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Abstract

The derivative action is an exception to the rule in Foss v Harbottle1 that was introduced with high
expectations during a Chinese company law (CCL) reform that came into effect in 2006. It is vital to
combat the abuse of  derivative action in China, a country with an emerging corporate governance model, a
weak legal system and inefficient enforcement measures. This article examines several deficiencies in
derivative actions, with the purpose of  arguing for a more effective and positive derivative action rule for the
benefit of  shareholders and their companies, and also for the development of  CCL and the reconstruction
of  the Chinese corporate governance system. Corporate governance theories will be discussed as theoretical
supports for a more efficient and enforceable derivative action system in China.
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1 Introduction

The rule in Foss v Harbottle2 provides a negative answer to the question of  whether an
individual shareholder is able to bring a complaint before the court if  an irregularity has

been committed in the course of  a company’s affairs, or if  some wrong has been done to
the company. Derivative action is an exception to the rule in English law that defines the
company itself  as the proper person or legal entity to bring action when seeking redress
against wrongdoers who are in control of  the company. Statutory derivative action is
designed to overcome inadequacies of  common law in the area of  shareholder remedies,
including the prohibitive cost of  litigation, the restrictive standing requirement, and
uncertainties concerning the rule and its exceptions.3 However, it may also lead to manifest
injustices when it goes wrong, not only due to the essence and logic of  the law but also to
the efficiency and defects of  the procedure itself.4 Derivative action provides that if  a
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shareholder can establish a case in which the action harming the company constitutes a
fraud on the minority and where the wrongdoers control the company, he or she will be
permitted to take derivative proceedings which are derived from the company. This trend
has been followed by a number of  countries in recent legislation, such as the UK,5

Australia,6 Canada,7 New Zealand8 and Singapore.9

In spite of  the fact that China does not follow the rule of  common law, after much
consideration and public consultation, the derivative action was introduced with high
expectations during a CCL reform in 2005, coming into effect on 1 January 2006. The rule,
which was proposed to the Standing Committee of  the National People’s Congress in
February 2005, was adopted to address one of  12 defects in the old CCLs. The changes
regarding derivative action are part of  a series of  changes surrounding shareholder
protection, especially for minority shareholders. The Chinese legal system is still
distinguished from other jurisdictions by the underlying Chinese market and its legal
institution in the context of  a control-based corporate governance model.10 The new
provisions for derivative action were embodied in both the CCL 2006 and the Chinese
Securities Law 2006. The provisions showed both convergence and divergence
characteristics when compared with statutory derivative action provision in other legislations.
The reforms in the new CCL reflect a compromise in relation to the efficiency of  CCL and
procedure law in terms of  the protection of  shareholders, especially minority shareholders.

It is vital to combat the abuse of  derivative action in China, a country with an emerging
corporate governance model, a weak legal system and inefficient enforcement measures.
This article examines several deficiencies in derivative action, with the purpose of  arguing
for a more effective and positive derivative action rule for the benefit of  shareholders and
their companies, and also for the development of  CCL and the reconstruction of  the
Chinese corporate governance system. Corporate governance theories, namely agency
theory and path dependence theory, will be discussed as theoretical arguments for a more
efficient and enforceable derivative action system in China.

2 emerging derivative actions

The rule in Foss v Harbottle is that, in general, ‘where a wrong is done to a company, only the
company may sue for the damages caused to it; a shareholder has no right to bring an action
on behalf  of  the company in order to protect the value of  his shares’.11 Two principles stem
from this general rule, namely the elementary principle12 and the principle of  majority
rule.13 A derivative claim emanates from the ‘fraud on the minority’ exception to the rules
enshrined in Foss v Harbottle, which was designed by the court to be a device to allow
minority shareholders to bring a claim against those who control the company. In such a
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legal claim, the minority shareholders, instead of  enforcing a right that belongs to them, are
vested in and therefore derived from the company14 and are therefore in the representative
capacity of  the company.15 In the UK, the new statutory derivative action, as provided in
ss 260–64 of  the Companies Act 2006, is built on principles developed by the courts over
the last 150 years. With regard to civil law countries, in Germany, for instance, AktG, the
legislative framework governing derivative claims for public limited companies, was set out
in s 148 of  the German Aktiengesetz introduced by art 1 nr 15 of  the Act on Corporate
Integrity and Modernisation of  the Right of  Avoidance (Gesetz zui Unternehmensintegritat und
Moderniserung des Anfechtungsrechts, UMAG).16

The emergence of  derivative action in China is the result of  the rapid development of
the stock market. Chinese stock exchanges, including the ones in Shanghai and Shenzhen,
developed very quickly after 1990 and by 2008 China’s stock market had grown to become
the second largest in Asia after Japan. By 1 April 2013, there were 2491 listed companies
with a total of  capital of  38.805 trillion renminbi (RMB) (£3.88 trillion).17 One of  the
interesting characteristics of  the Chinese capital market is the large percentage of  small
investors (owning less than 1 million RMB in cash-worth of  shares), accounting for 99 per
cent of  the total number of  capital accounts.18 The average turnover rate is seven times
higher than rates in more mature markets.19 In order to counter the booming capital market
packed with unsophisticated individual investors, the problems of  inadequate shareholder
protection are becoming increasingly important for securities regulators.20 Logically, since
the coming into force of  Company Law 1993, the Central Committee of  the Communist
Party of  China shifted the corporate objectives of  reform in state-owned enterprises
(SOEs) from power-delegating and profit-sharing to the establishment of  a modern
enterprise system, in the context of  which company law was a significant factor.21 However,
in CCL 1993 there was no explicit section allowing for derivative action on the part of
shareholders. Article 111, the only provision referring to shareholders’ action in CCL 1993,
gave shareholders legitimate rights of  action but failed to indicate whether derivative action
would be permitted. Claimants in a derivative claim can sue based on the corporate right of
action, and the right provided in art 111 of  CCL 1993 was a typical direct action, rather than
being derived from the rights of  the company. No substantial or procedural rules have been
provided in art 111 for derivative claims to make the claim fundamentally different from
shareholders’ personal actions, and therefore the article cannot be regarded as a legal basis
for derivative action in China.22

Legislative interpretation completed the positive position of  derivative action when
Mr Guogang Li, the deputy president of  the Supreme People’s Court, concluded that courts
would accept derivative action in his speech to the Meeting of  China’s Court Adjudication
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Work for Civil and Commercial Affairs on 11 December 2002. The legitimate position of
shareholders in bringing a derivative claim was further confirmed in ‘Opinions on Some
Issues in Trials for Legal Actions Related to Company Disputes (No 1)’ promulgated by the
Shanghai People’s Court in 2003 when the system was first introduced in China. Further,
‘Opinions on Some Issues in Trials for Legal Actions Applied with Company Law’,
promulgated by the High People’s Court of  JiangSu Province in 2003, and ‘Opinions on
Some Issues in Trials for Legal Actions Related to the Company Disputes’ promulgated by
the Beijing High Court one year later also stipulated the rules for shareholder derivative
action. However, these judicial opinions were only for judges to use for reference, and as
such they did not have legally binding effects. Due to the disparities in procedural
requirements and the lack of  experience and common law support, it was still very difficult
for shareholders to successfully bring derivative claims.

A few cases need to be discussed here to illuminate the Chinese derivative action system
pre-CCL 2006. Despite the fact that derivative action is accepted by both the local courts and
wider legislation, not many suits have been brought against companies, especially publicly
listed companies, either before or after the formal introduction of  the system in CCL 2006.
Derivative suits filed by minority shareholders declined due to the fact that there was no legal
basis for derivative action. The Shanghai Intermediate People’s Court refused to entertain it
in Zhongtian v Bichun in 1996. The courts first acknowledged a derivative action lawsuit in the
case of  Zhangjiagang Fibre Company in 1994, where the Supreme People’s Court was asked for
guidance on the question of  whether a factory, a Chinese investor in a Chinese-foreign equity
joint venture, was able to represent the joint venture in bringing a lawsuit against a vendor to
the joint venture. The Supreme Court held that the Chinese factory could exercise the
litigation right of  the cooperative joint venture. Despite the fact that the case was hedged
with many conditions and had limited broader applicability, this was the first specific
acceptance of  a derivative action where shareholders were given legitimacy to take an action
to redress a wrong where a company was unable to do so.23 The response from the Supreme
Court was used and cited in cases such as Zhejiang Wu Fang Zhai in 2001, and in decisions by
the Guangdong Higher People’s Court in Guangzhou Tianhe Scitech in 2003. However, because
the judgment in the Guangdong Tianhe Scitech case was issued after 1 January 2006, CCL 2006
could have been applied although the court chose not to.

Regarding listed companies, three cases have been filed by minority shareholders,
without exception due to the misappropriation of  companies’ capital by controlling
shareholders. In the case of  Mr Shao v Zhao Xinxian (000999), Mr Shao, as a minority
shareholder of  Sanjiu Medical and Pharmaceutical Co Ltd, filed a lawsuit on 8 April 8 2003
against Zhao Xinxian, the chair of  Sanjiu, due to misappropriations in Sanjiu. The law suit
was rejected on the grounds that ‘derivative action shall be brought based on the interests of
all shareholders and Mr Shao needs the permission of  all shareholders for filing the lawsuit’,
which was impossible in the case of  Sanjiu considering the shareholding ownership
structure at the time, according to which the two largest shareholders owned more than
70 per cent of  the shares and were both involved in the misappropriations. The court denied
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a direct interest relationship with the seller 1994); see also D C Clarke and N C Howson, ‘Pathway to Minority
Shareholder Protection: Derivative Action in People’s Republic of  China’ in D W Puchniak, H Baum and
M Ewing-Chow, The Derivative Action in Asia: A Comparative and Functional Approach (CUP 2012) 243, 265. 
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the enforcing effect of  the Corporate Governance Code 200224 and took a cautious attitude
in the absence of  litigations on derivative action. In addition to the case of  Sanjiu, derivative
action was accepted in another two cases with unknown subsequent developments,
including Henan Lianhua Weijing (600186)25 and Shenzhen Xingdu Hotel (000033).

In order to promote the position of  shareholders and improve the incomplete and
unsatisfactory legislative approach in CCL, the CCL 2006 provides shareholder with
cumulative voting rights,26 the right to request the companies to repurchase their shares at
a reasonable price27 and the right of  viewing important company documents.28 Most
innovatively, the provision for statutory derivative action was introduced in art 152 of
CCL 2006 as one of  the key amendments introduced to enhance shareholder protection:

where a director or senior manager is under the circumstance as stated in Article
150 of  the law (where a director, supervisor or senior manager violates the law,
administrative regulations or the article of  association during the course of
performing his duty), the shareholders of  the limited liability company or joint
stock limited company separately or aggregately holding one per cent or more of
the total shares of  the company for at least 180 consecutive days before the
commencement of  the action may require the board of  supervisors or the
supervisor of  a limited liability company with no board of  supervisor in writing
to file a lawsuit in the People’s Court.

Besides this, the provision of  a mechanism for shareholder derivative action can also be
found in Chinese Securities Law 2005, where:

shareholder derivative actions can be brought by shareholders when directors,
supervisors, senior managerial staff  or shareholders holding more than five per
cent or more of  the company shares have breached the restriction on trading in
company shares during a six-month period.29

There was an increase in the number of  lawsuits brought by minority shareholders based
on s 152 after the enforcement of  the derivative claim action in CCL 2006.30 However,
most of  these lawsuits have been focused on limited liability companies, with a striking
absence of  actions targeted at companies limited by shares.31 As for listed companies, there
has only been one lawsuit brought by shareholders and subsequently accepted by the
Shandong Higher People’s Court on 11 December 2009. The Sanlian Shangshe case (2009),
as the first shareholder derivative lawsuit towards a listed company after the enforcement of
CCL 2006, has important practical significance. However, the case is still sub judice and the
filing of  the case is relatively slow. Unlike classic derivative action cases, this case involves
an attempt by the plaintiffs, 78 shareholders of  Shanlian Shangshe, to bring a derivative
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26 CCL 2006, art 106.
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Republic of  China’ in Puchniak et al (n 23) 275–76. 



claim against the former controlling shareholder. From discussions on the reality of
applications of  derivative action pre- and post-CCL 2006, it is obvious that derivative action
in China has been used in a very limited fashion by minority shareholders, despite extensive
reports of  the power abuse by controlling shareholders and directors. In the next sections,
a few factors that hinder the application of  the system and related proposed reform
suggestions will be discussed with reference to two corporate governance theories.

3 Factors hindering the effective enforcement of derivative action in China

3.1 ShArehoLDINg perCeNtAge AND ShArehoLDINg perIoD

The locus standi requirements were imposed for shareholders who want to put forward a
derivative claim in China in order to prevent unmeritorious suits.32 Based on art 2 of
CCL 2006, CCL only deals with two types of  company including limited liability companies
(youxian zeren gongsi) and companies limited by shares (gufen youxian goungsi). A limited liability
company is normally intended for a much smaller and more closely connected group of
investors and they are recognised as ‘private’ or ‘closed’ companies. On the other hand,
companies limited by shares are the equivalent of  Delaware corporations or the German
Aktiengesellschaft which may be traded on the stock exchange. Under art 152 of  CCL 2006,
the issues are treated differently depending on the type of  company involved. In the case of
limited liability companies any shareholder has standing to sue, while standing requirements
are imposed for joint stock limited liability companies. There are advantages in adopting this
approach to the issue of  standing. It is argued that the ‘plight of  minority shareholders in
the limited liability company is generally graver than that of  their counterparts in the joint
stock limited liability company’.33 Shareholders in limited liability companies are in a
comparatively disadvantaged position since they lack a liquid market, while shareholders in
joint stock limited liability companies can choose to leave the company by selling their shares
on the stock exchange market. Furthermore, the regulations issued by authorities such as the
China Securities Regulatory Commission and the Shenzhen and Shanghai stock exchanges
have offered joint stock limited liability companies adequate monitoring, and, as a result of
this monitoring, a better corporate governance framework within these companies.34 Also,
the abuse of  derivative action in limited liability companies is supposedly rare.35 Therefore,
the need to establish a derivative claim system to support shareholders and improve
corporate governance seems greater in limited liability companies.36

There are deficiencies in the requirements for standing to sue. The 1 per cent
shareholding requirement was imposed on shareholders in joint stock companies who want
to bring a derivative claim, but not in limited liability companies. Based on a survey
conducted by Yang in 2006 examining the shareholding ownership structure of  listed
companies in China with a highly concentrated shareholding ownership, the proportion of
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(2007) 4(2) Berkeley Business Law Journal 227, 237.

34 Evidence of  a better corporate governance framework can be found in art 123 of  CCL 2006, requiring a listed
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35 R B Thompson and R S Thompson, ‘The Public and Private Faces of  Derivate Lawsuits’ (2004) 57 Vanderbilt
Law Review 1747, 1784–85; see also X N Li, A Comparative Study of  Shareholders’ Derivative Action: England, the
United States, Germany and China (Dordrecht: Kluwer 2007).

36 J Deng, ‘Building an Investor-Friendly Shareholder Derivative Lawsuit System in China’ (2005) 46 Harvard
International Law Journal 347; for the relevant empirical research see Ramsay and Saunders (n 3).



shares held by the largest shareholder is in excess of  45 per cent, the second largest is about
5 per cent, while the third is about 3 per cent. No individual shareholder held more than
1 per cent of  any company’s shares.37 Therefore, the chance of  owning more than 1 per
cent of  the shares is very small for individual shareholders, apart from the top three
shareholders. Besides, it has been shown that the average shareholding of  one institutional
shareholder of  a company was approximately 1.4 per cent,38 and the data indicate that it is
unlikely that individual minority shareholders will meet the entry level requirement.
Furthermore, the minimum capital requirement for being a listed company is
RMB 30 million according to Chinese security law39 and, therefore, shareholder(s) who
want to bring a derivative law suit must individually or collectively own at least
RMB 0.3 million of  shares to be qualified plaintiffs of  a derivative action. However, the
2011 annual report of  the Shanghai Stock Exchange reveals that this is true for only
4.69 per cent of  the individual investors in the Shanghai Stock Exchange.40 It is also very
hard to call for a collective action for shareholders in listed companies with dispersed
shareholding ownership, considering the fact that this can be a very time-consuming and
expensive process with diversified opinions from different shareholders, and even a lack of
knowledge about the operation of  the corporation.

The percentage requirement means that the legitimate number of  shareholders varies
dramatically between large listed companies and comparatively smaller companies.
Consequently, collective action from shareholders in bringing a claim against misbehaving
directors will be much harder in large corporations. Because of  this, Zhu and Chen
proposed a replacement of  the percentage requirement with a requirement based on the
value of  shares.41 Alternatively, others have suggested that a lower percentage of  the
shareholding in listed companies in China should be necessary in order to qualify for a
derivative claim.42 In the absence of  systemic restrictive procedures for derivative action in
Chinese civil procedure law, a quantitative requirement should be imposed before a
derivative claim to avoid an excessive amount of  litigation or malicious or frivolous law suits
from shareholders. Therefore, in the author’s view, a requirement based on the value of  the
share recruitments seems more enforceable, encouraging shareholders who have standing
to make a sincere claim.

Besides this, the shareholders of  joint stock limited companies are required to hold their
shares for at least 180 consecutive days before the action starts.43 This standing rule is
designed to stop people from buying shares with the intention of  bringing malicious
litigation, and to prevent excessive workload for directors, supervisors and senior managers
in dealing with claims. With a very immature stock market, the only aim of  most Chinese
shareholders is to get immediate returns from their investments through share transactions.
The understanding of  shareholders of  the operations and management policies involved in
running corporations is either very limited or non-existent. Statistics showed that the
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39 China Security Law 2005, art 16.
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41 H C Zhu and G Q Chen, ‘China Introduces Statutory Derivative Action’ (2005) 24 International Financial
Law Review 21, 22.

42 J H Liu, On the Shareholder’s Derivative Action (Beijing: Chinese People’s Public Security University Publisher
2008), ch 3. 

43 Article 152 CCL 2006; see also the Supreme People’s Court Regulations on the Application of  Company Law
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average shareholding period on the securities market in 2005 was less than 120 days.44

Therefore, the 180-day requirement does not appear to be practical in the unique Chinese
context. Logically, it could be suggested that the shareholding period might be shortened to
make the derivative claim an effective way of  obtaining shareholder remedies.

The calculation of  the 180-day period is also problematic. There are generally three
interpretations of  the term ‘180 consecutive days’: (1) from the date of  purchasing the
shares to the date of  the misconduct of  the directors, supervisors or senior management;
(2) from the date of  purchasing the shares to the date of  bringing the derivative action
where the misconduct of  the directors, supervisors or senior management happens after the
date of  purchasing the shares; or (3) from the date of  purchasing the shares to the date of
bringing the derivative action where the misconduct of  the directors, supervisors or senior
management happens before the date of  purchasing the shares. In a positive light, this was
interpreted by the Supreme Court in art 4 of  the first section of  the Supreme People’s Court
Regulations on the Application of  Company Law of  the People’s Republic of  China 2006.
It is explained that the term ‘180 consecutive days’ in art 152 of  CCL 2006 refers to the
period of  time from the date of  purchasing the shares to any date before or on which the
shareholders bring the derivative action. Despite the fact that this interpretation makes the
application of  art 152 easier in practice, the cogency or legal force of  this judicial
interpretation, compared with the law adopted at the National People’s Congress, is much
weaker and less authoritative.

Achieving eligibility right is fundamental to making derivative action work effectively in
China. In comparison with some jurisdictions, it is arguable that the rule on eligibility in
China seems to be both under-inclusive and over-inclusive, since it may restrict certain
meritorious claims while at the same time failing to discourage vexatious actions.45

Compared with the law in Australia and Canada,46 the eligibility requirements in China seem
overly restrictive. According to the Australian Corporations Act 2001, the scope of  the term
eligible defendant is extremely broad and includes ‘a member, former member, or person
entitled to be registered as a member, of  the company or of  a related body corporate; or an
officer or former officer of  the company’.47 Past members were included because they
might have been compelled to terminate their relationship with the company due to the
underlying dispute, while members were included since they may have been adversely
affected by the directors’ misconduct.48 On the other hand, stipulations in CCL 2006
regarding eligible claimants appeared to be over-inclusive, making it hard to discourage
unmeritorious claims. This is unlike the requirement of  ‘contemporaneous ownership of
shares’ in the US, under which the claimants ‘must have been a shareholder or member of
the corporation or association at the time of  the transaction of  which compliant is made or
that the share or membership, if  acquired thereafter, devoid by operation of  law’.49

Therefore, potential shareholders who are qualified to bring a claim need to be shareholders
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44 X Jin, Shareholding Structure and Corporate Governance in Listed Companies in China (Beijing: China Finance Press
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45 Huang (n 33) 242.
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48 Corporate Law Economic Reform Program Bill, HR 71, 105th Congress. Explanatory Memorandum, paras
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at the commencement of  the suit and during the pendency of  the suit.50 This requirement
in US law is designed to ‘prevent what has been considered an evil, namely, the purchasing
of  shares in order to maintain a derivative action designed to attach a transaction which
occurred prior to the purchase of  the stock’.51 Conversely, under CCL 2006, unjustifiable
shareholders are able to bring claims by acquiring shares after finding a potential
opportunity for bringing derivative action. Neither under-inclusive nor over-inclusive
requirements for eligibility of  defendants will create a healthy and workable environment
for a better enforcement of  CCL 2006, at least as far as the provisions on derivative actions
are concerned.

3.2 SCope oF DerIvAtIve ACtIoN StANDINg

The range of  reasons that shareholders can use to bring derivative actions seems very broad
based on stipulations in CCL 2006, which may include any violations of  ‘laws, administrative
regulations or the articles of  association during the course of  performing his duties’.
Therefore, the shareholders will be able to challenge any breach of  the duties by directors
according to law, regulations or articles of  association. These may include breaches of
fiduciary duties or duty of  diligence with broad scope in the new CCL.52 Article 5 of  CCL
2006 states that ‘a company must, when engaging in business activities, abide by the laws and
administrative regulations, observe social morals and business ethics, be in integrity and good
faith, accept regulation of  the government and the public, and undertake social
responsibilities’. Comparatively modern terms such as ‘business ethics’ and ‘social
responsibilities’ are introduced in the general provisions of  CCL for the first time. It is
implied in art 5 that apart from the interests of  shareholders, employees and other
stakeholders, the performance and activities of  the company have a deep impact on the
market’s economic rules and public social interests. Therefore, when company directors and
supervisors pursue company interests for their shareholders, they have to be socially
responsible and responsible to internal and external stakeholders.53 As far as legislative tenets
are concerned, it is stipulated in art 1 of  CCL 2006 that this legislation is enacted in order to
‘standardise the organisation and activities of  companies, to protect the legitimate rights and
interests of  companies, shareholders and creditors, to maintain socio-economic order and to
promote the development of  the socialist market economy’.54 However, these socially
related responsibilities and legislative tendencies in protecting creditors’ interests were first
introduced as a guidance principle for future detailed stipulations regarding directors’ duties,
such as their detailed responsibilities towards various stakeholders, their duties towards
stakeholders in realising these responsibilities, and the liability of  corporations and directors
if  they are in breach of  these duties. Directors’ duties relating to the social aspects required
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in CCL 2006 are immature, unclear and extremely difficult to enforce.55 It is overly
demanding for directors to enforce these duties in accordance with the legislative principles,
and the danger of  being held liable for negligence of  these responsibilities could be an
onerous burden for directors and deter them from taking risky decisions.

Furthermore, the duty of  diligence and duty of  loyalty have been introduced into CCL.
Directors might be held responsible for breaching these duties simply by making bad
business decisions and these onerous burdens will have a negative impact on directors when
they are trying to make risky management decisions for the long-term interests of
corporations. If  shareholders are allowed to bring a claim against directors based on
infringements of  such unclear duties, this may lead to a large number of  malicious suits. To
counter this defect, efforts should be made to make these provisions regarding directors’
duties more accessible and easy to understand for directors, especially those in small and
medium-sized businesses. The improvement can be achieved by various measures, including
clearer interpretations, broader enrichment with systematic codification of  relevant
legislation on directors’ duties, and more judicial regulations and explanations from the
People’s Supreme Court. Also, in terms of  the enforcement of  directors’ duties for more
socially responsible corporations, establishing a sound corporate governance model with a
clearer corporate objective is critical for the efficient and sustainable performance of
Chinese companies.

It is also recommended that Chinese courts should adopt the concept of  the business
judgment rule, which was designed in the US to ‘stimulate risk taking, innovation and other
creative entrepreneurial activities’56 with the purpose of  striking a good ‘balance between
the need to ensure that directors comply with the duty of  diligence and the need to allow
directors to take certain risks in the exercise of  their discretion’.57 The business judgment
rule was introduced more than 180 years ago as a common law standard.58 It has been
regarded as the principle that directors can employ to shield their decisions from judicial
scrutiny.59 The most distinctive contribution of  the business judgment rule is that it prevents
the judiciary from meddling in managerial decisions.60 In this sense, the rule may be helpful
in protecting directors from personal liability for claims made against them because of  errors
of  judgment or wrong business decisions, protecting them against shareholders’ derivative
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actions based on their negligence.61 Both academics and practitioners in China have realised
the importance of  the concept of  business judgment, and it is suggested that Chinese judges
should reference the principle in managing their discretions when they judge whether
directors are in breach of  the duties imposed in CCL 2006.62

3.3 FUNDINg DerIvAtIve ACtIoNS IN ChINA AND INCeNtIveS For ChINeSe

ShArehoLDerS to brINg ACtIoNS

The cost of  litigation has always been a key issue in derivative action, since the related rules
will have a direct impact on the popularity of  the suit. Private shareholder actions have been
regarded as a major feature of  corporate governance in the US, but this is not the case in
the UK because of  the fact that the rule on litigation costs promotes the launching of  law
suits in the US but discourages the same in the UK.63 The different treatment of  litigation
fees can group the jurisdictions adopting derivative claims into three streams. In the US, it
is the litigant’s responsibility to fund their litigation expenses without considering the results
of  the litigation, while the attorney’s fees are contingent only on successfully litigated or
settled cases.64 The traditional regime adopted in the UK is the ‘loser pays’ regime, where
fees are typically assessed against the loser on ‘a standard basis’ which covers litigation costs
‘proportionately and reasonably incurred and proportionate and reasonable in amount’.65

However, conditional fee arrangements were introduced in England as a result of  the
reform of  civil litigation funding.66 In this context, shareholders who want to bring
derivative claims could adopt ‘no win no fee’ arrangements with their lawyers. Thirdly, in
Japan, the derivative claim cost is fixed at 8200 Japanese yen, by deeming derivative actions
to be non-property claims.67 This followed a new interpretation given by the Tokyo High
Court on 30 May 1993.68

It is argued that current Chinese law and regulations on both civil litigation filing fees
and attorneys’ fees effectively deter shareholders from bringing derivative claims on behalf
of  corporations.69 As far as filing fees are concerned, the rule on these fees is regulated by
the Measure on Payment of  Litigation (Susong Fei Jiaona Banfa) 2007. According to art 29 of
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the Measure, a major part of  the fee the litigation bears is the case acceptance fee, which is
based on the loser pays rule. Similar to the litigation calculation rules adopted in Japan
before the 1993 Commercial Code, a sliding scale system is adopted. This means that the
litigation fee is charged in proportion to the amount of  damage the defendants seek to
claim. According to art 13 (1) of  the Measure, RMB 50 is charged for damages of  no more
than RMB 10,000. After this fixed amount, different percentages of  the damages sought
will be charged for different damage amounts. However, the sliding-scale system has been
historically proven to be a barrier to shareholder derivative claims in Japan.70 The actual
effect of  the pre-1993 Japanese litigation fee principles was to discourage all suits due to the
high litigation fees, which are not recoverable unless the shareholder eventually wins the
case.71 Statistics show that there were less than 20 derivative action suits between 1950 and
1990, but there was a dramatic increase after 1993 to hundreds of  law suits each year.72

Therefore, in the author’s opinion, a reform should also be adopted in China to fix the
charge of  the litigation cost, since the amount of  damages to be paid to the suing
shareholder is normally difficult to determine. Therefore, a relatively lower fee of
RMB 1000 Yuan (equivalent to 8200 yen) should be charged.

As for the lawyers’ fees, two options are available according to the Measures for the
Administration of  Attorneys’ Fees 2006: the ‘contingency fee arrangement’, where the fees
are fixed at a percentage no higher than 30 per cent of  the amount of  the damages claimed
as the result of  a successful litigation;73 and the ‘reasonable fee arrangement’, where the fees
are charged on the basis of  the subject-matter of  the case or of  the time taken.74 However,
neither arrangement seems fair or reasonable for shareholders, or gives them sufficient
incentive to bring a derivative action. If  the litigation is successful, the benefits awarded
accrue to the company. The defendant shareholder would have to personally fund the
lawyer’s fee because of  the service contract between the lawyer and the shareholder. Under
the contingency fee arrangement, the shareholder would be personally liable for up to
30 per cent of  the damages recovered if  the litigation is successful. Paradoxically, if  the
litigation is not successful, the shareholder might be in a better position because of  being
free from responsibility for the lawyer’s fee.

A more sensible fee arrangement75 is important for a more enforceable derivative claim
system and better corporate governance in China. The author agrees with the ‘indemnity
order’ enforced in the UK,76 which was first made legitimate in Wallersteiner v Moir (No 2)77

where Lord Denning asserted that a company should indemnify a shareholder defendant in
a derivative suit since the shareholder acts on behalf  of  the company and the company is the
direct beneficiary. The shareholders who bring the claim should be treated as trustees or
agents who act on behalf  of  the beneficiary or the principal. Lord Denning suggested a more
reasonable procedural rule when Mr Moir’s plight found sympathy with the Court of  Appeal:
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The minority shareholder should apply ex parte to the master for directions,
supported by an opinion of  counsel as to whether there is a reasonable case or
not. The master may then, if  he thinks fit, straightaway approve the continuance
of  the proceeding until close of  pleadings, or until after discovery or until trial
. . . The master need not, however, decide it ex parte . . . The master should
simply ask himself: is there a reasonable case for the minority shareholder to
bring at the expense (eventually) of  the company? If  there is, let’s go ahead.78

It is normally non-arguable that, even if  the derivative action is successful, the recoveries
accrue to the company as a whole with the shareholder who brought the claim receiving
only a small percentage of  the benefit. The fact that other shareholders may have a ‘free
ride’ and directly benefit from derivative claims brought by the defendant shareholder, who
did all the hard work, will make defendant shareholders less willing and give them less
incentive to bring such actions in the future.

4 Corporate governance theory and the establishment of a more efficient
derivative action scheme in China

Effective from 2006, the derivative claim action system embedded in CCL was designed to
improve the Chinese corporate governance system and provide a weapon against insider
and controlling shareholder abuse in newly corporatised listed companies in China.79 Since
the enforcement of  CCL 2006, the demand for minority shareholder protection has
increased as the result of  demand from several directions. With the increasing number of
dividable shareholders, largely due to the expansion of  the securities market, the rights and
liabilities of  investors are promoted by the public media in the aftermath of  corporate
scandals and market turbulence.80 The focus on the development of  the stock market in
order to ease the pressures on loan capital from banking finance is making shareholders’
rights and remedies increasingly important.

The conversion of  SOEs enables the government to be less concerned about providing
guidance and privileges to SOEs, and by extension the state as the biggest shareholder in
SOEs.81 China has experienced an unprecedented wave of  corporatisation and
privatisation since implementing CCL 1993.82 The corporatisation of  business
organisations with decreased government interference under CCL 2006, in comparison
with CCL 1993, means that corporate governance theory is closely related to the protection
of  the shareholder in China.

Systematic corporate governance reform is becoming increasingly important in the
emerging Chinese market, which is moving towards a more free-market system.83

Shareholder derivative claims are always used as a ‘case study’ for the relationship between
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institutions and the norms of  corporate governance.84 Chinese government officials and
commentators believe that shareholder derivative claim actions will promote better
corporate governance in China,85 and it is an ‘almost unanimous understanding’ that China
has to institute a system for shareholder derivative suits.86 Conversely, however, corporate
governance theories could be adopted as an effective way of  illuminating an improved
institutionalised derivative claim system. The lack of  a shareholder remedy contributed to
the inefficient corporate governance system in China, especially for minority shareholders.87

Proponents of  derivative action describe it as ‘the chief  regulator of  corporate
management’.88 It plays a significant role in deterring managerial misconduct, and thereby
reduces the agency cost inherent in corporate management.89 It is predicted that the
adoption of  the actions will be ‘a major development of  Chinese company legislations’ with
‘far reaching implication for corporate governance’.90 However, the effectiveness of
transplanting the derivative action rule into China may not always lead to the intended
consequences and results.

Corporate governance theories, including agency theory and path dependence theory,
can help to explain the Chinese derivation action with unique ‘Chinese characteristics’.
China’s economy is in a critical transitional phase with changes in the enterprise system and
the securities market. This places the Chinese corporate governance system in a unique
position to adopt the derivative action rule. The company law system in China, including
civil procedural law, economic transformation, current legal enforcement problems,
qualification of  practitioners and judges, and Chinese traditions and history, will have to be
considered collectively with the corporate governance system to determine the effectiveness
of  adopting a derivative action system.

‘The judiciary is weak, unsophisticated and riddled with corruption’ in China.91

Furthermore, Chinese judges are often criticised for their inadequate qualifications, poor
training and lack of  knowledge and skills. The reputation and authority of  the judiciary has
been negatively compromised as a result of  corruption and political interference in judicial
processes. Guanxi and renqing make the supervisory board, which does not have power over
the managerial board and has no remit to elect or dismiss managerial directors, even less
efficient (guanxi – close personal relationships or connections, which are established
connections to secure benefits – and renqing – getting benefits or advantages from a
relationship – are major elements in Chinese commercial life). Institutional shareholders
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and other non-controlling shareholders in China, who may be able to bring such actions,
will normally be reluctant to do so because of  Guanxi and renqing due to the controlling
shareholders and management. These factors make the introduction of  path dependence
theory necessary as a theoretical base for the unique problems of  establishing and enforcing
an efficient derivative action system in China.

The Chinese corporate governance system is a control-based model, in which the
controlling shareholders ‘tightly control the list companies through concentrated ownership
[and] management friendly boards’.92 If  derivative action is to play any role, the question is
what, if  any, are the net benefits of  these actions for companies, shareholders and
stakeholders from a social or economic perspective. It is important to introduce agency
theory to the discussions of  Chinese shareholding structure and the problems of  derivative
action in order to make this legal scheme more enforceable and popular, especially for
public companies, and reduce the agency cost. With the unique characteristics of  Chinese
SOEs and the close guanxi between government and corporations, derivative claims are a
reasonable remedy and provide an alternative way of  protecting the interests of
shareholders, particularly minority shareholders.

There is a strong need for China to adopt a workable derivative action system due to the
current context of  rapid economic transformation, as well as a high incidence of  directors
and majority members harming the interests of  the company or the minority shareholders.
In the following section, corporate governance theories will be used to discuss the possible
ways of  enabling legislators and regulators to make derivative action rules accessible,
enforceable and efficient for Chinese investors within the unique Chinese system.

4.1 AgeNCy theory

Derivative claims by shareholders are closely related to the question of  control of  the
corporate form, and of  the steps being taken on behalf  of  shareholders to redress the
imbalance in modern corporations between the control exercised by directors and that
exercised by shareholders.93 It is argued that derivative actions generate agency costs, and
the risk and fear of  being sued might hinder corporate directors from accepting the position
in the first place.94 On the other hand, derivative actions can reduce agency cost as the
claims work to ‘deter mismanagement by imposing the threat of  liability and therefore align
the interests of  managers and shareholders’.95 The adoption of  the derivative claim
principle will increase the costs that companies have to incur in order to attract good
directors. A manager’s net return from his job must equal some ‘reservation’ level for him
to be willing to work for the company based on market forces.96

However, it is necessary to expand the scope of  shareholder remedies towards a
derivative action system because of  the difficulty of  winning a proxy fight by getting
sufficient numbers of  shareholders at the requisite meeting, regardless of  the fact that
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shareholders have their own contractual remedies which manifest themselves in positive
control.97 Under these circumstances, shareholders must revert to negative legal control
measures to redress the imbalance in control between the owner and directors of  the
company, in order to obtain a balance of  control and accountability.98 Due to the fact that
shareholders are liable to suffer the consequences of  any wrong-doing carried out by the
directors in their name, they should be authorised to issue any type of  instructions to the
directors concerning the performance of  their duties.99

Different mechanisms and principles established with the purpose of  reducing agency
cost problems are adopted in different legal systems.100 In China, the very high
concentration of  ownership is directly linked to control from the board of  directors, which
is regarded as a critical connection between ownership and control in the current Chinese
corporate governance scheme.101 Efforts have been made by the government to reduce the
over-concentration of  state shareholding. Notwithstanding a general objective to create a
more dispersed and competitive shareholding structure, corporatisation and ownership
diversification have also led to the emergence of  new owners such as individual minority
shareholders, institutional investors and employee shareholders.102 However, state
ownership still prevails in most listed enterprises where the state still holds a high
percentage of  ownership.103 These unique characteristics of  Chinese corporate governance
make derivative action a particularly important remedy for minority shareholders because of
the difficulties of  removing the directors or bringing about other changes.

Chinese corporate governance is at a primitive stage, and serious misbehaviour on the
part of  the board of  directors is the major problem.104 Deterrence by way of  legal sanction
is the solution, since voluntary market discipline would not function as efficiently in China
as in countries with a mature market economy.105 Therefore, minority shareholders in China
are forced to rely on negative control through legal litigation as opposed to positive control
by voluntary measures. If  this negative control can be used efficiently by shareholders, it will
have a positive effect in enhancing managerial efficiency and accountability.

No shareholder wants to be liable for uncertain or very high costs but receive only a pro
rata share of  the gains from success, while other shareholders free-ride on his or her efforts.
In order to enable shareholders to use negative control to its fullest extent, reasonable
ligation costs are one of  the key requirements. It is claimed that the effectiveness of
shareholder litigation as a governance mechanism is hampered by collective action
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problems, because the cost of  bringing a lawsuit, although less than the shareholders’
aggregate gain, is typically greater than a shareholder’s pro rata benefit as a claimant.106 The
problem of  financial incentives to police management raises a principal–agent problem; the
attorney’s incentives need not coincide with the shareholders’ interests. As far as litigation
cost is concerned, fixed litigation fees will encourage shareholders to sue on behalf  of  the
company in order to reduce the agency cost. The fixed fee will also help to reduce
monitoring costs incurred by shareholders since, in the case of  derivative action,
shareholder coordination is not necessary and fixed litigation fees will make the
shareholders’ decision easier even without any coordination. It seems reasonable that ‘the
availability of  this action economizes on costs that otherwise would be necessarily incurred
if  shareholders were required to take collective action’.107

Corporate governance is a process, a monitoring device and a mechanism to minimise
problems that may be brought about in the agent–principal–third-party relationship.
However, in a derivative claim, a new agent–principal–third-party relationship can be
observed. The shareholder who brings the claim replaces the directors as the agent of  the
company as the principal, acting in the collective interests of  all the shareholders. If  the
shareholder who brings the action, the agent in the new agency relationship, brings a
derivative action on behalf  of  the company which is the direct beneficiary, the company is
logically required to indemnify the cost of  the claim simply because the litigation is brought
for the company in the name of  the shareholder, as is the case in a disclosed agency
relationship. It is the general rule that, where a person contracts as an agent for a principal,
the contract is the contract of  the principal, not of  the agent.

In China, the minority shareholder’s right and incentive to bring action on behalf  of  the
company becomes more important because of  the shareholding ownership structure and
guanxi between directors and minority shareholders. A reasonable and encouraging cost
system is important for a more accessible derivative action system. Agency theory can be
used as a theoretical support for a more sensible fee arrangement, including fixed litigation
costs and the adoption of  indemnity orders.

4.2 pAth DepeNDeNCe theory

Path dependence, a comparatively new theory originating in the 1980s, suggests that an
outcome or decision is shaped in specific and systematic ways by the historical path leading
to it, as well as by other factors within the socio-economic context.108 While convergence
theorists predict that countries, especially countries with weak legal systems, will adopt
certain legal rules that have been demonstrably efficient in other jurisdictions, theorists who
adhere to path dependence normally argue that divergence will still exist because legal rules
are shaped by pre-existing political and social forces.109 As part of  the domestic legal and
financial framework, a corporate law system has significant sources of  path dependence,
which include historical accidents as well as economic and political particulars of  the
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domestic system.110 The persistence of  these sources significantly contributes to the stability
of  the domestic corporate governance system in any local socio-economic environment.

Path dependence theory can be regarded as a theoretical base for the adoption of  a
derivative action system with many unique characteristics shaping a particular nation’s
unique corporate governance model, corporate law background, enforcement process,
shareholder structure, civil procedure law, and stage of  economic development. It has been
argued by Bebchuk and Roe that the initial ownership structure in a country will directly
influence the subsequent development of  ownership structure and laws.111 Furthermore,
these authors developed the theory to suggest that the interested parties possessing the
power to influence ownership structure and corporate law will have both the incentive and
the power to impede changes that might improve efficiency but are contrary to their private
control interests.112

In China, the term ‘listed company’ normally refers to listed SOEs, and the largest
shareholder normally refers to the state, which dominates the shareholding in Chinese listed
companies. The very high concentration of  state ownership is directly linked to control
from the board of  directors, whose members are regarded as a critical link between
ownership and control in the current Chinese corporate governance scheme.113 However,
when the SOEs are listed, the local office of  the Bureau of  State Asset Management or its
local subsidiaries always act as the largest shareholders, and the chair of  the board of
directors is usually a representative from the Bureau who will consult with the board and
nominate the directors of  the SOEs.114 Therefore, the decisions made by the board will be
closely focused on the largest shareholder’s interests. This unique shareholding structure
makes derivative lawsuits from minority shareholders particularly valuable while the
prevalence of  SOEs and the concentrated ownership structure renders minority
shareholders extremely vulnerable.

Furthermore, the legal environment for the protection of  minority shareholders is
important in determining the strength of  a country’s capital markets.115 The stock market
in China is under-developed and market forces are very weak.116 The reason for most
shareholder investment in China is to gain immediate profits from dividends. Minority
shareholders are always ignorant of  company performance and information disclosed, and
they own stock for a relatively short shareholding period.

The arguments concerning modifications of  the standing requirement in joint stock
limited companies seem to be reasonable and consistent with the Chinese corporate
governance framework. The unique shareholding structure and the dominant position of
directors and controlling shareholders make it necessary to adapt current company law to
offer efficient remedies to minority shareholders and ensure effective supervision of
directors. The speculative business virtue of  minority shareholders’ investment and their
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remote distance from business operation in China make these reforms even more necessary.
The rule-oriented protection of  minority shareholders in the domain of  corporate law
shows its merits in comparison with market forces in China.

There is another argument based on path dependence theory that could explain the
relationship between the unique corporate governance system in China and its derivative
claim system. In terms of  problems funding the litigation costs, a solution that has been
advanced and practised elsewhere is the establishment of  a foundation that processes a
certain amount of  the shares from each listed company in that jurisdiction.117 Corporate
governance-related litigations funded by similar non-profit organisations have proved
reasonably successful in Taiwan, Japan and South Korea.118 However, it is doubtful whether
this system could be enforced in China because of  the Chinese corporate governance and
business organisation structures. The transplant of  the system into China would be
hindered by the government’s tight control over civil society instructions.119

More generally speaking, China’s listed companies face a set of  very different ownership,
business and financial conditions in comparison with companies operating under the
Anglo-American model, and institutional conditions for the successful operation of  the
Chinese corporate governance framework are either absent or undeveloped.120 Fiduciary
duties of  directors are not clearly addressed in CCL 2006 and issues of  standards of  liability
for independent directors and directors in general remain unclear.121 The legal system of
the People’s Republic of  China, with little more than half  a century’s history, is still in its
infancy compared with many continental European or Anglo-American law systems. The
division between the supervisory power of  the Chinese Securities Regulatory Commission
and the authority of  stock exchanges is unclear, leading to confusion in the regulation of
the securities market and corporations.122 The enforcement of  Chinese law is regarded as
one of  the most challenging problems for the government, despite the high priority which
has been placed on judicial development.

The enforcement of  law and regulations for corporate governance will also be different
in China than they are elsewhere. Little judicial independence can be observed even in
modern China because the judiciary is ‘parallel to rather than superior to, other units of  the
Chinese bureaucracy’.123 The courts in China are ‘people’s courts’, they are financed by
government and are administratively and institutionally accountable to the government.124

There is a lack of  thorough understanding and sufficient experience on the part of
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directors, judges,125 solicitors and other practitioners regarding actual legal meanings, the
nature and scope of  their duties and how to enforce them through management policies.
However, transplanting the derivative action system to China and making it enforceable will
involve a long process based on a more solid and thorough understanding of  the nature and
scope of  the directors’ duties codified in CCL 2006, together with more expertise from
judges and more in-depth academic research. Thus, whether shareholders’ derivative action
in CCL 2006 will truly enable shareholders to recover from mismanagement remains
uncertain, and the accessibility of  the system is particularly important in China due to the
doubtful ability of  the courts, as well as a lack of  confidence in the courts on the part of
minority shareholders and the public. China is the first Communist nation in the world to
have a stock exchange, and the only socialist country to initiate the creation of  a market-
style modern enterprise system since 1990, through a corporatisation and shareholding
framework but without privatising its SOEs. China needs a unique system of  its own,
shaped by the ‘socialist market economy with Chinese characteristics’. This is also the case
for a putative Chinese derivative action system.

5 Conclusion

Clark labelled the shareholder derivative suit as ‘one of  the most interesting and ingenious
accountability mechanisms’ for large companies.126 The introduction of  the shareholder
derivative action system in CCL 2006 has been regarded as a milestone for CCL and
corporate governance reform.127 The new CCL 2006 offered many changes to various
aspects of  corporate governance and made it easier to start and conduct business by using
corporations as a form of  business organisation in China. The statutory derivative action
framework enacted in China is, just like most of  its predecessors, designed to correct the
difficulties faced by minority shareholders who are faced with controllers who have misused
their power within the company. With the dramatic increase in investments from foreign
institutional investors in the emerging market, from US$25 billion in 1990 to US$300 billion
in 2005,128 the acceptance of  shareholder derivative litigation demonstrates the way in
which emerging economies like that in China are seeking to attract domestic and foreign
investors and compete with developed economies for capital.129 The new law also enhances
the protection of  disadvantaged groups such as minority shareholders and various
stakeholders, addressing some of  the issues arising from ineffective corporate governance
systems and the abuse of  power from boards and controlling shareholders. The derivative
action system offers a legitimate platform to redress corporate misbehaviour in the interests
of  minority shareholders and the company at large.
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Compared with pre-existing legislations, uncertainties about derivative suits in China130

have been reduced by the amendments brought in by CCL 2006. However, in terms of  the
newly established derivative action, ineffective aspects within the new statutory system
stipulated in CCL 2006 still hinder the enforcement of  an investor-friendly derivative
lawsuit system in China. Doctrinal and political obstacles severely limit the function and
efficacy of  the derivative suit as a device for policing management malfeasance.131 These
deficiencies rest on standing, scope and the cost of  litigation. Reform suggestions have
been made regarding each deficiency of  the system, with the purpose of  building a new and
efficient framework by maintaining a balance between granting rights to minority
shareholders while at the same time avoiding frivolous suits. The suggestions were made
clearer by discussions of  theoretical support from corporate governance theories including
agency theory and path dependence theory. It is concluded that derivative action in China
must include a few specific local variations to fit with the many unique characteristics of
China’s history, economy and society. The relationship between the interests of
shareholders, stakeholders, the company, directors, agency theory and stakeholder theory
can be seen in the Figure 1.

Priority should be placed on encouraging shareholders to take derivative action and
address the misconduct of  company management teams, rather than on restricting the
scope of  derivative action.132 However, there is still a long way to go before China can fully
adopt a derivative action litigation system with efficient Chinese civil procedures, thereby
offering shareholders better and more practical remedies.
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Figure 1: Corporate actors, corporate decisions and corporate governance theory

               




