Even the deci-
sions the board (viz. the supervisory board) takes must usually be prepared by
management. Thirdly, the movement toward independent directors that has
started in the USA and the United Kingdom is leading to a sort of de facto sep-
aration within the unitary board. Furthermore, the separation between the
CEO and the chairman that has started in the United Kingdom has subsequent-
ly become a good corporate governance requirement and is accepted, even in
stricter regulation, by German legislators. Finally, convergence tendencies exist
also in the exercise of certain functions such as strategy, risk management and
internal control.

b) Path-dependent Divergence

The American theory that corporate law and more specifically the law on
boards will ultimately converge has not been matched by corporate reality,?®
certainly not in its extreme form of “the end of corporate law”.?” This is not the
place to go into this extensive international discussion. It suffices here to point
to the specific path-dependent characteristics of German corporate law, includ-
ing the law on the supervisory board.?® In respect of the board, these path-de-
pendencies include: the two-tier board system, stakeholder orientation, labor
codetermination on the supervisory board and the law on groups of companies
which comprises specific duties for the boards of both the parent company and
the subsidiaries.

2 P. L. Davies and K. J. Hopt (fn. 1), LXI Am. J. Comp. L. (2013), p. 301, 310 et seq.

26 P. L. Davies and K. J. Hopt (fn. 1), LXI Am. J. Comp. L. (2013), p. 301, 356 et seq.

¥ H. Hansmann and R. Kraakman, The End of History of Corporate Law, 89 George-
town Law Journal (2001) p.439; cf. H. Hansmann, How Close is the End of Corporate Law,
31 Journal of Corporate Law (2006), p. 745.

28 Most recently K. J. Hopt, Law and Corporate Governance: Germany within Europe,
27 No. 4 Journal of Applied Corporate Finance (JACF) (2015), p. 8-15.
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II. The German Law of the Supervisory Board:
Problems and Experiences

1. The Composition of the Board, in Particular Labor Codetermination
and the Stakeholder Perspective

a) Quasi-parity Labor Codetermination in German Boards

The primary characteristic of the boards of major German stock corporations is
labor codetermination.? Labor codetermination in the boardroom is quite com-
mon in Europe, but only up to one third of the supervisory board members as
in China®®. According to the Codetermination Act of 1976, corporations with
more than 2,000 employees are subject to quasi-parity labor codetermination.
Quasi-parity means that both capital and labor have an equal amount of seats in
the supervisory board, but in cases of deadlock the chairman of the supervisory
board has a double vote. About 280 stock corporations and altogether 700 com-
panies are subject to quasi-parity labor codetermination.’’ Besides quasi-parity
labor codetermination, there are still two other forms of codetermination.
About 695 stock corporations and altogether 1,500 companies are subject to
one-third-parity codetermination, this codetermination with a third of the seats
of the supervisory board going to labor is mandatory for companies with more
than 500 employees. But there is also full parity labor codetermination. This is
mandatory on coal, iron and steel companies and, upon pressure by the trade
unions, was kept by the legislature even for those companies that are no longer
active in these sectors. In full parity codetermination the law provides for an
additional independent member, the 21%, who casts the decisive vote in case of a
deadlock. The number of companies under full parity codetermination is small,
but altogether around 1,000 stock corporations in Germany are subject to labor
codetermination in their boards. Labor codetermination is in principle limited
to the supervisory board, but in companies with more then 2,000 employees a
“labor director” (Arbeitsdirektor) must be appointed in the management board.
Usually he is a member of a trade union which is represented in the company.

b) The Experience with Labor Codetermination

To begin with one should realize that quasi-parity amounts in most cases to full
parity since the chairman of the supervisory board will be very reluctant to
make use of the second voice in order not to spoil labor relations in the corpora-

29 See the comprehensive commentary by P. Ulmer, M. Habersack and M. Henssler (eds.),
Mitbestimmungsrecht, Munich, 3rd edn. (2013). For a comparative evaluation see P. L. Davies
and K. J. Hopt (fn. 1), LXI Am. J. Comp. L. (2013), p. 301, 339 et seq.

30 Guo Liand M. Takayuki (fn. 3).

31 For these and the following figures see M. Roth (fn. 1), p.256, 288 et seq. with further
references.
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tion. In nearly all cases compromises will be found before the double vote comes
into the play. Furthermore, under German law the influence of labor interests
are further strengthened by the fact that the stakeholder perspective is manda-
tory for the managementboard. Under the predecessor of the Stock Corporation
Act of 1965 this was stated expressly in the Act. The 1965 Act says only that the
management board has direct responsibility for the management of the compa-
ny.”? Yet it is generally understood that this does not amount to a change, instead
meaning that the management board has to manage the company not just in the
interest of the company’s shareholders, but also has to take into consideration
the interest of labor and the public good and to weigh these interests.”

More generally the consequences of labor codetermination on the corpora-
tion and on the economy are very much disputed, the debated opinions, argu-
ments and standpoints being very often politically motivated. The empirical
studies are for the most part contradictory, and there is a full break between the
evaluation by most economists on the one side and the sociologists on the other
side.’® The latter emphasize the contribution of labor codetermination to com-
promise solutions and the appeasement of capital and labor, and indeed in the
reorganization process of Eastern German companies after reunification, labor
codetermination definitely helped. This is also true in cases of financial difficul-
ties, when lay-offs and other major cuts in labor conditions are necessary for the
survival of the company. On the other side there are considerable disadvantages
such as the slowing down of the decision-making process, less readiness to agree
to a restructuring of the company having consequences for labor, no openness
to (hostile) takeovers, in particular if the bidder comes from abroad, and a
strong reluctance to accept new management board members if they have a re-
cord of restructuring and of investments abroad and if there are fears that the
workforce at home will be diminished. All this carries consequences and costs
not only for the single enterprise but also for the economy as a whole, though
right now the German economy does not fear this in terms of competitiveness.
But on the European level it cannot be disputed that German labor codetermi-
nation was one of the major stumbling blocks for the harmonization of compa-
ny law in the European Union (for which opinions differ as to the pros and
cons). The European Company came about only after many decades and under

32 Sec. 76 (1) of the German Stock Corporation Act.

3 U. Hiffer and J. Koch, Aktiengesetz, Munich, 12th edn. (2016), sec. 76 with many ref-
erences.

3 K. Pistor, Corporate Governance durch Mitbestimmung und Arbeitsmdérkte, in: P. Hom-
melhoff, K. J. Hopt and A. v. Werder (eds.), Handbuch Corporate Governance, Cologne, 2nd
edn. (2009), p.231; idem, Codetermination: A Sociopolitical Model with Governance Exter-
nalities, in: M. M. Blair and M. J. Roe (eds.), Employees and Corporate Governance, Washing-
ton D. C. (1999), p. 163; E. McGaughey, The Codetermination Bargains: The History of Ger-
man Corporate and Labour Law, LSE Law, Society and Economy Working Papers (October
2015).
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a very difficult, costly and burdensome compromise. The European Private
Company had to be abandoned by the European Commission, primarily due to
German labor codetermination. Consequently, industry and academia propos-
als providing solutions more flexible than fully mandatory labor codetermina-
tion have been brought forward, but up to now without any prospects of being
accepted by legislators. In any case, German (quasi-)parity labor codetermina-
tion is not welcome in most of the other Members States of the European Union,
a fact that is even conceded by foreign labor lawyers.*

2. The Internal Structure of the Supervisory Board and its Relation to
the Management Board

a) The Internal Structure and Functioning of the Supervisory Board

Germany has by far the largest boards in Europe.*® This is mostly due to labor
codetermination. For companies subject to quasi-parity codetermination the
board must comprise 12, 16 or 20 supervisory directors, depending on the num-
ber of employees in Germany (only in Germany and not abroad - this being an
issue which is pending before the courts). In companies subject to full parity
codetermination the board has 21 members. It is generally understood that a
smaller size would be preferable for the work of the board. This is one of the
reasons why German companies sometimes choose the legal form of a European
Company, under which there is more flexibility.?”

Traditionally, independent directors are not mandatory under the German
Stock Corporation Act, neither in the management board nor in the superviso-
ry board. But since 2005, in the case of companies that are oriented toward the
capital market,’® at least one member of the supervisory board must have ex-
pert knowledge in the fields of accounting or annual auditing. In the reform
discussion it has been claimed that expert knowledge not only in one, but in
both fields should be required. Yet under the German Corporate Governance
Code independent directors are deemed appropriate.®® It is controversial wheth-

3 P. Davies, Efficiency Arguments for the Collective Representation of Workers: A Sketch,
Oxford Legal Studies Research Paper No. 66/2014.

36 Heidrick and Struggles, Challenging board performance, 2011, p.37; M. Roth (fn. 1),
p-256, 285 et seq.

% M. Roth (fn. 1), p. 256, 286.

38 Sec. 100 (5) of the German Stock Corporation Act. See the definition in sec. 264d of the
German Commercial Code: companies that are listed at an organized market in the sense of
sec. 2 (5) of the Securities Act (WpHG) or that have applied to be listed. Cf. H. Gesell,
Priifungsausschuss und Aufsichtsrat nach dem BilMoG, Zeitschrift fiir Unternehmens- und
Gesellschaftsrecht (ZGR) (2011), p.361, 383 et seq.; E. Vetter, Der Priifungsausschuss in der
AG nach dem BilMoG, ZGR (2010), p.751, 780 et seq.; and briefly U. Hiiffer and J. Koch
(fn.33), sec. 107 comment 26.

% German Corporate Governance Code (fn. 13), no.5.4.2: “The Supervisory Board shall
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er labor representatives in the supervisory board who are employed by the cor-
poration can really be considered as independent as the trade unions and the
government maintain.*® As to union members in the supervisory board the law
and experience in the Netherlands is interesting, there only members of unions
that are not dealing with the corporation are admitted. But it must be kept in
mind that since the financial crisis the pendulum has swung back from too
much reliance on independent directors to emphasizing more the competence
and experience of supervisory board candidates. According to the Code the
supervisory board has to be composed in such a way that its members as a group
possess the knowledge, ability and expert experience required to properly com-
plete its tasks.

German law allows only natural persons to be member of the supervisory
board. This is in contrast to the law in other countries and has been criticized
also in Germany. Several further personal qualifications in the law are of a neg-
ative nature.* First, as mentioned before, the supervisory board member may
not have more than 10 supervisory board mandates in other commercial enter-
prises which are required by law to form a supervisory board. In the reform
discussion, allowing only five has been considered more appropriate and the
German Corporate Governance Code recommends only three (with an excep-
tion for groups of companies).*” Then the law provides for incompatibilities
between a seat in the supervisory board and being the legal representative of a
controlled enterprise of the company, and it prohibits certain interlocking di-
rectorships. The most recent provision dating from 2009 provides that a person
may not be a member of the supervisory board where he or she was a member
of the management board of the same listed company during the past two years,
unless he is elected upon nomination by shareholders holding more than 25 per
cent of the voting rights of the company. This provision stopped the former
widespread practice of changing over from the management board into the chair
of the supervisory board, but it is generally criticized for being excessively
broad and inflexible.®

As to the internal organization of the supervisory board, the law addresses
the formation of committees but is very lenient and, without mandating, merely
allows the supervisory board to appoint among its members one or more com-

include what it considers an adequate number of independent members.”, no. 5.3.2: The chair-
man of the audit committee shall be independent.

40 Similarly in China the employee-supervisory system is criticized because employees
are under the control of the managers whom the board of supervisors should monitor.

# Sec. 100 (2) of the German Stock Corporation Act.

#2 K.]J. Hopt and M. Roth (fn. 12), sec. 100, comment 48; German Corporate Governance
Code (fn.13), no.5.4.5.

# Cf. E. Siinner, Die Wahl von ausscheidenden Vorstandsmitgliedern in den Aufsichtsrat,
Die Aktiengesellschaft (AG) (2010), p. 111; U. Hiiffer and J. Koch (fn. 33), sec. 100, comment
16 with further references.
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mittees, in particular for purposes of preparing deliberations and resolutions or
for supervising the execution of its resolutions. Not even an audit committee is
mandatory by law, but if an audit committee is set up in a company which is
oriented towards the capital market at least one member of it has to be inde-
pendent and have the above-mentioned expertise in the fields of accounting or
annual auditing.** But the German Corporate Governance Code recommends
the formation of three committees: for audit, nomination and compensation,
the audit committee of course being the most important among them. Nearly all
major stock corporations have these three committees, in financial institutions
even more, in particular a risk committee. According to the Code the chairman
of the supervisory board shall not be chairman of the audit committee.
Further requirements concern the compensation of supervisory board mem-
bers and contracts with them. The compensation must be determined either in
the articles or be set by the shareholders meeting. It shall bear a reasonable rela-
tionship to the duties of the members of the supervisory board and the condi-
tion of the company.* Contracts entered into by a supervisory board member
on the provision of professional services in addition to his services as such a
member or on undertaking a special assignment require the consent of the su-
pervisory board in order to be valid.*® This has led to a considerable change of
the former board practices under which supervisory board members received
additional compensation, which called their independence into question.*’

b) The Relations Between the Supervisory Board and the Management Board.:
Control Ex Ante and Co-decision in Fundamental Affairs

The conception of the Stock Corporation Act is that while the two boards have
clearly separate functions and the main task of the supervisory board is the
control of management, the two boards should cooperate in running the corpo-
ration, not only in daily business but also in strategic decision-making. The
supervisory board has been characterized as a “co-deciding control organ”.*¥ It
is not questioned that the advice of the supervisory board is considered to be
important for the management board, despite the fact that management is legal-
ly reserved to the management board. Under the impression of the scandals and
failures in the early 1990s, the emphasis as to the function of the supervisory

# Sec. 107 (4) of the German Stock Corporation Act. See also supra fn.39.

# Sec. 113 (1) of the German Stock Corporation Act. Cf. also German Corporate Govern-
ance Code (fn. 13), no.5.4.6.

6 Sec. 114 of the German Stock Corporation Act. See also sec. 115 of the German Stock
Corporation Act, which regulates the grant of credit to a supervisory board member.

# The case law is rather strict and strikes down attempts of corporate practice to evade the
requirement of consent. See the recent decision of the Federal Supreme Court (Bundesgericht-
shof), BGHZ 194, 14 = Neue Juristische Wochenschrift (NJW) (2012), p.3235 — Fresenius-
case.

4 K.J.Hopt and M. Roth (fn. 12), sec. 111, comments 52 et seq.
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board has moved from mainly ex post control to also control ex ante with a
preventive function. This implies that the supervisory board also has, though
limited, a right of entrepreneurial initiative.*” Under certain circumstances the
law goes further and empowers the supervisory board with important entrepre-
neurial tasks, for example as to those management tasks for which the consent
of the supervisory board is necessary under the articles of association. Under a
reform act of 2002, the articles or the supervisory board is even obliged by law
to determine that specific types of transactions may be entered into only with
the consent of the supervisory board.”® According to some voices the consent
requirement should apply to all fundamental decisions in the company, yet this
would go too far.”! Among other instances of legally mandated co-decision of
the two boards,” one should be mentioned specifically. The Takeover Act al-
lows the management board to take frustrating actions against a (hostile) take-
over bid if the supervisory board gives its consent.> With this provision the
German legislature has made use of the right given by the Takeover Directive to
opt out of the anti-frustration rule. It is quite obvious that the legislators, under
the influence of German industry and not-so-independent academics, expect
that a coalition of the two boards and labor will fight off unwelcome takeovers,
in particular if they come from abroad.>*

3. The Tasks, Rights and Duties of the Supervisory Board, in Particular
Control Over the Management Board

a) The Tasks, Rights and Duties of the Supervisory Board

The supervisory board has several rights that enable it to control management.
The primary right has already been mentioned, namely the right to nominate
and possibly to dismiss the members of the management board for cause as well
as the right and sometimes the duty to sue members of the management board
in the court. This strong position of the German supervisory board is different

# K.]J. Hopt and M. Roth (fn. 12), sec. 111, comments 84 et seq.

50 Sec. 111 (4) sentence 2 of the German Stock Corporation Act; K. J. Hopt and M. Roth
(fn.12), sec. 111, comments 595 et seq.

51 K. J. Hopt and M. Roth (fn. 12), sec. 100, comments 608 et seq.; yet the formula used in
the German Corporate Governance Code (see fn. 13), no. 3.3, seems to cover all transactions
of fundamental importance.

52 See the list in K. J. Hopt and M. Roth (fn. 12), sec. 111, comments 67 et seq.

53 Sec. 33 (1) sentence 2 (at the end) of the German Takeover Act (“Wertpapieriibernah-
megesetz” or “WpUG”).

5 As to the decisive influence of German lobby on the watering down of the Takeover
Directive under Gerhard Schréder, while he was still sitting in the board of Volkswagen as
presiding minister of Lower Saxony, cf. K. J. Hopt, La treiziéme directive sur les OPA-OPE
et le droit allemand, in: Aspects actuels du droit des affaires, Mélanges en I’honneur de Yves
Guyon, Paris (2003), p. 529, 538; R. Skog, The Takeover Directive. An endless saga?, 13 Euro-
pean Business Law Review (EBLR) (2002), p.301.
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in some other two-tier systems such as China.*® The supervisory board has
extensive rights of inspection and information in order to fulfill its control
function.’® The information right of the supervisory board is essential and goes
very far. Usually the supervisory board gets its information from the manage-
ment board, but under special circumstances also directly from key function
holders in the corporation, for example from the compliance officer or the heads
of the corporation’s risk management and internal audit. The supervisory board
may also commission individual members or, with respect to specific assign-
ments, special experts to carry out the inspection and examination of the books
and records of the company as well as the assets of the company. The superviso-
ry board shall instruct the auditor as to the annual financial statements and
consolidated financial statements. The supervisory board represents the com-
pany both in and out of court as against the management board. This is particu-
larly relevant if one or more members of the management board have violated
their duties. In such cases the supervisory board is usually under a legal obliga-
tion to enforce the liability claim of the company before the courts.”” Further
rights of the supervisory board against the management board and its members
concern, inter alia, remuneration, the competition of management board mem-
bers with the company, the extension of credit to them and in particular the
information duties of the management board towards the supervisory board.

b) The Experience with the Control of the Supervisory Board
over the Management Board

Opverall the prevailing opinion in Germany unlike in China®® seems to be that the
experience made with the control of the supervisory board on the management
board, while by no means being perfect, is still more or less satisfactory, though
there are of course cases where this control has failed. This has particularly been
the case with the German state banks during the financial crisis.*® Yet the finan-
cial crisis and the situation of the German state banks were exceptional, and the
experience made there cannot be easily transposed to corporations in general.®
As a consequence the regulation and supervision of banks after the financial
crisis have stiffened dramatically, and rightly so since the corporate governance
of banks is very special and cannot be equated with the corporate governance of

% Guo Liand M. Takayuki (fn. 3).

%6 See in detail sec. 111 of the Stock Corporation Act.

7 See infra 11 4 a.

8 Guo Li and M. Takayuki (fn.3): Chinese scholars give very low marks to the Chinese
board of supervisors.

% H. Hau and M. Thum, Subprime Crisis and Board (In) Competence: Private v. Public
Banks in Germany, INSEAD Working Paper No. 2010/45/FIN (21 June 2010).

%0 D. Weber-Rey, Ausstrablungen des Aufsichtsrechts (insbesondere fiir Banken und Ver-
sicherungen) anf das Aktienrecht — oder die Infiltration von Regelungssitzen?, ZGR (2010),
p-543.
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non-banks.®! Yet also as to the latter there is a discussion whether the liability
provisions need to be improved, as will be discussed in the next section.

4. The Liability of the Supervisory Board
a) The Legal Situation

The members of the supervisory board are liable if they violate their duties of
care and of loyalty in the same way as management board members.®* This
means that the extensive, well-established doctrine and case law on such liabil-
ity®® are applicable by analogy to supervisory board members too. The mem-
bers of the supervisory board are liable individually. In case of illegal actions by
other members or the board as a whole they must not only abstain from voting,
but take the necessary action including informing the chairman of the board or,
if need be, the shareholders and in the case of banks in extreme cases even the
bank supervisory agency. The analogous application encompasses also the busi-
ness judgment rule, according to which directors are not deemed to have violat-
ed their duties if, at the time of taking the entrepreneurial decision, they had
good reason to assume that they were acting for the benefit of the company on
the basis of adequate information.®* Furthermore, by the same analogy super-
visory board members bear the burden of proof in the event of a dispute as to
whether or not they have employed the care of a diligent and conscientious di-
rector.®® Yet this rule has become subject to serious criticism, in particular re-
garding cases in which a director has already left the corporation and has no
more access to the corporate files.®

b) The Experience: Growing Risk of Liability After the Financial Crisis

The German liability regime for directors, both management and supervisory
board members, is rather far-reaching and strict when one looks solely at the
Stock Corporation Act. But traditionally there has been little enforcement,
though a number of cases have arisen, in particular as to limited liability com-

1 Supral4b.

62 Sec. 116 of the German Stock Corporation Act (refers back to sec. 93 on the liability of
the members of the management board).

63 See most recently the extensive comments by K. J. Hopt and M. Roth, Groffkommentar
Aktiengesetz, Berlin, 5th edn. (2015), sec. 93 with many references.

4 Sec. 93 (1) sentence 2 of the German Stock Corporation Act. As to the business judg-
ment rule see R. Veil, Business Judgment Rule, lecture at the conference held at the Tongji
University in Shanghai on 23 and 24 October 2015; K. J. Hopt and M. Roth (fn. 12), sec. 93,
comments 61-131; K. J. Hopt, Die business judgment rule, Ein sicherer Hafen fiir unterneh-
merische Entscheidungen in Deutschland und in der Schweiz, in: R. Waldburger et al. (eds.),
Law & Economics, Festschrift fiir Peter Nobel zum 70. Geburtstag, Bern (2015), p. 217.

%5 Sec. 93 (2) sentence 2 of the German Stock Corporation Act.

%6 See infra fn.70.



The German Law of and Experience with the Supervisory Board 139

panies (GmbH) and small cooperative banks. This is in line with international
findings on the liability or rather non-liability of outside directors and seems
also to be the case in China®. Yet the ARAG/Garmenbeck decision of the
German Federal Court of Appeals (Bundesgerichtshof)®® and the financial cri-
sis have led to an important change; under the former the supervisory board is
required to bring an action against a management board member who has vio-
lated his duties, and the financial crisis has evidenced gross management mis-
takes with enormously high damages. Now many cases are brought, both under
civil law and under criminal law.®” As a consequence there is an ongoing, con-
troversial discussion on the reform of the liability regime for directors, yet most
recently the German Lawyers Association has sought only minor reforms (in-
cluding changing the burden of proof on the side of the director) while leaving
the system as such untouched.”” Up to now there are no signs that German
legislators will step in, after having ceded in 2010 to populists claims in favor of
prolonging the limitation period for liability claims to 10 years if the corpora-
tion is listed at the stock exchange.”!

5. Concurring Control by Shareholders, Auditors and the Markets
a) Control of the Shareholders over the Board

The control of the supervisory board over the management board works fairly
well, but as we have seen is by no means perfect. It is therefore important to
consider whether there are other persons, institutions and mechanisms that also
exercise control. These are first of all the shareholders, i.e. the principals who
have entrusted the supervisory board to exercise for them the control function
over the management board. The shareholders control the supervisory board

¢ F. Xiangxing Hong, Director Regulation in China: The Sinonization Process, 19 Mich-
igan State Journal of International Law (2011), p. 501, 532 et seq., 548, 549; Tang Xin, Direc-
tors’ liability in Chinese stock corporations — deficiencies and the need for a reform, lecture at
the conference held at the Tongji University in Shanghai on 23 and 24 October 2015. Cf. Also
R. Lee, Fiduciary Duty Without Equity: “Fiduciary Duties” of Directors Under the Revised
Company Law of the PRC, 47 Virginia Journal of International Law (Va. J. Int’l L.) (2007),
p- 897,909 et seq.

%8 This landmark case ARAG/Garmenbeck is a decision by the Supreme Federal Court
(Bundesgerichtshof) of 21 April 1997, BGHZ 135, 244 = ZIP (1997), p. 883.

% See the references given by K. J. Hopt, Die Verantwortlichkeit von Vorstand und Auf-
sichtsrat, ZIP (2013), p. 1793 et seq.

7% German Lawyers Association (fn. 17), 70th Biannual Meeting (Deutscher Juristentag),
Hannover (2014). Cf. K. J. Hopt, Die Reform der Organhaftung nach §93 AktG — Bemer-
kungen zu den Beschliissen des 70. Deutschen Juristentages 2014, in: T. Ackermann and
J. Kéndgen (eds.), Privat- und Wirtschaftsrecht in Europa: Festschrift fiir Wulf-Henning Roth
zum 70. Geburtstag, Munich (2015), p. 225.

71 Sec. 93 (6) of the German Stock Corporation Act as of 1998. This has been criticized by
most commentators and also by the German Lawyers” Association.
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directly by electing and, if necessary, revoking its members.”> Revocation is
possible before expiration of the term of office, which is usually up to five
years,”® but only with a qualified majority of three-fourths of the votes cast.
The shareholders also have an indirect influence on the revocation of manage-
ment board members by the supervisory board. Normally the supervisory
board members are elected for five years and may not be dismissed earlier unless
for cause. Yet such cause is also deemed to be a vote of nonconfidence by the
shareholders’ meeting, unless such vote of no-confidence was made for mani-
festly arbitrary reasons.”* Furthermore the shareholders meeting may adopt a
resolution whereby claims of the company for damages against certain manage-
ment board members shall be asserted and, if the facts are unclear, that special
auditors shall be appointed. In both cases the resolution is adopted by a simple
majority and, if this majority is not reached, there are special rights for a minor-
ity with a share capital of one per cent or shares of at least 100,000 Euros (nom-
inal value).”” The experience made with these rights shows, however, that they
are rarely exercised due to the rational apathy of small shareholders; a con-
trolling shareholder, by contrast, will have his way, at least in the end, through
his influence on the supervisory board members. Yet more recently the rise of
institutional shareholders may lead to more control, at least indirect control,
over the management board.

b) Transparency and the Role of Auditors and Other Gatekeepers

Transparency and disclosure are well-known means of corporate governance
and help also to discipline management.”® Transparency and disclosure re-
quirements, both by corporate law and even more so by capital market law, have
become increasingly strict, partly because of the influence of European law.
Traditionally the most important part of transparency and disclosure is the an-
nual accounts, but they come only ex post, while capital market law require-
ments on disclosure usually function ex ante. Control by transparency and dis-
closure presupposes, of course, reliability, as well as control by independent
external agents such as auditors. The law on auditing and auditors has been re-
formed most recently by the European Union in reaction to the financial crisis

72 Sec. 101 and 103 of the German Stock Corporation Act.

73 See more precisely sec. 102 of the German Stock Corporation Act.

74 Sec. 84 (3) sentence 2 of the German Stock Corporation Act.

75 Sec. 147 et seq. of the German Stock Corporation Act on the assertion of damage claims
and sec. 142 et seq. on the special audit.

76 On the role of disclosure there is vast legal and economic literature, see e. g. R. Kraak-
man, J. Armour, P. Davies, L. Enriques, H. Hansmann, G. Hertig, K. J. Hopt, H. Kanda,
M. Pargendler, W.-G. Ringe and E. Rock (eds.), The Anatomy of Corporate Law, 3rd ed.,
Oxford (2017), p.245 et seq.; S. Grundmann, W. Kerber, S. Weatherhill (eds.), Party Autono-
my and the Role of Information in the Internal Market, Berlin/New York (2001).
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and is now rather strict.”” Other gatekeepers like rating agencies, financial an-
alysts and proxy advisers help by evaluating the companies and the performance
of the management. They are becoming increasingly regulated, again mostly as
a consequence of European law.”®

¢) The Control of the Markets Over the Board, in Particular of the Market
for Corporate Control: Limited Experience

Apart from internal corporate governance there is external corporate govern-
ance exercised by the markets. Markets that are relevant for disciplining man-
agement are the product market, the labor market (market for corporate direc-
tors) and the market for corporate control. The product market functions well,
though of course varying according to the relevant sector; the market for corpo-
rate directors functions well too, albeit more nationally as foreign directors on
German boards are still the exception, though recently their number is increas-
ing. While M & A is blossoming also in Germany, the actual market for corpo-
rate control, i.e. via public takeover, has traditionally not been very developed,
hostile takeovers being very rare.”” One reason for this is the fact that German
shareholdership is for the most part not dispersed, with families and groups of
companies most frequently in control. Another reason is the fact that German
law did not adopt the anti-frustration rule British style, but rather allows man-
agement to take defensive actions without asking the general assembly for its
consent. Under the German takeover act it is sufficient if the supervisory board

agrees.™

77 See K. J. Hopt, Abschlusspriifung in Deutschland und Europa nach der europiischen
Reform von 2014, ZGR (2015), p. 186 and further contributions to issue 2 of this law review,
p-186-324; H. Merkt, Die Zusammenarbeit von Aufsichtsrat und Abschlusspriifer nach der
EU-Reform: Mut zur Erwartungsliicke, 179 Zeitschrift fiir das gesamte Handelsrecht und
Wirtschaftsrecht (ZHR) (2015), p. 601.

78 P. C. Leyens, Informationsintermedidire des Kapitalmarkts — Private Marktzugangs-
kontrolle durch Abschlusspriifer, Bonititsrating und Finanzanalyse, Professor thesis at Ham-
burg University Faculty of Law May 2015, forthcoming.

79 But cf. the hostile takeover activities of the Chinese Uni Fosum against the BHF-Bank,
cf. Tai- Chi gegen deutsches Investmentbanking, Frankfurter Allgemeine Zeitung, No. 175 (31
July 2015), p.22.

80 For a detailed criticism of German takeover law in this respect cf. K. J. Hopt, Takeover
Defenses in Europe: A Comparative, Theoretical and Policy Analysis, 20 Columbia Journal of
European Law (CJEL) (2014) p.249; see also M. Rowoldt and D. Starke, The role of govern-
ments in hostile takeovers — Evidence from regulation, anti-takeover provisions and govern-
ment interventions, 47 International Review of Law and Economics (2016), p. 1-15.
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III. Summary

1. Together with a number of other countries Germany has a two-tier board
system, i.e. its stock corporation law provides for a (mandatory) division be-
tween the management board and the supervisory board. This is different from
most other countries, for example the USA, the United Kingdom, Switzerland
and others that have a one-tier or unitary board. Both board systems have their
assets: the two-tier system offering the clear division of management and con-
trol function, the one-tier system providing the direct information flow within
the board, also to independent directors. Yet in principal both fulfill adequately
the task of control over management; comparative law and experience does not
show a clear superiority of one of the two systems.

2. The national board systems are highly path-dependent. Germany has had
the supervisory board ever since the late 19" century when the state gave up its
concession system, i. e. the approval and supervision of corporations by the state,
and introduced a mandatory supervisory board to take over this task from the
state. More recently, the traditional Rhineland capitalism (“Germany Inc.”) in
which industry and banks closely cooperated in the supervisory boards of major
companies by means of interlocking directorates has been quickly fading away.

3. Germany has stuck to the two-tier system ever since and strictly refuses to
give shareholders the option to choose between the two systems. This is so de-
spite the fact that the European Company that exists under German law does
have such an option as required by European law. Labor codetermination in the
supervisory board may be one of the reasons for this refusal.

4. While European legislators have been rather hesitant in regulating board
matters, there has been a considerable de facto convergence between the two
systems. Still, path-dependent divergences remain; as to Germany this can be
seen in particular in quasi-parity and full parity labor codetermination in the
board of corporations, but also in stakeholder orientation and a codified law of
groups of companies with corresponding duties of the board of both the parent
company and the subsidiaries.

5. The German Stock Corporation Act and the German Corporate Govern-
ance Code contain extensive provisions on the management board and the su-
pervisory board. The provisions on the supervisory board in the Act have been
considerably reformed since the last quarter of the 1990s, and the provisions in
the Code have been continuously reformed, most recently in 2015. Today Ger-
man corporate governance under the two-tier board system is more or less in
line with modern international corporate governance.

6. In Germany there is considerable controversy concerning the diversity re-
quirements of 2015, the definition of independence for supervisory board can-
didates, the pros and cons of quasi-parity and full-parity labor codetermination
in the board, and the role of the German Corporate Governance Code.
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I. Introduction

There are many countries in the world which have an organ in their corporate
governance system called the Board of Supervisors (M5 %, “BoS”). In addition
to the People’s Republic of China! (“China”), Germany (Aufsichtsrat)? and

Japan (M5 &&= )? also have the BoS system.* Since there is a separation between

the monitor (BoS) and the monitored (directors and officers), the BoS system
which does not exist in the USA is sometimes viewed favorably by American
scholars.®> Both systems are different from each other despite the similar name.
This paper compares the Chinese, German, and Japanese BoS systems. It
analyses the characteristics of the Chinese BoS system and provides legislative
proposals for further improving the system primarily by drawing lessons
from both Germany as well as Japan. This paper focuses on the BoS of listed
companies.® It does not address the BoS system of small-sized and closed com-
panies.”

! Art. 117 of the Company Law of the People’s Republic of China (FEARHEMEATIE,
“Chinese Company Law”).

2 Art. 95 of the Law of Stocks (Aktiengesetz, “German Law”): “The BoS shall comprise three
members. The articles may provide for a specified higher number. Such number shall be divis-
ible by three. The maximum number of members of the BoS for companies with a share capital
of: up to 1,500,000 euros nine, more than 1,500,000 euros fifteen, more than 10,000,000 euros
twenty-one. The foregoing shall not affect provisions to the contrary which are contained in
the Employees Co-determination Act of May 4, 1976 (Federal Law Gazette I p.1153), the
Coal and Steel Co-determination Act and the Supplemental Act on the Co-determination of
Employees in the BoS and Management Boards in the Mining and the Iron and Steel Produc-
ing Industries of August 7, 1956 (Federal Law Gazette I p.707) — (the Supplemental Co-deter-
mination Act)”.

3> Art.390 of the Corporate Law (R0, “Japanese Law™): “The board of supervisors
shall be composed of all supervisors”; note that it is a topic of academic discussion whether the
Japanese “ B (¥ ZE)” should be translated as a “supervisor” or an (corporate) “auditor”.
One problem with the latter choice is that the word “auditor” sounds like an accountant con-
ducting accounting audit. Therefore, this paper uses the translation of “supervisor”.

* Other than the three countries mentioned above, there are many jurisdictions with the
BoS system including France, Korea, and Chinese Taiwan. But this paper does not go into the
details of the BoS of other jurisdictions.

5> See C.J. Owen, Board Games — Germany’s Monopoly on the Two-Tier System of Corpo-
rate Governance and Why the Post-Enron United States Would Benefit from Its Adoption, 22
Penn State International Law Review (2003), p. 167, 184: “Adoption of a default corporate
governance structure similar to that of the German structure would have the potential to
prevent corporate corruption by forcing a separation between those who manage the day-to-
day affairs of the corporation and those who appoint and oversee the managers”.

¢ Art. 120 of the Chinese Company Law: “For the purposes of this Law, the term ‘listed
company’ means a JSLC whose shares are listed and traded on a stock exchange”.

7 Ibid, such as the Chinese Limited Liability Company (ARZTEAE], “LLC”).
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II. The BoS in Chinese Companies

1. Overview

In China the BoS is a permanent organ in a company stipulated by law and is
responsible to the stockholders. It monitors the management of directors/man-
agers and the company’s finance. It also seeks to protect the company along
with the shareholders’ lawful rights and interests.®

2. Relevant Provisions of the Chinese Company Law
a) Basic Structure

The most basic structure of the Chinese BoS is characterized by an organ simi-
lar to a committee with three or more members (supervisors). According to the
Chinese Company Law, a Joint Stock Limited Company (“JSLC”) shall have a
BoS of not less than three members.” BoS meetings shall be held at least once
every six months'® and its resolutions shall require more than half of the super-
visors."! The supervisory board shall have a chairman who shall be elected by
more than half of all the supervisors.'?

b) Functions and Powers of the BoS

Although there are many functions and powers assigned to the BoS, many of
these pertain to the efficient supervision of the company’s management by the
executives (directors and/or managers). The BoS of the JSLCs shall exercise the
same powers as those allotted to the BoS of the LLCs."” These include:!*

1. examining the company’s financial affairs;

ii. supervising the directors and senior officers in the performance of their
official duties and proposing the dismissal of directors or senior officers
who violate laws or administrative regulations or breach the company’s
articles of association or resolutions of the shareholders’ meeting;

ii. rectifying any act of a director or senior officer that could be detrimental
to the interests of the company;

8 Zhao Zhenhua, Corporate Law, 1st edn. (2010), p. 150-153; Li Jianwei, Corporate Law,
2nd edn. (2011), p. 329.
9 Art. 117 (1) of the Chinese Company Law.
10 Art. 119 (1) of the Chinese Company Law.
1 Art. 119 (3) of the Chinese Company Law.
12 Art. 117 (3) of the Chinese Company Law.
13 Art. 118 (1) of the Chinese Company Law.
4 Art. 53 of the Chinese Company Law.
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iv. proposing to hold interim shareholders’ meetings and in the event that the
Board of Directors (“BoD?) fails to perform its duty of convening and
presiding over a shareholders’ meeting, to convene and preside over such a
meeting;"®

v. submitting proposals at a shareholders’ meeting;

vi. instituting legal proceedings in a people’s court against a director or senior

officer in accordance with Art. 151; and
vii. exercising other functions and powers specified in the company’s articles
of association.

In addition to the above, supervisors may also attend meetings of the BoD as
non-voting attendees and raise questions or make suggestions in respect of the
subject-matter of the BoD’s resolutions.!® If the BoS discovers irregularities in
the company’s operations it may conduct an investigation and, if necessary,
engage an accounting firm or similar at the company’s expense to assist in its
work."”

c) Other Selected Provisions

A number of provisions pertaining to the BOS in the Chinese Company Law
include the obligations as well as the qualifications of supervisors. Supervisors
shall comply with laws, administrative regulations and the company’s articles of
association and shall bear an obligation of loyalty and care to the company.!® If
a supervisor violates any of these in the course of performing his or her official
duties thereby causing the company to incur a loss, he or she shall be liable for
damages."”

Further, directors and senior officers may not concurrently serve as supervi-
sors.”? The term of service of a supervisor shall be three years.! There are
other provisions as regards the qualification for supervisors.??

15 Art.100 Item 5 of the Chinese Company Law: “(An interim shareholders’ assembly
shall be convened when) the BoS proposes that such a meeting be held”.

16 Art.54 (1) of the Chinese Company Law.

17" Art.54 (2) of the Chinese Company Law; Art. 118 (2) of the Chinese Company Law:
“The expenses required by the BoS in exercising its functions and powers shall be borne by
the company™.

18 Art. 147 (1) of the Chinese Company Law.

19 Art. 149 of the Chinese Company Law.

20 Art. 117 (4) of the Chinese Company Law.

21 Art. 117 (5) of the Chinese Company Law: “The provisions of Art. 53 hereof concerning
the term of service of a supervisor of a LLC shall apply to a supervisor of aJSLC.”; Art.52 (1)
of the Chinese Company Law: “The term of service of a supervisor shall be three years. At the
expiration of his or her term of service, a supervisor may serve consecutive terms if re-elected”.

22 Art. 146 (1) Item 1 to 5 of the Chinese Company Law: “A person may not serve as a direc-
tor, supervisor or senior officer of a company if: (1) he or she has no or limited capacity for
civil acts; (2) he or she has been sentenced to criminal punishment for corruption, bribery, en-
croaching property, misappropriating property or disrupting the order of the socialist market
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It is important to note that China has adopted the employee-supervisor sys-
tem.? The BoS shall be composed of shareholders’ representatives and an ap-
propriate proportion of representatives of the company’s staff and workers. The
latter shall make up not less than one-third proportion of the Board.*

3. Relevant Rules of CSRC

Since China does not have a specific law that governs listed companies, the pro-
visions of Chinese Company Law are applicable both to listed as well as
non-listed companies. It is evident that the standard of corporate governance in
listed companies should be higher than that in non-listed companies. Taking
this into account, the Chinese stock market regulator-The China Securities
Regulatory Commission (“CSRC”, IE5% ) enforces rules and guidelines per-
taining to the corporate governance of listed companies. The purpose of these
rules and guidelines is to aid listed companies in setting up and maintaining
higher standards of corporate governance and to promote the credibility of the
Chinese stock market. Some of the provisions of these rules and directions are
relevant to the BoS and may be summarized as follows:

Sec. 4 of the “Code of Corporate Governance for Listed Companies in Chi-
na” (enacted in 2002, “CSRC Code”) provides for the responsibilities, composi-
tion and the rules of meetings pertaining to the BoS. One of the important
provisions is Art.64 which requires supervisors to have sufficient knowledge
and experience.”” In addition, the CSRC Code stipulates the supervisor’s right

economy, where not more than five years have elapsed since the expiration of the execution
period; or has been deprived of his or her political rights for committing a crime, where not
more than five years have elapsed since the expiration of the execution period; (3) he or she has
served asa director, factory manager or manager of acompany or enterprise that went bankrupt
and was liquidated, where he or she bears personal liability for the bankruptcy of the company
or enterprise and not more than three years have elapsed since the date of completion of the
bankruptcy liquidation; (4) he or she has served as the legal representative of a company or en-
terprise that had its business license revoked and was ordered to close down for a violation of
the law, where he or she bears personal liability for such violation and not more than three years
have elapsed since the date of revocation of the company’s or enterprise’s business license; or (5)
he or she has a comparatively large personal debt that has fallen due but has not been settled”.

2 LiJianwei, Corporate Law, 2nd edn. (2011), p. 332.

24 Art.117 (2) of the Chinese Company Law. In addition, this article provides that “the
staff and workers’ representatives on the BoS shall be democratically elected by the staff and
workers of the company through the assembly of the representatives of the staff and workers,
the assembly of the staff and workers or otherwise”.

%5 Tbid, “Supervisors shall have professional knowledge or work experience in such areas
as law and accounting. The members and the structure of the BoS shall ensure its capability to
independently and efficiently conduct its supervision of directors, managers, and other senior
management personnel, and to supervise and examine the company’s financial matters”.
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to information? and the reporting obligation when he/she discovers any illegal-
ities.”’

Art. 8 to 12 and Art. 27 Paragraph 2 of the “Rules for the Shareholders Meet-
ings of Listed Companies” (last revised in 2016) describe in detail the proce-
dures of the special shareholders’ meeting held by the BoS.

Sec. 7 (Art. 135) of the “Guidance of the Listed Company’s Articles of Incor-
poration” (last revised in 2016) stipulates the specific contents of the articles of
incorporation regarding the BoS.

Finally, as per the consent of the State Council, the CSRC has issued an opin-
ion regarding “Improvement of the Listed Company’s Quality” (enacted in
2005).

4. Relevant Rules of the Stock Exchange

Mainland China has two stock exchanges, namely the Shanghai Stock Exchange
( E/BIEZSR5FT) and the Shenzhen Stock Exchange GRYINEZFRZPM).2 In
order to improve the functions of the BoS, stock exchanges have laid down cer-
tain rules and guidelines. Selected provisions of the relevant rules by the Shang-
hai Stock Exchange are discussed in this part of the paper.

Shanghai Stock Exchange published the “Guideline of the Listed Company’s
Corporate Governance of the Shanghai Stock Exchange” (enacted in 2000). Sec.
4 of the Guideline deals with supervisors. Art. 28 stipulates that a company may
appoint an independent supervisor and that a public servant is not eligible to be
a supervisor. Art. 32 provides that supervisors shall disclose any conflict of in-
terest with the company. It also limits the number of listed companies in which
one person may be appointed as a supervisor or director concurrently.?’

26 See Art. 60 of the CSRC Code: “Supervisors shall have the right to learn about the oper-
ating status of the listed company and shall have the corresponding obligation of confidenti-
ality. The BoS may independently hire intermediary institutions to provide professional
opinions”; Art. 61 of the CSRC Code: “A listed company shall adopt measures to ensure the
supervisors’ right to learn about the company’s matters and shall provide necessary assistance
to supervisors for their normal performance of duties. No one shall interfere with or obstruct
the supervisors” work. A supervisor’s reasonable expenses necessary to perform their duties
shall be borne by the listed company”.

27" Art. 63 of the CSRC Code: “The BoS may have to report directly to the securities regu-
latory authorities and other related authorities as well as reporting to the BoD and the share-
holders’ meetings when the BoS learns of any violation of laws, regulations or the company’s
articles of association by directors, managers or other senior management personnel”.

28 Ibid, in addition, regarding the sales and purchase of the stocks of the non-listed compa-
nies, there is a platform called the “New Three Board” (¥ =1 ).

29 Art.32 of the “Guideline of the Corporate Governance of the Listed Company of the
Shanghai Stock Exchange”: “In order to guarantee that the supervisor has enough time and
energy to put into the company’s business, supervisors may not be responsible for the super-
vision or directors’ duties for many other companies. Supervisors need to announce to the
BoS and BoD whether they have enough time and energy to perform the duty”.
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“The Regulating Rules of Listed Companies’ Meeting Procedures of the
Board of Supervisors of the Shanghai Stock Exchange” (enacted in 2006) lay
down specific rules as regards meeting procedures of the BoS.

There are other rules such as the “Guideline of Internal Compliance of the
Listed Company of the Shanghai Stock Exchange” (enacted in 2006) which also
govern the BoS.

III. The Analysis of the Corporate Governance Framework

In addition to the BoS system, there are several organs of corporate governance
in China. The Chinese JSLCs have BoD and shareholders’ meetings. China has
adopted the one-layer, dual-committee system (£E_TTEZRZHIE). This
means that both the BoS and the BoD are elected at the shareholders’ meeting.*
An overview of the BoD, shareholder’s meeting, accounting audit, derivative
action, and auditing committee system are described in the following paragraphs.

It should be noted that in case of state-owned enterprises the administrator
i.e. the State-owned Assets Supervision and Administration Commission
(SASAC), plays an important role in governance.*' However, the paper does not
delve into this aspect.

1. BoD
a) BoD

Although some directors (especially “internal” directors) are subject to the
BoS’s supervision, the directors of Chinese companies establish a BoD. This
BoD supervises and monitors the management of the company.

The BoD is a company’s permanent body and is composed of the directors
elected at the shareholders’ meeting. The shareholders” meeting represents the
company and exercises the management’s authority.”> The BoD’s authority in-

cludes deciding on the appointment or dismissal of the managers of the compa-

ny and matters relating to their remuneration.*

30 Fan Jian and Wang Jianwen, Corporate Law, 3rd edn. (2011), p. 375.

31 Zhaofeng Wang, Corporate Governance Under State Control: The Chinese Experience,
13 No. 2 Theoretical Inquiries in Law (2012), p. 487, 493.

32 Gan Peizhong, Corporate and Company Law, 7th edn. (2014), p.220.

33 Art. 108 (4) of the Chinese Company Law: “The provisions of Art. 46 hereof concerning
the functions and powers of the BoD of a limited liability company shall apply to the BoD of
aJSLC”; Art. 46 of the Chinese Company Law: “The BoD shall be accountable to the share-
holders’ meeting and shall exercise the following functions and powers: (1) to convene share-
holders’ meetings and to report on its work to the shareholders’ meeting; (2) to implement the
resolutions of the shareholders” meeting; (3) to decide on the business plans and investment
plans of the company; (4) to work out the proposed annual financial budgets and final ac-
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A JSLC shall have a BoD ranging from 5 to 19 members.** Some of the direc-
tors such as inside directors and executive directors are also responsible for the
company’s other businesses simultaneously, while other directors are not.*

b) Independent Directors

Historically, China has adopted a corporate governance system with a strong
civil law influence and BoS is one such mechanism. When the CSRC issued the
“Guiding Opinion on Establishing the Independent Director System in Listed
Companies” in 2001, the common law i.e. the American system of independent
directors was introduced into Chinese corporate governance. However, this did
not result in the complete overhaul of the BoS. China still maintains the BoS
and incorporates the independent director system at the same time.

Outside directors are not necessarily independent. As a result, those outside
directors who are independent are categorically named “independent directors
(#3178 55)”.%¢ Chinese Company Law requires listed companies to have inde-
pendent directors.”” In prescribing this, Chinese Company Law intends to pro-
tect the interests of small and mid-size shareholders.”®

However, the independent director system in China does not appear to be
functioning efficiently.” First, there is a question of whether these directors are
indeed independent or not.*® Second, the independent directors do not neces-

counts of the company; (5) to work out the profit distribution plans and plans for making up
losses of the company; (6) to work out plans for the increase or reduction of the registered
capital of the company and for issue of corporate bonds; (7) to work out plans for the merger,
division, dissolution and restructuring of the company; (8) to decide on the establishment of
the company’s internal management organization; (9) to decide on the engagement or dismiss-
al of the manager of the company and matters relating to his or her remuneration, and decide
on the engagement or dismissal of the deputy manager(s) and the financial officer of the com-
pany as proposed by the manager, and matters relating to their remuneration; (10) to work out
the basic management system of the company; and (11) other functions and powers specified
in the company’s articles of association”.

34 Art. 108 (1) of the Chinese Company Law: “A JSLC shall have a BoD of 5 to 19 members”.

% Gan Peizhong, Corporate and Company Law, 7th edn. (2014), p.223.

%6 Gan Peizhong, Corporate and Company Law, 7th edn. (2014), p.223.

3 Art. 122 of the Chinese Company Law: “Listed companies shall have independent direc-
tors. The specialized measures therefor shall be specified by the State Council”; G. Qiran et
al. (eds.), The Comparative Analysis of the Functions of the BoS and Independent Directors,
Issue 9 Journal of Educational Institute of Jilin Province (2013), p. 136, 137. Note that the State
Council has not yet specified the specialized measures and we need to rely on the previous
Guiding Opinion regarding Independent Directors.

38 Zhao Zhenhua, Corporate Law, 1st edn. (2010), p. 148.

3 See D. C. Clarke, The Independent Director in Chinese Corporate Governance, 31 The
Delaware Journal of Corporate Law (2006), p. 125.

40 See He Xiaoxing, The Comparison and the Relationship of the Independent Director
System and the BoS System, Issue 8 Economics Information (2001), p. 8, 10.
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sarily possess specialized knowledge.*' Even if they do, they do not often spare
sufficient time and effort to discharge their duties effectively.*?

Third, as outsiders they do not have the opportunity to obtain first-hand in-
formation regarding the company. They have to rely on secondary data provid-
ed by the internal directors and managers.* As a result, it is difficult for inde-
pendent directors to fully discharge their duties and some scholars even propose
that the mandatory independent director system should be abolished.**

Another issue at hand is the interplay between independent directors and the
BoS. Since the concept of an independent director stems from common law and
that of BoS from civil law, there could be certain contradictions between
them.* It is occasionally contended that independent directors function ex-an-
te while the BoS functions ex-post and the two can be coordinated.* However,
both the organs seem to have overlapping functions*” and this may lead to cir-
cumstances where one may “free-ride” (¥&f8%) on the other’s efforts.*

¢) Auditing Committee

Another “American” aspect of the Chinese corporate governance structure is
the auditing committee. The Auditing Committee (EFITZRR) is a specialized
committee in the BoD composed mainly of independent directors. It monitors
disclosure of information, quality of accounting information, internal auditing

# 'The CSRC’s “Guiding Opinion on Establishing the Independent Director System in
Listed Companies”. It requires the independent director to have the qualification including
the experience of 5 or more years on law, economics or other kinds necessary to perform in-
dependent director’s duties. But there is no higher requirement such as the qualification of
being a lawyer, an accountant or a professor. Note that in companies which have an auditing
committee at least one independent director should be qualified an accounting professional
(Art.52 CSRC Code).

42 See Teng Yuge, The Conflict and Coordination of the Listed Companies’ Independent
Directors and BoS, Issue 1 Legality Vision (2014), p. 267.

# See Fang Liufang, The Independent Director in China, The Hypothetical and Reality,
Issue 5 Tribune of Political Science and Law (2008), p. 110, 113.

# Zhang Hao, Legal Aspects Research on the Relationship Between the Board of Supervi-
sors and the Independent Directors, Issue 3 Journal of Harbin University of Commerce (Social
Science Edition) (2010), p. 110, 111.

# Wang Xinxin, Corporate Law, 2nd edn. (2012), p.294; Fan Jian and Wang Jianwen, Cor-
porate Law, 3rd edn. (2011), p.399.

6 See Feng Jiansheng and Xu Huizhi, On the Co-establishment of Independent Director
and BoS in Chinese Listing Companies, Issue 1 Journal of North China Electric Power Uni-
versity (Social Sciences) (2005), p. 36, 38.

4 Zhang Peng, The Problem and the Perfection of the Co-Existence of the Independent
Director System and BoS System, Issue 1 Legal System and Society (2009), p.273.

8 Peng Zhenming and Jiang Hua, The Comparison between the American Independent
Director System and German BoS System, Issue 1 Law Review (2003), p. 36, 41.
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and external independent auditing.* The CSRC allows a listed company’s BoD
to set up internal specialized committees including auditing committees.*

2. Shareholders’ Meetings

As owners of the company, shareholders have a legitimate interest in checking
and influencing the company’s management by the directors/managers. The
shareholder’s meeting is the mechanism for ensuring this especially by way of
election and dismissal of executives.

The shareholder’s meeting is a company’s authoritative body and is composed
of all shareholders. It decides on important issues with respect to the manage-
ment of the company and those that are in sharecholders’ interests. !

One of the powers of a shareholders’ meeting is the election and replacement
of directors and supervisors.>* The shareholders’ meeting also has the authority
to dismiss directors who are unfit for their respective positions. In order to re-

4 Art. 17 of the Guideline of the Listed Company’s Corporate Governance of the Shang-
hai Stock Exchange: “The auditing committee’s main areas of authority are as follows: (1) to
inspect the accounting policy, the financial situation and the process of financial report; (2) to
communicate with the accounting firm through the auditing process, (3) to propose and hire
the accounting firm, (4) to inspect the internal control system and auditing function, (5) to
inspect the company’s situation regarding compliance with the laws and other legal obliga-
tions (6) to inspect and monitor all forms of risks, including the financial risks and computer
security risks, (7) to inspect and monitor the company’s rules for conduct, (8) other authority
given by the BoD”.

50 Art.52 of the CSRC Code: “The BoD of a listed company may establish a corporate
strategy committee, an auditing committee, a nomination committee, a remuneration and
appraisal committee, and other special committees in accordance with the resolutions of the
shareholders” meetings. All committees shall be composed solely of directors. The auditing
committee, the nomination committee, and the remuneration and appraisal committee shall
be chaired by an independent director, and independent directors shall constitute the majori-
ty of the committees. At least one independent director from the auditing committee shall be
an accounting professional”.

51 Wang Xinxin, Corporate Law, 2nd edn. (2012), p. 104; Art.99 of the Chinese Company
Law: “The provisions of Art.37 (1) hereof concerning the functions and powers of the share-
holders’ meeting of limited liability companies shall apply to shareholders’ assembly of joint
stock limited companies”; Art. 37 (1) of the Chinese Company Law: “The shareholders’ meet-
ing shall exercise the following functions and powers: (1) to decide on the business policy and
investment plans of the company; (2) to elect and replace directors and supervisors other than
those who are representatives of the staff and workers, and decide on matters relating to their
remuneration; (3) to consider and approve reports of the BoD; (4) to consider and approve
reports of the BoS or supervisors; (5) to consider and approve the company’s proposed annu-
al financial budgets and final accounts; (6) to consider and approve the company’s profit dis-
tribution plans and plans for making up losses; (7) to pass resolutions on the increase or reduc-
tion of the company’s registered capital; (8) to pass resolutions on the issue of corporate
bonds; (9) to pass resolutions on matters such as the merger, division, dissolution, liquidation
or restructuring of the company; (10) to amend the articles of association of the company; and
(11) other functions and powers specified in the company’s articles of association”.

52 Gan Peizhong, Corporate and Company Law, 7th edn. (2014), p.220.
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strict large concentration of shareholders’ powers in the election of directors,
Art. 105 of the Chinese Company Law specifies a cumulative voting system.>
The CSRC Code also lays down that when the controlling shareholders have
30% or more of the stocks, the listed company shall adopt the cumulative vot-

ing system.>*

3. The System of Accounting Audit

In addition to the supervision by “insiders”, there exists a system of supervision
by “outsiders”. One of the most effective systems of supervision is that of ac-
counting audit. As per the provisions of the Chinese Company Law,” a com-
pany’s accounting report needs to be audited by a lawfully established account-
ing firm or auditing firm to ensure truthfulness and legality.®® A company’s
accounting audit system enhances the level of its management.”

4. The System of Derivative Actions

The decision-making at a shareholder’s meeting is done by way of resolutions.
This signifies that the number of the shares matter. However, if there is a close
connection between the executives and controlling shareholders the mechanism
of shareholder’s meeting will not function to restrict the executives’ manage-
ment. There should be some mechanism whereby minority shareholders may
exercise the right to control and supervise the management of executives. For
this purpose, China has adopted a system of derivative actions that also exists in
several other countries.

As per the JSLC, (a) shareholder(s) holding at least 1% of the company’s
shares for at least 180 days in succession may bring a derivative action against

53 Art. 105 (1) of the Chinese Company Law: “When electing directors or supervisors, the
shareholders’ assembly may implement a cumulative voting system pursuant to the company’s
articles of association or a resolution of the shareholders’ assembly. For the purposes of this
Law, the term ‘cumulative voting system’ means a system wherein each share, when a vote is
taken to elect directors or supervisors at a shareholders’ assembly, carries a number of voting
rights equivalent to the number of directors or supervisors to be elected, and a shareholder
may cluster his or her votes”.

5 Art.31 of the CSRC Code: “The election of directors shall fully reflect the opinions of
minority shareholders. A cumulative voting system shall be earnestly advanced in sharehold-
ers’ meetings for the election of directors. Listed companies that are more than 30 % owned
by controlling shareholders shall adopt a cumulative voting system, and the companies that
do adopt such as system shall stipulate the implementing rules for such cumulative voting
system in their articles of incorporation”.

55 Art. 164 (1) of the Chinese Company Law: “Companies shall prepare financial account-
ing reports at the end of each accounting year. Such reports shall be audited by an accounting
firm according to law”.

56 Gan Peizhong, Corporate and Company Law, 7th edn. (2014), p.302.

%7 Fan Jian and Wang Jianwen, Corporate Law, 3rd edn. (2011), p.437.



154 Guo Liand Matsuo Takayuki

the directors or supervisors in the People’s Court. Before taking such action, the
shareholder(s) shall make a request in writing to the BoS (in case of the direc-
tors’ violation) or BoD (in case of supervisors’ violation).*

There have been only around 80 cases in respect of derivative actions until
2013.>” In reality, most of the derivative actions arise in small or mid-size com-
panies and there are only a handful of cases that arise in listed companies. This
indicates that the derivative action has not been utilized effectively in China.

The aforementioned Art. 151 of the Chinese Company Law provides that the
BoS has the authority to commence a lawsuit against directors and managers.
However, the precondition for such a lawsuit is obtaining a shareholder(s)’ re-
quest.®® There is no provision that clearly authorizes the BoS to commence law-
suits for the benefit of the company in other situations. In practice, the BoS
rarely commences lawsuits in these other situations.®' There was a provision
that dealt with such powers.®> However, when the Company Law was enacted
this provision was deleted.®

58 Art. 151 of the Chinese Company Law: “If a director or senior officer has committed a
violation as specified in Art. 150 hereof, the shareholders of a limited liability company or (a)
shareholder(s) of a JSLC who alone or jointly has/have held at least 1% of the company’s
shares for at least 180 days in succession may make a request in writing to the BoS, or in the
case of a limited liability company that has not established a BoS, the supervisor(s) that he/
she/they institute legal proceedings in a people’s court in respect thereof. If a supervisor has
committed a violation as specified in Art. 150 hereof, the aforementioned shareholders may
make a request in writing to the BoD, or in the case of a limited liability company that has not
established a BoD, the executive director that he/she institute legal proceedings in a people’s
court in respect thereof. If the BoS, supervisor(s) of a limited liability company that has not
established a BoS, BoD or executive director refuses to institute legal proceedings after re-
ceipt of the written request from the shareholders mentioned in the preceding paragraph,
fail(s) to institute legal proceedings within 30 days of the date of receipt of the request or,
under urgent circumstances where failure to promptly institute legal proceedings could cause
possibly irreparable harm to the company’s interests, the shareholders mentioned in the
preceding paragraph shall have the right, in the interests of the company, to directly institute
proceedings in a people’s court in their own name. If a third party infringes upon the lawful
rights and interests of a company, causing the company to incur a loss, the shareholders men-
tioned in the first paragraph hereof may institute legal proceedings in a people’s court in ac-
cordance with the provisions of the two preceding paragraphs”.

59 Zhang Hanwen, The Empirical Study of the Derivative Action of our Country, Issue 7
South China Finance (2013), p. 85.

60 Tbid, Art. 151 provides that when a shareholder “make[s] a request in writing to the BoS”
and then the BoS may “institute legal proceedings in a people’s court”.

1 Li Xiaomeng, Research On The Authorities And Guarantees of The Board of Supervi-
sors, Issue 4 Citizen and Law (2014), p.41-42.

62 Tbid, Norm Opinion of JSCL issued by the State Commission for Restructuring the
Economics (1992); see Art. 65 (1) Item 6: “Represent the company to negotiate with directors
or sue the director at the court”.

3 Guan Jindong and Ji Beihong, The Problems of Corporate Governance System and the
Perfection of BoS, Issue 11 Law Application (2005), p. 92, 94.
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IV. The Practice and the Evaluation

1. General Tendency of Low Evaluation

In general, Chinese scholars do not rank the Chinese BoS system highly. Some
critical remarks of the BoS include: “The BoS exists in name only;”** The BoS
is “the most embarrassing organ;™ “Some companies treat the BoS as a retire-
ment home;”®® and “the BoS is under the control of the BoD.”®”

The Chinese BoS is not only criticized from a theoretical viewpoint, but also

for its non-functionality.®® It is also said that this drawback of the BoS affects

the quality of disclosure of a company’s information.*’

2. Scandals and Ineffectiveness of BoS in Chinese Listed Companies

In some Chinese listed companies, managers and directors have harmed the
interests of the company and caused serious damage on certain occasions lead-
ing to bankruptcy or dissolution. In such cases, the BoS has rarely performed its
function of ascertaining possible situations that could result in scandals and
preventing them.”® Some of the recent cases include Nantex (EZ58&17),”! Wanfu

Biotechnology (@4 #),”? Guangdong Xindadi Bio-Tech (/™ Z#Alth)”* and

4 LiJianwei, Corporate Law, 2nd edn. (2011), p. 331.

% Jin Liang, The Analysis of Our BoS System’s Non-function, Issue 7 Legal System and
Society (2010), p.51.

% Chang Jian and Rao Changlin, The Legal Analysis of Perfection of the BoS, Issue 3
Quarterly Journal of Shanghai Academy of Social Sciences (2001), p. 139, 142. See also Liu
Miao, The Reconsideration of the Independent Director System of Our Country, Issue 4 Law
Application (2005), p.43, 44.

% Yang Lingshan, Brief Analysis on the Perfection of the BoS of the Listed Companies of
Our Country, Issue 9 Business Culture (2009), p.4.

%8 Yuan Ping et al., The Study of the Effect of the Board of Director and Supervision of
Listed Company on the Company’s Performance, Issue 6 Journal of Financial Research (2006),
p-23, 30. For the analysis through the comparison of the provisions of the articles of incorpo-
ration, see Zang Zhipo and Wang Guo, The Practice of the BoS Governance of the Listed
Companies of Our Country, Issue 2 Jin Ling Law Review (2014), p. 112. See also Xu Lifei, The
Empirical Study of the Supervisory Effect of the BoS of Listed Companies of our Country, Is-
sue 2 China Management Informatization (2013), p. 15-16.

% Xue Zuyun and Huang Tong, Characteristics of BoD and Board of Supervisors, and
Quality of Accounting Information, Issue 4 The Theory and Practice of Finance and Econom-
ics (2004), p. 84, 88.

7% Chen Jianjun, How to Perfect the Our Country’s BoS System, Issue 6 China Economist
(2007), p. 24.

71 Zhu Chunyu, Why the State Owned Listed Companies Conducts Window-dressing? —
Using the Nantex as an Example, Issue 9 Finance & Accounting (2014), p. 23.

72 Kong Ying and Ding Xiaoli, The Brief Discussion of the Risk and the Countermeasure
for the Listed Company’s Window-dressing, using the Wanfu Biotechnology as an Example,
Issue 10 New West (2013), p. 60.

73 Liu Wanjun, The Method of Window-dressing and the Governance Measures, using the
Guangdong Xindadi Bio-Tech as an Example, Issue 3 Financial & Management (2015), p. 40.
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Yunnan Green-Land (ZF£RAM) 7 where the BoS did not exercise its preven-

tive functions.””

3. Managers/Shareholders Controlling the Supervisors

Some scholars have opined that the Chinese BoS is ineffective because Chinese
Company Law does not provide it with sufficient authority such as the power
to select or penalize directors and managers or the power to control and super-
vise executives.”® According to Art. 53, 99 and 37 of the Chinese Company Law,
electing executives is the authority of the shareholders’ meeting and not the
BoS. Therefore, for those who are well-versed in the German system (explained
later) which seems to function well, it may be evident to examine the differences
in authority between the Chinese BoS and its German equivalent.

However, it seems that the ineffective functioning of the Chinese BoS is ulti-
mately not caused by the BoS’s authority or lack thereof, but by the actual bal-
ance of power between the BoS and managers/shareholders.

The fundamental problem of Chinese corporate governance is overly-domi-
nant managers and/or unduly controlling shareholders.”” Many of the Chinese
listed companies have controlling shareholders.”® In most of the private compa-
nies the top manager is also the controlling shareholder and he/she has had a
role to play in navigating the company to be listed. Because a majority of the
supervisors are representatives of the shareholders,” the BoS is under the influ-

74 Liu Wanting, The Reason and the Prevention of the Window-dressing of the Listed
Company, Using the Yunnan Green-Land as an Example, Issue 9 Manager’s Journal (2015),
p-35.

75 See Zhu Chunyu, Why the State Owned Listed Companies Conducts Window-dressing?
— Using the Nantex as an Example, Finance & Accounting (2014), p. 25.

76 Jun Zhao, Comparative Study of US and German Corporate Governance: Suggestions
on the Relationship Between Independent Directors and the Supervisory Board of Listed
Companies in China, 18 Michigan State University College Of Law Journal Of International
Law (2010), p.495, 506: “However, in practice the supervisory board has not functioned ef-
fectively because it does not have genuine power to select or discipline directors and manag-
ers”.

77 Jin Liang, The Analysis of Our BoS System’s Non-function, Legal System and Society
(2010), p.51; Li Jianwei, Corporate Law, 2nd edn. (2011), p.294; Chien-Chung Lin, The Chi-
nese Independent Director Mechanism. Under Changing Macro Political- Economic. Settings:
Review of Its First Decade and Two Possible Models for the Future, 1 American University
Business Law Review (2012), p. 263, 325: “Analytically, the controlling shareholder/minori-
ty-shareholder agency problem and manager/sharcholder agency problem are concurrently
the two most prominent issues in Chinese corporate governance”; Han Qi and Wang Fang,
Legal Analysis of the Position the Real Control of the BoS, Issue S1 Journal of Jiangxi Finance
College (2008), p. 85.

78 See Wenge Wang, Ownership Concentration and Corporate Control of Chinese Listed
Companies, 11 US-China Law Review (2014), p.57, 80: “Ownership concentration, though it
is now not as high as before, is still a distinguished characteristic of corporate China”.

79 Art. 117 (2) of the Chinese Company Law: “The BoS shall be composed of shareholders’
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ence of controlling shareholders (many of whom are also the managers at the
same time) and cannot fulfill its duty as an organ of corporate governance.

It is evident that in a state-owned company the shareholder(s) i.e. state or
government entities and the managers are distinct. However, the controlling
shareholder (state) has a strong influence on the company’s management and the
BoS is under the influence of the controlling shareholder. In such a situation
where the manager’s illegal or inappropriate decision is based on the undue in-
fluence of the controlling shareholder, it would be difficult for the BoS to take a
stand and remedy such incorrect decisions. Further, the Chinese Communist
Party Committees (“CCPC”) set up within Chinese state-owned companies
play an important role in the latter’s management. In other words, each compa-
ny has a CCPC with many executives and usually includes the supervisors. In
certain occasions, the CCPC is a body or forum of “real” decision-making and
the BoD meetings or other meetings stipulated by the law may appear to be
mere formalities. Also, since many of the executives including the supervisors
are Party members,* there could be rankings in the Party which may influence
the supervisory role of the BoS. It is said that the top management usually has
higher rankings than the supervisors and in such a case it is difficult for the BoS
to exercise effective supervisory functions.®!

An instance of a manager or a controlling shareholder exerting more power
than the BoS may be illustrated with an example. In case of a listed company in
Shanghai the CEO issues instructions to the BoS to deal with a particular prob-
lem. It is plausible that the CEO may have decided to sincerely tackle the prob-
lem when it was discovered, but the method that the CEO actually resorts to is
to not instruct his subordinates to address the issue but instead to instruct the
BoS, or his supervisor, to look into it. This is an action which has been criticized
by scholars.?

representatives and an appropriate proportion of representatives of the company’s staff and
workers, which shall not be less than 1/3”.

80 See Lin Zhang, Adaptive Efficiency and the Corporate Governance of Chinese State-
Controlled Listed Companies — Evidence from the Fundraising of Chinese Domestic Venture
Capital, 10 UC Davis Business Law Journal (2010), p. 151, 162: “Within the [state owned]
corporations, the secretaries of the CPC’s corporate disciplinary committees and the labor
representatives also constitute shareholder supervisors”.

81 Sometimes the position of the supervisors in the CCPC is lower than that of the manag-
ers, and so it is very difficult for the supervisors to supervise. See Li Jianwei, Corporate Law,
2nd edn. (2011), p.331.; Li Xun and Wang Yiping, Brief Analysis of the Status and Function of
the CCPC, BoD, BoS and Executives, Issue 12 Modern Enterprise Education (2014), p. 20.

82 Wang Xinxin, Corporate Law, 2nd edn. (2012), p. 141.
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4. Criticism of the Employee Supervisor System

In practice many of the supervisors are insiders of the company and also party
members as explained above.®* This indicates that due to the members’ back-
grounds the functions of the BoS may be substantially compromised.®* For ex-
ample, China has adopted the employee-supervisor system and more than a
third of the supervisors are employees. However, the latter are essentially the
subordinates of the managers. This may give rise to a situation where “the su-
pervised” becomes the “supervisor”. Some scholars criticize the employee-su-
pervisor system claiming that since their promotions are determined by manag-
ers, they cannot fulfill their roles efficiently.®

Another reason for the inefficient functioning of the BoS from the human
resources perspective is that many employee supervisors are not specialists of
law and accounting. It is obvious that for the effective control and monitoring
of managers as well as supervisors, at least some of the BoS members should
have the requisite expertise in law, accounting and other relevant fields. Hence,
the general absence of specialized knowledge on the part of the supervisors has
also been deprecated.®

5. Evaluation and Incentive

Some scholars have further criticized the non-existence of a system to appropri-

ately evaluate, incentivize and restrain supervisors.®

It is true that objective evaluation of the supervisors is difficult. For instance,
in Company A the BoS pointed out 100 issues in the company in a particular
year and instructed the managers to rectify them. In Company B, the BoS could

8 Guo Nan et al., Brief Analysis of the Equity Contents of the BoS, Issue 13 China Business
(2013), p. 94, 95; see also Li Xiuying, The Perfection of the BoS System of the JSLC, Issue 6
Academic Forum of Nandu (2009), p. 101. For the secondment system of supervisors in the
state-owned enterprises, see also Du Xiqi, The Case Study of the Supervising of the State-
owned Estates by the Seconded Supervisors, Issue 3 Theoretic Observation (2014), p. 61.

8 Yuwa Wei, Volatility of China’s Securities Markets and Corporate Governance, 29 Suf-
folk Transnational Law Review (2006), p.207, 230: “Many listed companies in China are
state-controlled or state dominant companies in which the State is the dominant shareholder.
In such companies, the members of the supervisory board are typically insiders. Where mem-
bers of supervisory boards and management boards are all insiders, the dedication to supervi-
sory duties is substantially compromised”.

8 J. H. Feinerman, New Hope for Corporate Governance in China?, China Q. (2007), p.
590, 607; see also Ji Xiaowei and Cui Jing, Reconsideration of the Internal Supervisory System
of the Listed Companies of our Country, Issue 3 The Modernization of the Market (2015), p.
118.

86 Wang Xinxin, Corporate Law, 2nd edn. (2012), p. 331; Wu Qizhong, Legal Thinking on
the System Reconstruction of BoS of Chinese JSLC, Issue 1 East China Economic Manage-
ment (2008), p. 137, 139.

87 Li Jianwei, Corporate Law, 2nd edn. (2011), p. 294.
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ascertain only 10 problems. Which company’s supervisors performed better?
Some may prefer Company A because they could locate a larger number of
problems. But others may argue that the supervisors of company B did better
because they had successfully established and maintained an efficient system
and prevented 90 problems from occurring. It may also be possible that 1000
problems existed in company A and the BoS could identify only 10 % of those
(i.e. 100 problems), while in Company B there could only be 10 problems and
the BoS could locate all i.e. 100 % of them. This simple example illustrates that
it is not easy to evaluate the performance of supervisors.

If there is no system to incentivize supervisors to discharge their duties effi-
ciently, then optimum supervision by the BoS can never be attained. Some
scholars argue that providing adequate remuneration to supervisors that is com-
mensurate with their workload could incentivize them. Stock options may also
be used as a part of the remuneration.

6. Managers Looking Down on BoS

Reflecting on the non-functioning of the BoS, it may seem that many companies
look down on the BoS and treat it as a mere formality. Out of the private-
ly-owned listed companies on the SMEs board (F/)\#2) of Shenzhen Stock Ex-
change, more than half do not have an office for the BoS and the other half re-
gard the BoS as a temporary organ only.

To monitor managers effectively supervisors should have accurate and full
information about the company and one of the best ways to ensure this is from
within the company.®® Part-time supervisors who occasionally visit the compa-
ny and read materials prepared by managers may only have second hand or even
manipulated information especially in the case of accounting scandals men-
tioned earlier. Many (or at least some) supervisors must be full time in order to
exercise their supervisory function effectively.”® But in reality many of the cur-
rent BoS members are not full-time employees and do not have offices within
the company.”!

88 Chen Xiaogang, Should the Companies have the BoS and Independent Directors at the
Same Time?, Issue 3 Securities & Futures of China (2013), p. 25.

89 Yang Dake, The Analysis and the Lessons from the System of Information Right of Ger-
man JSLC’s BoS, Issue 1 German Research (2015), p. 70, 71.

9% Ding Liquan, The Empirical Study of the Independent Director and BoS of Hunan
Province Listed Company, Issue 4 Consume Guide (2008), p. 121, 122.

91 Ye Minghai, The Research of the BoS’s Function in the Risk Management of Companies,
Issue 16 Manager’s Journal (2014), p. 64.
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7. Improvements to the BoS System

Reflecting on the criticism, China has taken several initiatives for reforming the
BoS system.” There have been arguments in favor of abolishing it. However,
many scholars prefer to retain the BoS system and advocate improving it by
implementing certain measures.”

This demonstrates that China needs new ideas and expertise to improve its
BoS system. As discussed earlier, Germany and Japan have efficient BoS sys-
tems. The current Chinese scenario makes it crucial to conduct an international
comparison of the BoS systems for understanding the scope for improvement.

V. International Comparisons of the BoS

V. International Comparisons of the BoS

To fully understand the Chinese BoS from the viewpoint of a comparative
study, this section compares the Chinese BoS system with the German and Jap-
anese BoS systems.

1. German BoS

There are several categories of companies in Germany. The representative cate-
gory of German listed companies is the Joint Stock Limited Company (“JSLC”,
Aktiengesellschaft).”* This paper only deals with the German JSLC and not

other categories of German companies.

a) Owverview

The corporate governance system in Germany” comprises of a two-tier com-

mittee system (WEZREHIE) in which the companies set up a BoS as well as

a BoD which have the high-low order.”® The BoD represents the company and
the BoS monitors (Uberwachung) the BoD.” The BoS is the directing organ

92 For understanding the variety of ideas proposed by scholars on the reform of BoS sys-
tem, see Wang Yanshu, The Research on the Comprehensive Control Model of the BoS of the
Listed Companies of Our Country, st edn. (2010), p.33.

93 LiJianwel, Analysis of the Perfection of the BoS System of the Listed Companies of Our
Country, Issue 2 Law Science (2004), p.75, 78.

9 Art.1 of the German Law: “(1) The company is a stock corporation that constitutes a
separate legal entity. Liability to creditors with respect to obligations of the company shall be
limited to the company’s assets. (2) The company shall have a capital divided into shares”.

% See J. J. Du Plessis, Corporate Governance: Reflections on the German Two-tier Board
System, Journal of South African Law (1996), p. 20.

% Fan Jian and Wang Jianwen, Corporate Law, 3rd edn. (2011), p.437.

97 W. Méschel, German Stock Law, 1st edn. (2011), p. 31; also see Art. 78 (1) of the German
Law: “The management board shall represent the company in and out of court. If the compa-
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(Leitungsorgan) of the company.” It elects directors,”® decides their business
rules,'® decides their remuneration'® and can annul their election.!® The BoD
has an obligation to report to the BoS.!% At least 4 BoS meetings must be held
per year (Art. 110).

ny does not have a management board (rudderless management), the company shall be repre-
sented by the BoS in case declarations of intent are made towards the company or documents
are sent to the company”.

9% Art.76 (1) of the German Law: “The management board shall have direct responsibility
for the management of the company”; see also Hu Xiaojing, Common Function of Aufsichtsrat
and BoD in German Listed Companies, Issue 3 Contemporary Law Review (2008), p. 125.

9 Art. 84 (1) of the German Law: “The BoS shall appoint the members of the management
board for a period not exceeding five years. Such appointment may be renewed or the term of
office may be extended, provided that the term of each such renewal or extension shall not
exceed five years. Such renewal or extension shall require a new resolution of the BoS, which
may be adopted no more than one year prior to the expiration of the current term of office.
The term of office may be extended without a new resolution of the BoS only in the case of an
appointment for less than five years, provided that the aggregate term of office does not, as a
result of such extension, exceed five years. The foregoing shall apply analogously to the con-
tract of employment; such contract may provide, however, that in the event of an extension of
the term of office, the contract shall continue in effect until the expiry of such term”.

100 Art.77 (2) of the German Law: “If the management board comprises more than one
person, the members of the management board shall manage the company jointly. The articles
or the bylaws for the management board may provide otherwise; however, the articles or by-
laws may not provide that one or more members of the management board may resolve differ-
ences of opinion within the management board against the majority of its members”.

101 Art. 87 (1) of the German Law: “The BoS shall, in determining the aggregate remuner-
ation of any member of the management board (salary, profit participation, reimbursement of
expenses, insurance premiums, commissions, incentive-based compensation promises such as
subscription rights and additional benefits of any kind), ensure that such aggregate remuner-
ation bears a reasonable relationship to the duties and performance of such member as well as
the condition of the company and that it does not exceed standard remuneration without any
particular reasons. The remuneration system of listed companies shall be aimed at the compa-
ny’s sustainable development. The calculation basis of variable remuneration components
should therefore be several years long; in case of extraordinary developments, the BoS shall
agree on a possibility of remuneration limitation. Sentence 1 shall apply analogously to pen-
sions, payments to surviving dependents and similar payments”.

102 Art. 84 (3) of the German Law: “The BoS may revoke the appointment of a member of
the management board or the appointment of a member as chairman of the management board
for cause. Such cause shall include in particular a gross breach of duties, inability to manage
the company properly, or a vote of no confidence by the shareholders” meeting, unless such
vote of no confidence was made for manifestly arbitrary reasons. The foregoing shall also
apply to the management board appointed by the first BoS. Such revocation shall be enforce-
able until rendered unenforceable by a judicial decision that has become final and may not be
appealed. Rights arising under the contract of employment shall be governed by general pro-
visions of law”.

105 Art.90 (1) of the German Law: “The management board shall report to the BoS on: 1.
intended business policy and other fundamental matters regarding the future conduct of the
company’s business (in particular plans regarding financing, investment and personnel) re-
sponding to deviations of actual developments from objectives reported in the past and stating
the reasons thereof; 2. the profitability of the company, in particular the return on equity; 3.
the state of business, in particular revenues, and the condition of the company; 4. transactions



162 Guo Liand Matsuo Takayuki

b) Functions of the BoS

In Germany the BoS has control obligations (Kontrollepflicht) as well as advice
obligations (Beratungspflicht).!'® Historically, the German BoS only had the

function of monitoring but thereafter has been given the additional function of

a company’s management.'%

As regards the monitoring obligation, the BoS needs to monitor situations
which may have a serious influence on the company’s development.'®® In addi-
tion, the BoS has both the right'”” and obligation'®® of inspection. Supervision

by the BoS will not only cover the legality of directors” management, but also its

purposefulness and efficiency.'®’

The BoS does not manage a company’s daily business.!'® However, as regards
the company’s important business, the BoS has the authority to decide or with-

that may have a material impact upon the profitability or liquidity of the company. If the
company is a parent enterprise (sec. 290 (1), (2) of the Commercial Code), then the report shall
also deal with the subsidiary enterprise and with joint enterprises (sec. 319 (1) of the Commer-
cial Code). In addition, reports to the chairman of the BoS shall be made on the occurrence of
other significant developments, such significant developments shall also include circumstanc-
es concerning the business of an affiliated enterprise which become known to the manage-
ment board and which may have a material impact upon the condition of the company”; see
Zhou Mei, Right to Get Information by the BoS, Issue 4 Journal of Nanjing University (Phi-
losophy, Humanities and Social Sciences) (2013), p.27-28; Y. Dake, The Analysis and the
Lessons from the System of Information Right of German JSLC’s BoS, Issue 1 German Re-
search (2015), p.70, 71.

104 \W. Méschel, German Stock Law, 1st edn. (2011), p. 74.

195 Y. Niiyama, The Development of the German BoS System and its Meaning, 1st edn.
(1999).

106 . Méschel, German Stock Law, 1st edn. (2011), p.74.

107 Art. 111 (2) of the German Law: “The BoS may inspect and examine the books and re-
cords of the company as well as the assets of the company, in particular cash, securities and
merchandise. The BoS may also commission individual members or, with respect to special-
ized assignments, special experts, to carry out such inspection and examination. It shall in-
struct the auditor as to the annual financial statements and consolidated financial statements
according to sec. 290 of the Commercial Code”.

198 Art.171 (1) of the German Law: “The BoS shall examine the annual financial state-
ments, the annual report and the proposal for appropriation of distributable profits, in the
case of parent companies (sec. 290 (1), (2) of the Commercial Code) also the consolidated fi-
nancial statement and consolidated annual report. If the financial statements are required to
be audited by external auditors, the external auditors shall be present at the BoS’s or the audit-
ing committee’s deliberations regarding such statements and shall report on material results
of their audit, in particular on major weaknesses in the internal control and risk management
system with regard to the accounting process. The external auditor shall inform on circum-
stances which might give rise to concerns as to his impartiality and on services he provided in
addition to those provided in connection with the audit”.

199 BGHYZ 114, 127.

110 Art. 111 (4) of the German Law: “Management responsibilities may not be conferred on
the BoS. However, the articles or the BoS have to determine that specialized types of transac-
tions may be entered into only with the consent of the BoS. If the BoS refuses to grant con-
sent, the management board may request that a shareholders’ meeting approve the grant. The
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draw consent. According to the articles of incorporation or the decision of the
BoS, certain business operations can be only conducted after the consent of the
BoS is obtained.!! In practice the transactions which necessitate the consent of
the BoS mainly relate to real estate, building new facilities, obtaining/giving
guarantees/loans and setting up and closing branches.!'? According to the Cor-
porate Governance Kodex 5.2, the Chair of the BoS must communicate with
directors periodically and give them advisory opinion on the company’s strate-
gy, business development and risk management.

¢) Participation of Employees

Another characteristic of the German BoS is that it adopts the participation of
employees in corporate governance. There are five ways in which employees

participate in the BoS system, as outlined below:'!?

aa) A Company where “The Mining and Metallurgy Participation and
Decision Law” is Applicable

In companies where the Mining and Metallurgy Participation and Decision
Law is applicable, there are 11 BoS members. Four of them are the representa-
tives of shareholders, while four are the representatives of employees, and the
remaining three are the representatives of public interest.

bb) A Company where “The Supplementary Law of the Mining and
Metallurgy Participation and Decision” is Applicable

In a company which owns the mining and metallurgy industry Konzern (BERR),
the BoS is made up of 15 members —7 representatives of shareholders, 7 represen-

tatives of employees and 1 representative of public interest.!™

cc) A Company where “The Employee Participation and Decision Law”

is Applicable

In companies where the number of employees is 2,000 or more, the Employee
Participation and Decision Law is applicable. There is an even number of mem-
bers of the BoS with an equal number of representatives of employees as well as
shareholders. There can be 12 to 20 supervisors depending on the number of
employees.

shareholders meeting by which the shareholders’ approves shall require a majority of not less
than three- fourths of the votes cast. The articles may neither provide for any other majority
nor prescribe any additional requirements”.

11 Thid.

12 E Takahashi, The Summary of German Corporate Law, 1st edn. (2012), p. 165.

13 Thid, p. 167-170.

14 At the very large mining and metallurgy concern owning company, the BoS is com-
posed of 21 members.



164 Guo Liand Matsuo Takayuki

dd) A Company where “The One Third Participation and Decision Law”

is Applicable

Where the number of employees is 500 or more but less than 2000 the One
Third Participation and Decision Law is applicable. In this situation the number
of supervisors shall be a multiple of three, with two-thirds being the represent-
atives of shareholders and one third being the representatives of employees.

ee) Companies without Employee Representatives

In companies where the number of employees is less than 500, there is no man-
datory system of employee participation. Further, when a major part of a com-
pany’s business directly contributes to politics, party politics, charity, academy
and arts, there is no mandatory system of employee participation.

Generally, both employee-elected supervisors and shareholder-elected su-
pervisors vote unanimously but there are certain exceptions.!’> When supervi-
sors representing the employees and those representing shareholders reach an
impasse, the shareholder-elected supervisor chairman can cast a second vote to
break the deadlock (MitbG 27,28).11¢

According to some scholars, the German BoS system acts effectively espe-
cially in displacing inefficient managers.!'” At the very least, it is a mechanism
of keeping managers in check and ensuring employee participation.''®

2. The Japanese BoS

The Japanese corporate governance system is unique in that it allows companies
to voluntarily select from amongst three options."? Japanese scholars and prac-
titioners believe that the level of compliance of Japanese-listed companies is bet-
ter than that of Chinese-listed companies. However, in July 2015 Toshiba (R
%), one of the leading companies in Japan, disclosed a report (“Report”) by an
independent investigation committee which revealed serious defects in its com-
pliance system.'?® After a brief explanation of the Japanese corporate govern-

115 D. Sadowski et al., The German Model of Corporate and Labor Governance, 22 Com-
parative Labor Law Journal & Policy Journal (2000), p. 33, 38.

116 T J. Andre Jr., Some Reflections on German Corporate Governance: A Glimpse at Ger-
man Supervisory Boards, 70 Tulane Law Review (1995-1996), p. 1826-1827.

117°S.N. Kaplan, Top Executives, Turnover and Firm Performance in Germany, 10 Journal
of Law, Economics & Organization (1994), p. 142, 148-155.

118 D. Charny, The German Corporate Governance System, Columbia Business Law Re-
view (1998), p. 145, 159: “[Plerhaps the effect of codetermination as a governance device is to
provide a salient means for the expression of worker disapproval, the threat of which helps to
keep managers in check. Of greater importance, is the role of board representation in provid-
ing information for the functioning of unions and works councils”.

1% Fan Jian and Wang Jianwen, Corporate Law, 3rd edn. (2011), p.375-376.

120 heeps://www.toshiba.co.jp/about/ir/jp/policy/message.htm.
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ance system focusing on the BoS, this paper will analyze the challenges faced by
Japanese-listed companies with reference to the Toshiba case.

a) Three Options of Japanese Corporate Governance

After the revision of the Japanese Law in 2014, Japanese-listed companies can

choose among three main options.'?!

aa) One-Layer Dual Committee System (Traditional Model)
This is called the “Japanese Model” or a traditional Japanese corporate govern-
ance model.'?? In this model the company has both a BoD (Bl £%7%%) and a BoS

(MiE1®=) and all members are elected at the shareholders” meeting.

bb) American Single-Layer Committee System (American Model)

Under the American Model a company only has a BoD and no BoS. Within the
BoD, the company shall set up three specialized committees: the auditing com-
mittee (MMBZRR), the compensation/salary committee (FRAIZGIZ) and the
nominating committee (FEBERE / IR BZERER). Outside directors shall make
up a majority of each committee. The directors including the committee mem-
bers shall be elected at the shareholders’ meeting.

cc) The Hybrid of the Two Models (Hybrid Model)

Under the Hybrid Model, a company has no BoS. The BoD sets up a special
committee called the Audit and Supervisory Committee (“ASC”) within the
BoD. Since the Hybrid Model may be understood thoroughly through a com-
parison with the Traditional as well as the American Model, a detailed explana-
tion will be provided later in this paper.

b) Historical Developments

Originally, the Japanese BoS system was emulated from the German and French
corporate governance systems.'?® Thereafter, until 1950 supervisors had rela-
tively strong monitoring authority. They not only supervised the legality of
directors’ actions, but also the appropriateness of the directors’ management
techniques.'** During the Japanese corporate reforms in 1950 after World War
IT and under the influence of GHQ and American law it was widely considered

121 K. Egashira, The Laws of Joint Stock Limited Company, 6th edn. (2015), p.376. Note
that there are other options for smaller companies (such as companies only with one or two
supervisors and without BoS) but rarely used by listed companies in practice.

122 Fan Jian and Wang Jianwen, Corporate Law, 3rd edn. (2011), p.375.

123 C. Yamamura, The Origin and the Development of the Supervisor System, 1st edn.
(1997), p. 60-61.

124" Thid, p. 79-80.
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that supervisors were unnecessary.'?> Subsequently, supervisors were deprived
of the authority to monitor managers’ conduct. 12 The only remaining function
of supervisors was the accounting audit function which was to be carried out by
professional accountants. It could therefore be said that the system of supervi-
sors during this period was considered temporary and doomed to be abolished
in the near future.!” However, reflecting the window dressing scandals of listed
companies which exposed the inefficiency of the BoD’s supervision, Japanese
legislators changed their minds. Pursuant to the Japanese corporate law reforms
in 1979, the supervisors’ authority to monitor the management of a company
was restored.!”® After the Japanese corporate law reforms in 2002, the Ameri-
can Model was introduced as an option for Japanese companies.'* Finally, in
2014 the Japanese Law was revised again to introduce a third option i.e. the
Hybrid Model. It may be noted that at the same time, the Japanese Law virtual-
ly mandated the introduction of outside directors in all three types of compa-
nies. However, this topic is not directly relevant to the BoS and the paper will
not delve deep into this issue.!®

¢) The Japanese BoS under the Traditional Model

Under the Traditional Model, the Japanese BoS system is similar to that of Chi-
na. The Japanese supervisor’s authority/obligation is mainly to supervise the
management of directors."” Under the Traditional Model, the directors (espe-
cially internal directors) are in charge of the management of daily activities
along with some important issues being decided by the BoD. In the case of com-
panies with a BoS, the number of supervisors shall be three or more, and a majori-
ty of members comprising the BoS shall be outside supervisors (fL9MNEE1%).!>?
When the supervisors discover an illegal conduct, they are required to report to
the directors.’> When the directors perform illegal actions likely to cause sub-

125 M. Hamada, The Historical Development of Japanese Corporate Law Reforms, 1st edn.
(1992), p.218: “The fruit of the fight against the GHQ [was to retain the BoS system.]”.

126 C. Yamamura, The Origin and the Development of the Supervisor System, 1st edn.
(1997), p. 66-68.

127 M. Matsunaka, The Identity Crisis of the Supervisors, 1957 Shoji Homu, (2012), p.4, 5.

128 Tbid, p.9; C. Yamamura, The Origin and the Development of the Supervisor System, 1st
edn. (1997), p. 80.

129 K. Egashira, The Laws of Joint Stock Limited Company, 6th edn. (2015), p. 548.

130 G. Goto, The Outline for the Companies Law Reform in Japan and its Implications, 35
Zeitschrift fiir Japanisches Recht/Journal of Japanese Law (2013), p. 14, 17.

131 Art.381 (1) of Japanese Law: “Supervisors shall audit the execution of duties by direc-
tors (or directors and accounting advisors for a Company with Accounting Advisor(s)). In
such cases, company auditors shall prepare audit reports pursuant to the provisions of the
applicable Ordinance of the Ministry of Justice”.

132 Art.335 (3) of Japanese Law: “A company with BoS shall have three or more supervi-
sors, and the half or more of them shall be outside supervisors”.

135 Art.382 of Japanese Law: “If supervisors find that directors engage in misconduct, or
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stantial damage to the company, the supervisors may ask courts to restrain the
directors from doing so.!**

Japanese supervisors have the authority to only supervise the conduct of di-
rectors in the context of legality.'* They do not have the authority to ascertain
the appropriateness of the directors’ conduct. The body that determines wheth-
er the management is appropriate is not the BoS, but the BoD. However, when
the inappropriateness exceeds a certain degree then such a conduct may violate
the directors’ duty of care, thereby becoming illegal. In this sense, the supervi-
sors may establish whether the conduct of the directors is excessively inappro-
priate or not."*® For example, when a company builds a factory and buys real
estate, supervisors usually have no authority to determine the appropriateness
of price of the transaction. But if the price is excessively high then it may result
in the violation of the directors’ duty of care, meaning that the Japanese super-
visors would then have the authority to step in at this point. In order to guaran-
tee the effectiveness of the supervisors” actions, they have been given the author-
ity to inspect and can ask the directors and employees to report on the compa-
ny’s asset situation.'” Also, the supervisors shall attend the BoD meetings and
may express their opinion to the directors.'*

One of the characteristics of the Japanese BoS system is that each supervisor
enjoys a full range of authority as stipulated above. This means that the minor-
ity BoS members, or even one supervisor, may oversee the managers (whether or
not the BoS as a board supports him/her), report to the BoD or even ask the
court to control the managers’ conduct. Due to this the BoS is merely a platform
to share information, specialized knowledge and experience."”’

Another difference between the two countries, on one hand, and Japan, on
the other, is that the Japanese BoS does not have any employee representatives.
Japanese Law stipulates that employees cannot become supervisors concurrent-

are likely to engage in such conduct, or that there are facts in violation of laws and regulations
or the articles of incorporation or grossly improper facts, they shall report the same to the
directors (or, for a Company with BoD, to the BoD) without delay”.

134 Art.385 (1) of Japanese Law: “In cases where a director engages, or is likely to engage
in an act outside the scope of the purpose of a stock company, or other acts in violation of laws
and regulations or the articles of incorporation, if such act is likely to cause substantial detri-
ment to such company with supervisor(s), supervisors may demand that such director cease
such act”.

135 K. Egashira, The Laws of Joint Stock Limited Company, 6th edn. (2015), p.523.

136 Tbid, p. 524.

137 Tbid, p. 525.

138 Art.383 (1) of the Japanese Law: “Supervisors shall attend the BoD meeting, and shall
state their opinions if they find it necessary; provided, however, that, in cases where there are
two or more supervisors, if there is a provision on the vote by Special Directors pursuant to the
provisions of Art.373 (1), the specific supervisor who shall attend the BoD meeting under
paragraph (2) of that article shall be appointed by the supervisors from among the supervisors”.

139 K. Egashira, The Laws of Joint Stock Limited Company, 6th edn. (2015), p.532.
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ly.1° The BoS is composed of three or more supervisors and more than half of
these are external.!"*! During the discussion of the Japanese Law reforms in 2014,
labor unions and some scholars proposed to introduce the concept of employ-
ee-representative supervisors. However, the Japanese legislatures refused its in-
troduction for the following reasons:!*

— Employees work closely with and under the control of directors and manag-
ers as a team whereas the BoS is intended to supervise the directors and man-
agers. Therefore, having an employee representative in the BoS would mean
that the supervised participates in the supervision which might make the su-
pervision ineffective (or even meaningless).

— There is usually at least one BoS member who used to be an employee of the
company. This means that there is usually at least one supervisor whom em-
ployees can trust.'*

— Shareholders are the owner of a company. Therefore, the bodies of a company
(such as directors and supervisors) are elected by the shareholders’ meeting and
are responsible to the company. If supervisors are elected by the employees,
they may not be responsible to the company but to the employees. This would
confuse the whole organizational structure of the Japanese corporate system.

— Protection of employees is ensured by labor laws. This responsibility should
not be that of corporate/company laws.

As explained above, listed companies’ external supervisors have various back-
grounds and a relatively large number of them are professionals such as account-
ants and lawyers."** Since there are several matters that supervisors need to
monitor, the BoS shall appoint one or more permanent supervisor(s) who shall
oversee these on a daily basis.!*

140 Art.335 (2) of the Japanese Law: “A company auditor of a Stock Company may not
concurrently act as a director, employee, including manager, of that Stock Company or its
Subsidiary, and may not act as an accounting advisor (if the accounting advisor is a juridical
person, the member who is in charge of its affairs) or an executive officer of such Subsidiary”.

41 K. Egashira, The Laws of Joint Stock Limited Company, 6th edn. (2015), p.541.

142 http://www.moj.go.jp/content/000049083.pdf; http://www.moj.go.jp/content/000054
772.pdf; http://www.moj.go.jp/content/000072741.pdf; G. Goto, The Outline for the Com-
panies Law Reform in Japan and its Implications, 35 Zeitschrift fir Japanisches Recht/Journal
of Japanese Law (2013), p. 14, 30.

3 G. Goto, The Outline for the Companies Law Reform in Japan and its Implications,
35 Zeitschrift fiir Japanisches Recht/Journal of Japanese Law (2013), p. 14, 31. This argument is
the rebuttal to the pro-employee-representative supervisor argument that “the employees would
feel more secure to engage in whistleblowing if they had someone they could trust at the [BoS]”.

144 http://www.kansa.or.jp/support/enquet15_150109-1.pdf. According to the question-
naire of the “Japan Audit & Supervisory Board Members Association” members in 2015,
regarding the listed companies, 21.7% of the outside supervisors are lawyers, 20.9% are
accountant’s/tax specialists, and these two professions are ranked as the number one and two
most common backgrounds of outside supervisors. 3.0 % are professors.

145 Keieihoyukaikaishahoukenkyukai, Supervisor’s Guidebook, 3rd edn. (2015), p. 14.
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In large companies assistant staff is necessary for ensuring effective supervision
by the BoS. About half of the listed companies have assistant staff for the BoS
and these companies have on an average 1.93 assistants.!*® The supervisors’ as-
sistants are employed by the company and are on its payroll. They are expected
to follow the instructions of the supervisors. In addition, if it is necessary for the
supervisors to retain professionals such as accountants or lawyers, such costs
shall also be borne by the company.!*

d) The American Model

The American Model is essentially the same as that which exists in American
listed companies. In a company that adopts the American Model there is no BoS
and all important decisions are taken by committees within the BoD, a majority
of whose members are outside directors. Also, in the American Model the role
of the BoD is to supervise and monitor the officers and the day-to-day manage-
ment roles as entrusted to the officers. As the American Model is similar to the
one used in the USA, it is relatively easier for American and other foreign inves-
tors to understand. As a result, they tend to rate companies adopting this mod-
el higher than those employing the Traditional Model.'*3

In Japan, the American Model has been in use for almost a decade. The orig-
inal intention behind introducing the American Model'*’
tions to the Japanese companies to choose the best system fit for their current

was providing op-

146 http://www.kansa.or.jp/support/enquetl5_150109-1.pdf, “Japan Audit & Supervisory
Board Members Association”.

147 Art. 388 of the Japanese Law: “If company auditors make the following requests to a
Company with Company Auditor(s) (including a Stock Company the articles of incorpora-
tion of which provide that the scope of the audit by its company auditors shall be limited to an
audit related to accounting) with respect to the execution of their duties, such Company with
Company Auditor(s) may not refuse such request except in cases where it proves that the ex-
pense or debt relating to such request is not necessary for the execution of the duties of such
company auditors: (i) Requests for advancement of expenses; (ii) Requests for indemnifica-
tion of the expenses paid and the interests thereon from and including the day of the payment;
or (iii) Requests for the payment (or, in cases where such debt is not yet due, provision of
reasonable security) to the creditor of a debt incurred”; see also Keieihoyukaikaishahouken-
kyukai, Supervisor’s Guidebook, 3rd edn. (2015), p. 26.

148 K. A. Alces, Beyond the BoD, 46 Wake Forest Law Review (2011), p. 783. Note howev-
er that some American scholars are criticizing American corporate governance structure.

149 See T. Araki, Changing Employment Practices, Corporate Governance, and the Role of
Labor Law in Japan, 28 Comparative Labor Law Journal & Policy Journal (2007), p. 251, 267
regarding the introduction of the American Model and the comparison between the Tradi-
tional Model and the American Model; R. Dore, Papers on Employees and Corporate Govern-
ance, 22 Comparative Labor Law Journal & Policy Journal (2000-2001), p. 168-169: “Of all
the factors making such a change likely, it is not so much the decline in the capacity for com-
pany loyalty, changes in values and in the central life interests of younger generations, as the
growth of foreign-mostly American-ownership of Japanese industry that is probably the
most important”.
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circumstances.'*® The trend after almost 10 years is that the American Model is
on the decline. Out of roughly 4000 Japanese-listed companies, there are only
around 100 companies which have adopted the American Model®! and that
number has been decreasing steadily in recent years.'*?

Why did Japanese companies not favor the American Model? In the Ameri-
can Model the nomination of directors and decisions regarding the amount of
executives’ compensation are both decided by the nominating committee and
the salary committee. Also, they need to persuade a majority of the outside di-
rectors within these committees. Historically, the source of power of the Presi-
dents and CEOs of Japanese companies stemmed from the authority over the
management of human resources as well as salary matters. The introduction of
the American Model meant that they were deprived of these powers. Managers
do not want to lose nomination and salary powers and for this reason refused
the American Model.'*®

One of the notable features about Toshiba is that it has adopted the American
Model and its compliance system is considered sophisticated and well-developed.'>*

e) The Hybrid Model

Against the background of Abenomics (the economic reforms of Prime Minis-
ter Shinzo Abe), the Japanese government and Japanese companies are earnestly
welcoming foreign investors to invest in Japanese listed companies. However,
the American and other foreign investors have difficulties in understanding
their BoS system. As a result, foreign investors doubt the governance system of
Japanese-listed companies.'>

150 H. Kubori et al., The Everything About the Commercial Law Reform in 2002, 1st edn.
(2002), p. 55.

151 K. Egashira, The Laws of Joint Stock Limited Company, 6th edn. (2015), p. 381.

152Y. Abe, The Corporate Law Reform Reading from the Legislative Backgrounds, 1st
edn. (2014), p. 46.

153 K. Egashira, The Laws of Joint Stock Limited Company, 6th edn. (2015), p. 381; Y.
Hamabe, The Whereabouts of Governance Reform by the Introduction of the Hybrid Model,
9 Aoyama Law Journal (2014), p. 15, 17; http://www.agulin.aoyama.ac.jp/opac/repository/
1000/16996/16996.pdf.

154 M. Toda and W. McCarty, Corporate Governance Changes in the Two Largest Econo-
mies: What’s Happening in the U.S. and Japan?, 32 Syracuse Journal of International Law and
Commerce (2004-2005), p. 189, 205-206: “Toshiba explained the purpose for its adoption of
the new governance system ‘as a means to further enhance corporate governance by reinforc-
ing supervisory functions and management transparency and to improve operating agility
and flexibility.” Other companies that select this option likely anticipate that as they become
more accountable, they will also be more competitive by increasing their corporate value and
eliminating corporate corruption through the enhanced corporate governance system.”; also
see p. 219 where Toshiba is categorized as the company adopting the American Model “that
are developing their business operations and raising funds globally”.

155 E. Nagatomo et al., The Future of the Corporate Governance of Our Country in the
Global Community, 586 Monthly Supervisors (2011), p. 6.
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One of the core suspicions about the Japanese BoS from the foreign investors’
perspective is that since supervisors do not have voting rights in the BoD, it is
doubtful whether the BoS’s supervision is effective.!>® In 2014 the revised Japa-
nese Law allowed Japanese companies to choose the Hybrid Model, which is the
hybrid of the Traditional and the American Models. The similarity to the
American Model is that under the Hybrid Model companies only have BoDs
and no BoS. Further, any important decision by the management can be en-
trusted to the internal directors (however the Hybrid Model does not have the
officers). The similarity to the Traditional Model is that under the Hybrid Mod-
el, a committee similar to the BoS is set up within the BoD called the ASC.!>’
ASC members are directors but elected at the shareholders’ meeting separately
from the normal directors (in this sense they are similar to BoS members under
the Traditional Model).

The biggest difference between the Hybrid Model and the American Model is
that the Hybrid Model has no nominating and salary committee. It allows the
current Traditional Model companies to abolish the BoS and transform into
having an Americanized BoD-only governance structure while at the same time
allowing the President & CEO to maintain his/her power over both human
resource management and salaries. Also, since the function of the ASC is simi-
lar to BoS, current members of the BoS may be nominated as ASC members.
It should be noted that in the Traditional Model Japanese companies already
have outside supervisors. By adopting the Hybrid Model and by transforming
the BoS into the ASC, the ex-outside supervisors would then become outside
directors who are highly valued by American and foreign investors as a key fea-
ture of the compliance infrastructure. As of the end of December 2016, more
than 700 companies have already announced their intention to adopt the hybrid

system.'>®

136 B. A. Aronson, The Olympus Scandal and Corporate Governance Reform: Can Japan

Find a Middle Ground between the Board Monitoring Model and Management Model?, 30
UCLA Pacific Basin Law Journal (2012), p. 93, 140 regarding the circumstances that lead to
the introduction of the Hybrid Model.

157 Tbid, the ASC of the Hybrid model and the auditing committee’s American Model is
very similar. But there are some differences. In addition to the election process as stipulated
above, ASC of the Hybrid Model has the authority to give opinions on the nomination and the
remuneration of the directors. This means that the ASC under the Hybrid Model is a little bit
stronger than the auditing committee of the American Model. Also, whereas the majority of
the BoD of the American Model shall be outside directors, the majority of the BoD of the
Hybrid Model may be the inside directors. (Note that the majority of the ASC under the
Hybrid Model shall be the outside directors).

158 See http://blog.livedoor.jp/kawailawjapan/archives/8331552.html.
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f) Comparison of the Three Models

Currently a vast majority of the Japanese companies adopt the Traditional Mod-
el. However, this Model faces a critical problem (especially under the back-
ground of promoting foreign investment) in that the foreign investors have dif-
ficulties in understanding the compliance level of the company because of the
BoS system. It may also be contended that although the Japanese companies
need to establish an internal control system, such a system is established by the
BoD and the staff engaged in this is under the control and leadership of the
President & CEO. Therefore, the BoS cannot fully make use of the internal
control system established within the company.'*” One scholar’s criticism is that
if the legislator wants to strengthen the effectiveness of control by the supervi-
sors, then these supervisors should be changed to directors. This illustrates that

Japanese supervisors have been suffering from a serious identity crisis.'*®

The Traditional Model, American Model, and Hybrid Model have their pros
and cons. The fact that the auditing committee and ASC members are directors
seems to solve some of the problems stated above. The Hybrid Model seems to
be more attractive to Japanese companies than the American Model because the
former seems to overcome the certain difficulties such as who possesses the
power over human resources and salary.

However, it should be noted that both the American as well as the Hybrid
Model have one problem in common. The role of the BoS is to supervise and
monitor the conduct of officers (in case of the American Model) or internal di-
rectors (in case of the Hybrid Model). This means that many important deci-
sions of the management (which are conducted by the BoD in the Traditional
Model) are conducted by officers (in the case of the American Model) or inter-
nal directors (in the case of the Hybrid Model). Those who are entrusted with
such strong powers are usually the President & CEO. This indicates that in
both the models, the President & CEO’s power can be stronger than in the Tra-
ditional Model. In the case of the Hybrid Model, as the President & CEO main-
tains power over human resources and salary, it may be concluded that his/her
powers can be the strongest out of all three models.

g) Brief Analysis of the Toshiba Case

Because of the limited time since the release of the Toshiba Report, it is imprac-
ticable to conduct a comprehensive analysis of the case. The Report disclosed
that Toshiba’s conduct over several years with regard to the implementation of
the BoS system continuously and systematically amounted to nothing more
than window dressing. The following three points can be enumerated from the
case to understand the Japanese corporate governance system:

159 M. Matsunaka, The Identity Crisis of the Supervisors, 1957 Shoji Homu (2012), p. 4, 6.
169 Thid, p. 8.
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aa) Internal Control System Ineffective in Curbing Managements’
Wrongdoing

The Report revealed (or strongly suggested on several occasions) the top man-
agement’s implicit and sometimes explicit involvement in many of the window
dressing endeavors. The internal control system, which is established and led by
the BoD, is powerless if the top management gets involved in wrongdoing.
Therefore, the blame lies not so much with Toshiba’s internal control system but
with its top management.

bb) Strong Manager in the American Model

Under the American Model many important decisions are entrusted to the of-
ficers (especially the chief executive officer) and in practice the President &
CEO can have strong powers. The Report suggests that Toshiba’s President &
CEO had that kind of undue power. For example, in the monthly meetings with
managers, Toshiba’s President & CEO directed the managers to attain seeming-
ly impossible targets (sales, profits etc.), making it virtually impossible for other
managers to refuse such orders even though these were unrealistic.

cc) Powerless Outside Directors

In 2015 Toshiba had four external directors (who were the members of the au-
161 one professor and an ex-investment
banker. The window dressing cases (or the facts implying window dressing)
were not reported to the BoD and hence the outside directors were unable to
play effective roles in stopping the scandal. It is unclear from the Report what
exactly the outside directors did in their roles as the auditing committee mem-

diting committee), two ex-diplomats,

bers. But according to it, although some members of the auditing committee
were aware of the facts and evidence implying the existence of the window
dressing, the issue was not discussed within the committee. In the auditing
committee, the majority was outside directors and its president was ex-CFO,
which seems to have made it difficult for the outside directors to play their role
in monitoring the accounting documents.

3. Comparison and Lessons

What are the characteristics of the Chinese BoS system compared to Germany
and Japan? What lessons can China learn from the German and Japanese expe-
riences? The following is a brief summary of the characteristics of the Chinese
BoS system and the lessons China can learn from Germany and Japan. It should,
however, be noted that while doing so, the cultural characteristics and unique

161 Tbid, one of the two ambassadors, Mr. Sakutaro Tanino (&EFfEXEN), was ex-Ambassa-
dor at the Embassy of Japan in China.



174 Guo Liand Matsuo Takayuki

national conditions of the countries should be considered in the context of cor-

porate governance.l(’z

a) German Law

German law and Chinese Company Law are similar in that both require em-
ployee participation as part of the BoS. It is said that in China employee partic-
ipation is a way to embody “democratic management” by the employees.'®® This
means that the German employee-supervisor system could work successfully in
China, especially in keeping with the concept of socialism with Chinese char-
acteristics.'®* However, it should be noted that internal supervisors (including
employee supervisors) are criticized because they are not independent from the
managers. Therefore, China may have to consider ways to preserve the inde-
pendence of employee-supervisors. One of the possible solutions could be ap-
pointing higher level labor union members instead of the company’s employees
as employee-supervisors.'® Irrespective of the way in which supervisors are
appointed, their performance would still be limited as long as the managers
and/or controlling shareholders “control” the BoS.

A major difference between the Chinese and German systems is that the Ger-
man system has a high-low relationship between the BoS and the BoD while the
Chinese system does not. In other words, the Chinese BoS is much weaker than
the German BoS system. Some scholars advocate strengthening the Chinese
BoS’s authority by learning from the Germans. These could include provisions
regarding the authority to oppose important decision-making,'*® the right to
information,'®” or the authority over the appointment and firing of directors.'®®
However, one of the fundamental problems of the Chinese BoS system is that

162 See M. H. Lubetsky, Cultural Difference and Corporate Governance, 17 Transnational
Law & Contemporary Problems (2008), p. 187, 206.

163 Chao Xi, In Search of an Effective Monitoring Board Model: Board Reforms and the
Political Economy of Corporate Law in China, 22 Connecticut Journal of International Law
2006, p.43.

164 1.1 Shengli, Independent Director or BoS, Issue 7 Productivity Research (2005), p. 154,
158.

165 Luo Xiao, Brief Analysis of the Shortcomings of the BoS of our Company and the Coun-
termeasure, Issue 12 Legal System and Society (2014), p. 86, 87. Note also that in Germany
some supervisors are seconded from banks. It might be better for the Chinese companies to
consider enlarging the resources of supervisors learning lessons from Germany.

166 Cao Jie and Li Ailan, Analysis on the Conflict and Selection of the Independent Director
System and BoS Sytem of our Country, Issue 10 Legal System and Society (2010), p. 48, 49; see
also Zhou Mei, The New Development of German BoS System and the Lessons for Chinese
BoS, China-German Legal Forum (2009), p. 92, 102.

167 Tbid, note that as above, CSRC Code already stipulated the supervisors’ right to infor-
mation but it has not been adopted as a part of the Chinese Company Law yet.

168 Zhou Mei, The New Development of German BoS System and the Lessons for Chinese
BoS, China-German Legal Forum (2009), p.92, 101; Ye Chengpeng, The Perfection of Com-
pany’s BoS System, Issue 6 Market Modernization (2011), p.27, 28.
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the controlling shareholders (more often than not they are also the managers/
directors) are overly dominant. The BoS would still have difficulties in exercis-
ing its new authority since a majority of its members are selected by the share-
holders.

One proposal to counter this problem is to restrict the number of companies
in which a person may be appointed as a supervisor such as disallowing one
person from being appointed as a supervisor for more than 5%’ or 9 compa-
nies.!”® This would enable the Chinese supervisors to devote more time and
energy towards their duty as supervisors especially in instances where lawyers,
accountants or professionals become independent supervisors.

b) Japanese Law

Before making any comparisons the prominent differences between Japan and
China may be noted. Many Japanese managers are career managers who typi-
cally start their careers in a company just after graduating from university and
are finally promoted as managers.!”! This means that in Japan, at least in large
listed corporations, the problem of a strong controlling shareholder/manager is
not critical.’”? In light of these facts, some of the characteristics of the Japanese
BoS may be referred to while considering reforms in China.

First, whereas a Chinese independent supervisor is optional, Japan has man-
dated the presence of outside supervisors and that they should make up a major-
ity of the BoS. Some scholars argue that the Japanese corporate governance fea-
ture should be introduced in China.!”® Also, while more than 40 % of the Japa-
nese outside supervisors are lawyers or accountants, Chinese supervisors are
mainly insiders without any specialized knowledge. China may consider in-
cluding more supervisors who are qualified professionals. Careful selection of

169 See Art.5 (2) of the Guidebook for Listed Companies’ Independent Directors in Per-
forming Obligations in 2004 by CAPCO: “The independent directors shall guarantee enough
time and energy to effectively perform their obligations. In principle, they can only become
independent directors of five listed companies or less”.

170 See Ma Daoyong, The Analysis of the Perfection of the Law making of the Company’s
BoS, Issue 2 Cadres Tribune (2006), p.41; Liu Miao, The Reconsideration of the Independent
Director System of Our Country, Issue 4 Law Application (2005), p. 43, 44.

71 7. O. Haley, Heisei Renewal or Heisei Transformation: Are Legal Reforms Really
Changing Japan?, 19 Zeitschrift fiir Japanisches Recht/Journal of Japanese Law (2005), p.5,
13. Large listed companies are “controlled by career managers who view themselves as the
primary stakeholders and actively prevent shareholders from exercising either rights of con-
trol or claims to their residual share”.

172 Admittedly, there are some companies in which the founders (and their relatives) are
the largest shareholders. However, such companies are usually small- or mid-sized even if
they are listed.

175 Zheng Xiong, On Improving Supervisors Committee System of National Corporation,
Issue 10 Journal of Huaihua University (2008), p.44; see also Chen Jianjun, How to Perfect
the Our Country’s BoS System, Issue 6 China Economist (2007), p. 24.
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candidates and competitive remuneration should be the prerequisites'’* espe-
cially in the context of the time they are expected to devote as supervisors and
the motivation to effectively monitor the company. The Japanese Association of
Supervisors (B E) provides specialized training to supervisors. China
should consider introducing more systematic education to supervisors provided
by (semi-)official institutions or experienced supervisors.

Second, the Chinese and Japanese systems are different in that the Chinese
listed companies (JSLCs) cannot select the American or the Hybrid Model.
Since each company operates under difference circumstances, the corporate
governance model which is the best fit for a company may differ. Therefore,
China may consider allowing companies to select other options.!”> This must
be done cautiously as allowing many models may cause chaos in the market.

Third, whereas a Chinese BoS functions by the resolution of the members,
Japanese Law gives individual supervisors the authority to monitor and super-
vise the managers. This means that when the supervisors disagree on an issue,
Japanese supervisors may individually exercise their authority and prevent
damage/loss to the company. Some Chinese scholars also advocate giving au-
thority to individual supervisors.””® Consideration needs to be given in cases
where a brave supervisor rightfully divulges certain information despite oppo-
sition from a majority of supervisors or a case where an unreasonable supervisor
abuses his/her authority and harm the interests of the company.

Fourth, legal systems in Japan and China are similar in that the concepts of
independent directors as well as the BoS exist in both countries. The basic idea
of the Japanese system is to let independent directors and supervisors coordi-
nate and communicate. This is similar to the proposals laid down by some Chi-

nese scholars.'””

174 Tbid, also, the introduction of the above-mentioned German system of limiting the
number of companies a supervisor may serve for is worth considering, especially under this
background.

175 See Long Weiqiu and Li Qingchi, The Reform of the Internal Governance System of the
Company, Issue 6 Journal of Comparative Law (2005), p. 58, 71.

176 See Liu Jiasheng, Board of Supervisors in China’s Stock Corporations: Measures to Im-
prove Its Safeguarding Function, Issue 3 Journal of Huaihai Institute of Technology (Social
Science Edition) (2009), p.43, 45; Ding Liquan, The Empirical Study of the Independent
Director and BoS of Hunan Province Listed Company, Issue 4 Consume Guide (2008), p. 121,
122.

177" See Yonghui You, Coordination and Perfection between Independent Director and Su-
pervisor’s Council 1 Journal of Politics & Law (2008), p. 61, 63: “We should construct sharing
system of information and resources between independent director and supervisor”. Also see
Jiang Ming, Discussion of The differences between the Independent Directors and the BoS and
the Perfection, Issue 2 Theory Monthly (2006), p. 121, 122; He Jiayou, On Perfection of and
Coordination Between the Independent Director System and the Supervisor Board System in
China, Issue 2 Journal of Southwest Agricultural University (Social Sciences Edition) (2009),
p- 37, 40; Wu Xiaoping, The Re-consideration of the Coordination of the Functions of the In-
dependent Director and the BoS, Issue 5 Heilongjiang Social Sciences (2010), p. 142, 144; Tian
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Fifth, the Japanese BoS has full-time supervisors and approximately two staff
members (in companies with BoS staff system). China may consider introduc-
ing a full-time supervisor!”® while bolstering the staff supporting the BoS."”? It
should beforehand be considered whether the benefits outweigh the additional
costs.

Sixth, Japanese Law'® stipulates more powers for supervisors over certain
areas than their counterparts in China. China may consider requiring BoS’s
consent in the BoD’s nomination of supervisors.'® It may also consider depriv-
ing the BoD/manager of the authority to determine supervisors” salaries and
giving the discretion instead to the salary committee or other company bod-
ies.!82 In addition, China may clearly give the supervisors authority to sue direc-
tors/managers in court so as to check undesirable conduct and recover the com-
pany’s damage.'® Another area over which Japanese supervisors have signifi-
cant authority is the right to information.!’®* Under the Japanese Hybrid Model
the ASC has the right to give opinion on nominations which is a kind of middle
ground between the Chinese system and the German system.'®®

Finally, as regards the Japanese lawmakers’ decision to let companies decide
whether to adopt the Japanese, American or Hybrid system, the prime intention
is to promote foreign investment. Those companies which focus on receiving
substantial foreign investments may choose either the American or the Hybrid
system which can be easily understood by foreign investors. If China fully

180

Wei, The Analysis of the Coordination and the Development of the BoS and independent Di-
rector System in the Listed Companies of our Country, Issue 4 Legality Vision (2015), p. 60, 61.

178 Tiang Weijun, Analysis of the Defect of the Lawmaking of the BoS System of our Coun-
try’s Companies and its Perfection, Issue S1 The Journal of Xiangtan University (The Edition
of the Philosophy and the Social Science) (2008), p. 37, 38.

179 See Li Haidong, How the BoS of State Owned Enterprises Exercise its Functions, Issue
36 Chinese & Foreign Entrepreneurs (2014), p.48.

180 Note that while Chinese guidelines or other documents provide these authorities (such
as the right to information in Art.e 60 of the CSRC code), these rights are not stipulated in the
Chinese Company Law.

181 See Fan Yunheng, Brief Analysis of The Function, Reality and Countermeasure of the
BoS of State Owned Enterprises, Issue 3 Transportation Enterprise Management (2015), p. 48,
50.

182 Note that some scholars argue that China should let the Remuneration Committee to
work out the plan for BoS member remuneration, before such plan is passed by Shareholder’s
Meeting. See Xu Xiaoyan, Intensify the Board of Supervisors System and Perfect Corporate
Management Structure of Listed Company, Issue 15 Economic Research Guide (2013), p. 142,
143.

183 See Chen Jianjun, How to Perfect the Our Country’s BoS System, Issue 6 China Econ-
omist (2007), p. 24.

184 This means that the BoS’s right to information is not necessarily derive from the Ger-
man-style important decision-making authority. See Li Boqiao and Ling Yonqin, 7he Com-
parative Analysis of the Chinese and Japanese BoS’s Information Control System, Issue 6
Commercial Research (2006), p. 96.

85 Yang Duifu, Brief Analysis of the Status and the Function of the BoS in State Owned
Enterprises, Issue 8 China Market (2014), p.58, 59.
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opens its stock market to foreign investors, selecting the American model is also
worthy of consideration. In May 2015 Premier Li Kegiang announced that Chi-
na would steadily continue the process of opening up of the stock market.'s®
When the opening up proceeds to the next stage, it would be the right time for
China to consider allowing listed companies to choose an American or Ameri-
ca-like system to boost foreign investors’ confidence. However, it should be
noted that if foreign investors believe that the reforms are merely superficial,
there is little chance of attracting more investors.'®’

¢) Fundamental Problems of the Chinese BoS System

The comparisons with Germany and Japan seem to illustrate the following fun-
damental problems of the Chinese BoS system:

aa) Lost in Transplantation
China borrowed the concept of the BoS from abroad. Some features of this sys-
tem might have been lost during the “transplantation” process. For example,
China implemented the employee-supervisor system but the original German
employee-supervisor system was established and developed in a country which
already had strong employees and/or labor unions. In China, considering the
relatively weak power of the employees and/or labor unions, the employee-
supervisor system seems far from successful.

To improve the Chinese BoS system one needs to analyze what is “lost” dur-
ing the transplantation process and create a unique BoS system (or any other
corporate governance system) which best fits the Chinese market.

bb) Multiple Purpose Syndrome

A fundamental problem may be pointed out in the intentions of the legislator
when the BoS system was introduced. The real purpose of the BoS system seems
unclear due to the following reasons:

186 1.i Keqiang, Steadily Proceed the Opening Up of the Stock Market, 2015; http://
finance.qq.com/a/20130527/002754.htm.

187 Note that recent Chinese corporate governance reforms of introducing independent
directors have been criticized by an American scholar as simply being formalities. See B. E.
Aronson, Changes in the Role of Lawyers and Corporate Governance in Japan — How do We
Measure Whether Legal Reform Leads to Real Change?, 8 Washington University Global
Studies Law Review (2009), p.223, 238: “Countries like China and Korea are willing to em-
brace the concept of independent directors for listed corporations precisely because the inclu-
sion of a number of nominally independent directors is unlikely to have a real impact on
managerial authority. In addition, corporations in those countries may actually be aiming at
an important collateral benefit derived from the introduction of independent directors-a
greater willingness of large institutional investors (mostly from the United States and the
United Kingdom) to invest in companies that incorporate familiar governance devices such as
independent directors while operating in an otherwise weak corporate governance environ-
ment”.
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— Considering that a majority of supervisors are selected by the shareholders, it
can be argued that BoS is solely for the benefit of the shareholders (See also
“responsible for the whole shareholders” in CSRC code Art.59).

— On the basis of the minority shareholders’ right to elect supervisors (such as
in the aforementioned CSRC code requiring the cumulative voting system) it
may also be argued that BoS is for the benefit of minority shareholders.

— China adopted the employee-supervisor system and it can be said that the
BoS is for the benefit of the employees.

— Considering the stress on CSR in recent years and the protection of multiple
stakeholders, it can also be argued that BoS is for the benefit of stakeholders
such as creditors and the environment.

To sum up, the BoS system seems to have multiple purposes which often con-
flict with each other. This could also be an important reason for the malfunc-
tioning of the BoS system.

cc) The Problem of Controlling Shareholders

Finally, any reform of the legal system as regards the BoS would make little
difference as long as the practice is unchanged. The ineffectiveness of the BoS
mainly results from strong managers and/or controlling shareholders in Chi-
nese listed companies. Even if the law grants authority and independence to
supervisors, they would still be powerless as long as strong managers and/or
controlling shareholders control companies. Thus, without changing the share-
holding structure of the Chinese-listed companies the BoS will not work.

VI. Conclusion

The characteristics of the BoS system in three countries viz. China, Germany
and Japan were discussed in this paper. In spite of the same name, the actual
functions of these boards are quite different in these countries. Germany in-
vented the BoS and it appears to fit well into its current corporate framework.
The Japanese Corporate Governance, which borrowed heavily from Europe
(Germany), has been subject to the increasing influence of the U.S.. The BoS in
Japan has had to face challenges from two new options and experiences from
cases such as Toshiba.

Many scholars have characterized the Chinese BoS as being ineffective. In
order to improve the performance of the BoS China may consider adopting
practices from the Japanese and German BoS systems. Full-time and better ed-
ucated supervisors are required in order to fulfill their duties effectively. They
should ideally have more independence and higher leverage. Issues such as divi-
sion of labor between the BoS and auditing committee, refining the scope of
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authority and level of scrutiny for the BoS, collaborating and aligning the work
of the BoS and independent directors need to be addressed as well.

Furthermore, it is vital to analyze what aspects are lost during the “transplan-
tation” of BoS system from a foreign country and to reconsider the primary
purpose of the BoS. In addition to changing the laws and regulations, a change
in the Chinese shareholding system appears to be necessary for improving the
function of the BoS.

Last but not least, although this article mainly discusses the internal checks
and balances system and its effect on corporate governance, the external checks
and balances system is also imperative to get a holistic view of corporate govern-
ance.'®® Especially for China, a “market economy with Chinese characteristics”
is embodied through extensive state regulation of financial markets and direct
ownership of shares in listed companies. As such the importance of the external
system cannot be underestimated.'®” Meanwhile, the traditional German (and
Japanese) bank-centered external checks and balances systems!*° and the Japa-
nese cross-holding system'®! have helped in shaping up their corporate govern-
ance structures respectively. After all, it is infeasible to determine a satisfactory
mechanism without giving due consideration to every specific context.
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