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Foreword

Those who have followed the stock markets would not have
missed the fact that the most conspicuous occurrences in the last vear
in the stock markets have been the exposure of financial scandals of
major proportions.

In the largest stock market in the world, the United States, En-
ron came first, then World Com, then the Spitzer investigations of the
practices of Wall Street investment banks. These are all financial
frauds of one kind or other. Enron concerned frauds dealing with
undisclosed off balance sheet transactions which helped the company 1o
show a false profit. World Com was another case of false disclosure of
profits and hidden connected transactions. In the case of certain wall
Street investment banks, Attorney General Spitzer of the State of New
York, using powers given to his department under the State Securities
Laws of New York, conducted investigations which revealed that these
investment banks were recommending securities to their clients when
their own stock analysts were privately, without telling their clients,
condemning the very same stocks.

In our own markets, there has already been a succession of scan-
dals of false disclosures and connected transactions which left a very
bad taste in their wake. Despite the most heroic enforcements efforts
of the authorities, the strict requirements of the regulatory system to
show specified minimum levels of profits provide SIrong incentives to
corporate managers to present their financial statements in a way which
will enable them to apply for a new issue or to prevent their delisting.

At the same time, the chance of discovery of wrong doing is not high
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in a market where a quick turnover remains the dominant mentality.
In the year 2000, at the height of the stock market, each stock in the
stock markets gets bought and sold five times on the average. Within
the first five days of the issue of a new stock, on average, the entire is-
sue is sold to secondary buvers. Thus, in the vear 2000, on average 70
days later, the entire issue is sold to the next set of buyers, and so on,
so forth.

The US and China markets stand at both ends of the spectrum of
maturity, but they share one thing in common. That common factor is
human greed and the lesson fcr both markets is that no system of regu-
lation, however developed, will prevent human greed from finding a
way to overcome the system. At a philosophic level, all societies have
tried to define the ethical line beyond which the desire to gain wealth
cannot go. In the Analects of Confucius, we see the saying that
There a things that a true gentleman will do and will not do”. As soci-
eties become pluralistic, this line is drawn at the level of community
and peer group morality, and by laws. laws however only get en-
forced if there are a sufficient number of people who feel that they
should be observed. In the United States, the well developed system of
laws were not observed in the scandals we have seen because the mar-
kets became dominated by a peer group who felt that they were beyond
the reach of the communityv at large and therefore developed their own
internal moral code which is ont of line with the rest of society. So the
many measures which have flowed out of the aftermath of these scan-
dals and there are more measures which will continue 1o come, have
been devoted to ensuring that power in the markets are not concentrat -
ed in one peer group. Investment banks have begun to separatc their
research arms fro their investnent banking and broking arms. The US
SEC have required Chief Financial Officers and Chief Executive Offi-
cers of public companies to personally vouch for their companies’ fi-

nancial statements. The independence of independent directors have
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Foreword

become more closely defined. Auditors come under public and not just,
self regulatory oversight.

In our own country, Secretary General Jiang Zemin has pro-
pounded the concept of "Ruling the country by morality”. If I under-
stood him correctly, it is a statement premised on the same quest
which all societies are embarked upon, that is, he would like our soci-
ety to find the moral consensus upon which our laws and system of
Government can evolve in line with the aspirations of our people and
that no important part of socicty should be dominated by a peer group
whose internal code of ethics is out of line with the rest of society. If
my understanding is correct, then we can place much hope in the fu-
ture. And for this reason, the present hook by Chen Jie, which is her
SID thesis, will bear fruit.

One of the tests of a civilized society is whether its laws can act to
prevent abuses of dominant groups. In the stock markets, apart from
those who regulate the markets, the persons in the dominant groups
are those who hold the power 1o manage and dispose of the resources of
public companies and those who hold the power to manage and dispose
of the resources of public companies and those who provide assistance
either by way of professional advice or other services. Another group
are people who have the resources to manipulate markets and gain ac
cess to internal information of a public company which the general
market does not yet have. Regulators often come 100 late to the scene
as they are always short on resources and lacking in good intelligence
about what is happening in puhlic companies and the markets. The le-
gal system must therefore come in as a bulwark to ensure that the
rights of those who are not in control of power to seek redress. The le
gal system therefore deploys the power of the State 1o protect its weak.
er citizens. To do so, the legal system must find the principles under
which it should or should not act. Chen Jie"s book contains a valuable

source of reference for our legal system to build on. It is a work of ex-
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cellent scholarship and one which I will commend to all who are seri-

ously interested in advancing our legal system.

Anthony Neoh,
Beijing, Winter, 2002.
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ABSTRACT

The civil hability and remedy for securities fraud plays an tmpor-
tant part in protecting the lawful rights and interests of investors. The
term “securities fraud” in this dissertation includes the following be-
havior in the activities of securities issuing and trading and other relat-
ed activities: misrepresentation, insider trading, market manipulation.

Based on analyzing the rule of civil liability and remedy for fraud
of those developed markets, the rescarch designs the framework and
rule of tort liability and compensation for damages for securities fraud
in China. This dissertation 1s divided into three parts.

Part I introduce the theory of the tort liability and remedy for se-
curities fraud, which forms the dissertation’ s theoretical foundation. Ii
comprises Chapter 1 and Chapter 2. Chapter 1, gives a legal review 1o-
ward the disputes of establishing remedy mechanism for securities
fraud on China stock market. The first, it discusses the theoretical ba-
sis for litigation system to prohibit securities fraud. The second, it dis-
cusses the merits of civil liability and remedies in now stage in China.
Chapter 2, addresses the general legal rules in connection with the tort
liability and remedy for securities fraud, such as damage, causation,
defenses, contribution and so on.

Part II comprises Chapter 3, Chapter 4, Chapter5s, Chapter 6
and Chapter7. It explores the tort liability and compensation for secu-
rities fraud, including who should have a cause of action( possible plain-
tiffs}, who should be liable for(defendants), what defenses should be
available, how should damages be calculated etc. Chapter 3 focuses on
the tort lability and compensation for misrepresentation. Chapter 4

deals with those who have caused damage to investors and shall be li-
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able to pay compensation, including the issuer, the underwriter, direc-
tors, experts and possibly others’ tort liahility and compensation for
the wrong committed by them. Chapter 5 focuses on the tort liability
and compensation for insider trading. Chapter 6 focuses on the liability
for short swing trading. Chapter 7 focuses on the tort liabilitv and
compensation for market manipulation.

Part I1I is Chapter 8. It undertakes a review of legislative and the
judicial practice of the civil liability and remedy for securities fraud in
China, especially examines the rule barriers toward the civil litigation
system in China. And, therebv, it also provides legislative recommen-
dations and systematic designs of civil liahility and remedy for Chinese
securities market in order to establish a sound mechanism to prohibit
securities fraud. Finally, several suggestions are submitted as the pos-

sible solutions.

Key words: Securities Fraud Tort Liability = Compensation for

Damages



