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JUST HOW RECEPTIVE ARE US CAPITAL MARKETS TO CHINESE ISSUERS? AND WHAT MAJOR
LEGAL AND COMPLIANCE ISSUES DO CHINESE COMPANIES NEED TO CONSIDER BEFORE
EXPOSING THEMSELVES TO THE SCRUTINY OF US REGULATORS? VANESSA IP REPORTS
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initial public offering {IPO}, but earlier this year, the world's

largest e-commerce company caught the media’s attention for
an entirely different reason ~ the US Securities and Exchange Com-
mission (SEC) launched an investigation into Alibaba’s accounting
practices following speculation about the company’s growth rate
and its relationship with affiliated companies.

It's certainly not the first time that the credibility of US-listed
Chinese companies has come under scrutiny. A few years ago, a
rash of repeated accounting fraud scandals involving the use of
shell businesses to create reverse mergers rattled markets, leav-
ing investor confidence and appetite for Chinese listings at an
all-time low.

As a direet consequence, valuations have plummeted and the
Nlood of Chinese listings has ended. Influenced by the central gov-
crnment’s reform plans aimed at reducing domestic listing stan-
dards, the prevailing trend is that more and more Chinese compa-
nies are now choosing to de-list from US stack exchanges in order

1 n 2014, Alibaba made headlines for being the largest US-listed
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to go private, then re-list and trade at home. (At the moment, how-
ever, the reforms and the trend of returning have stalled tempo-
rarily because regulators have kept a tighter grip on capital-market
activities since the start of 2016.)

Although the market for US listings of Chinese companies has
cooled from its peak in 2010 and 2011, it "remains open”, says Du
Yilong, a partner in the Hong Kong office of Latham and Watkins.
Du, who advises regularly on US securities regulation, adds: *[[n]
cach of the past few years, there were about a dozen US listings
from China, The market is attractive for companies in the IT sec-
tor, particularly, that have a US angle.” But just how “open” are the
US markets to Chincse companies following carlier scandals?

THE AFTERMATH

Virginia Tam, a partner in the Hong Kong office of K&L Gates who
advises Chinese companies on US securities issues, agrees that US
capital markets remain receptive to securities offerings of Chinese
companies. “The situation, however, is very different from the
markets we saw 10 years ago,” she says, “First, partly as a result of
the financial scandals in the early 2010s, smaller companies are
finding it much more difficult to raise funds and ‘up-list’ them-
selves in the US,

“Second, many large TMT companies are secking to exit the
US capital markets and relist in China, where the PE [private eq-
uity] ratios for comparable companies are higher,” Tam continues.
“Third, US investors are more cautious towards the China growth
story. The demand for investment opportunitics in the TMT and
consumer services sectors remains healthy, but the interest in
manufacturing, energy and resources, and infrastructure sectors
has declined.”

Other than the larger and more well-known Chinese compa-
nies such as Lenovo and Baidu, the US market is still wary of Chi-
nese companies trying to go public in America, says Yang Mimi, a
partner in the Shanghat office of Ropes & Gray who advises on US
Department of Justice and SEC enforcement matters.

“Part of the reason is because these companies, while household
names in China, are not well known in the US, and potential inves-
tors arc worried that the high growth rate of these companies may
not be sustainable,” she says.

“Investors are also cautious and still remember the scandal in-
volving Chinese companies that had listed by reverse merger from
a few years ago, some of which were delisted from US stock ex-
changes. Many of these companies were targeted by short sellers,
and short sellers often sce Chinese companies as an easy mark.
Morcover, with the current uncertainty in the political climate in
the US, the overall market for new 1POs of foreign companies has
been relatively soft.”

GOING TO AMERICA

Jacob Frenkel, chair of the government investigations and secu-
ritics enforcement practice at Dickinson Wright in Washington,
advises clients on compliance and risk management issues. With
nearly 10 years of experience in the Enforcement Division of the
SEC, he says the most significant legal and compliance consider-
ation for any company basced outside the US that wants to list in
the US is “understanding that the US rules are strict and enforced”.




SRR E A

The [US IPQ] market is attractive

for companies in the IT sector,

particularly, that have a US angle

FERLAE

DU YILONG
RERBIER
aikA, TiE

Partner

Latham and Watkins
Hong Kong

ESRIE SIATIRTT T X e B 2 AT iF BN T R EH Y
Bir, LuHE e EE R A E 0. e d
TREFHGIFRER N T oL, SE G 7 L
A T IZ WA PR AR

HEEE

Dickinson Wright {|VIFETE 5557 1 SRl 2248 #0005 2c F
{E3F Ikl 9 I Jacob Frenkel 50 98 G BUAIALES 7T
PSR {3 i1 T 06 Frenkel 770 X IWE 538 8h 25 1A
PN THE A AT Y TIRERAQ, MR THRIT UTE XM
FITRIRE SR diall S isd, RO RL I & L IATAE 1L “TA IR 5
JEEOY R s L M 1 AT

“RENITE T AT AR S0 5k, I LA TEHE
P LG W), S BT AT #R0Y B A TRl T 38 50, "Frenke)
LETR X Ay A A O TT AL BT R £ 2 R
b T [E A o 90 T 58 0 BUSE SR NT L, ol 200
UEIGER T M TR RR I 0y -k T 5
RHisiL."

ERATIBR A AL LA Ay, (G0 Ll febs i ol bt &
HAE BV EAE R IR S WL Rk 2 2 AT Y
ALK, BAR 2GR, "R T A ST B i g
O R BN HETTIR B, R AT LT &
[H ikl i A9 HER, " M 3R, "I TG TRAY ML i, K
ATA 0 F T ol o 0L 2 B 0 e 0 263801
.o

FELAURE AR, - 5 MR AT 2270 SR 4L, L far i g
AT SRS BT, " b, P& AT T
F XR LRV R R, " R, " Bl Rk
FOVT 456 0 TR i 15 R A 1 A M B S ftep
(1) B2 22 e ik o s S £ 00 e SR O URRAT ST, Rl

63 CpL

ST AR A7
AR BT S, H LR IR B

TH#HT IN FOCUS

“There is a tremendous benefit to listing, and that is being trad-
ed in the most liquid, active and trustworthy capital market in the
world,” says Frenkel. “The same regulatory and enforcement re-
gime that challenges companies also protects companies. Chinese
companies must recognize that disclosures must be complete and
truthful, and the company must do business with integrity. One of
the greatest challenges for Chinese companies is complying with
the American anti-bribery laws.”

Du, from Latham and Watkins, thinks the primary compliance
requirements of US-listed Chinese companics consist of the SEC
and stock exchange reporting requirements, and corporate gover-
nance requirements, “The issuers must get familiarized with these
requirements and ensure reports and filings are made in a time-
ly manner, and information disclosed meets requirements of US
laws and regulations,” he says. “From the corporate governance
perspective, the issuers shall comply with applicable rules for audit
committee and its independence.”

Du points out that some of the compliance requirements can be
costly - for example, the report and attestation as to internal con-
trol over financial reporting. “In addition, the Chinese issiters need
to be aware of the litigation risks by listing in the US,” he adds.
“The US securities laws give investors a private course of action
for losses suffered due to misstatement or omission in the issuer's
disclosure documents. The US has a judicial system that is more
facilitative for investor litigation than other jurisdictions. Further,
Chinese issuers will be subject to regulatory jurisdictions of the US
government agencies, such as the SEC."

Yang, from Ropes & Gray, believes the SEC is a relatively strong
regulator compared to other countries, and US-listed Chinese
companies are at risk of being targeted by short sellers for ac-
counting irregularities. She notes that while nothing can abso-
lutely prevent the SEC, short sellers or shareholders from going
after a company, Chinese companies should consider taking steps
to prevent impropricty,

Yang's recommendations include: “Establishing a robust sys-
tem of corporate governance and making sure the company's
internal controls are cffective; educating the board of directors
on their fiduciary duties and the US legal regime, or appoint-
ing independent directors and board subcommittees if they do
not yet exist within the organization; promoting transparency
within the organization and establishing a strong, experienced
investor relations team for communications with investors;
thoroughly understanding financial reporting requirements,
accounting standards such as US GAAP [generally accepted ac-
counting principles], and disclosure requirements, which often
involves putting together a finance team that is well versed in
those issues; and establishing reporting systems and a risk man-
agement framework.”

Despite the complex US regulatory landscape, there is still an
appetite from some Chinese companies for listing in America,
“From a technical perspective, it is much easier to become a pub-
licly traded company in the US compared to Hong Kong and main-
land China,” says Tam, from K&L Gates, for reasons including: (1)
the inhiial listing requirements are lower; {2) there is no 1PO queue,
and i3} except in more extreme cases, regulators do not make a
subjective judgment on whether a candidate is suitable for listing.
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“But these are the wrong reasons for Chinese companies to
choose the US over Hong Kong and mainland China,” says Tam.
“A Chinese company should consider three matn factors before
choosing to list in America. First, the maintenance costs for a US
listing status are high, due to various Sarbanes Oxley require-
ments, as well as higher DRO [directors and officers liability]
insurance, and audit fees. Second, litigation and regulatory in-
vestigations are more frequent and, if they emerge, will be more
burdensome to handle. Third, US institutional investors expect
management to be more transparent and proactive, and the com-
pany would need a management team who can communicate ef-
fectively with these investors.”

MEANINGFUL SKEPTICISM

While Du argues that the level of scrutiny placed on US-listed Chi-
nese companies, and those looking to list in America, have stayed
the same, the sentiment of Yang and Frenkel is that it has intensified
following carlicr scandals.

“While Chinese companies have increasingly listed on the US
stock markets since the carly 2000s, investor confidence was badly
shaken during the period 2010-2013, with the wave of reverse merg-
er companies and the subsequent exposure of finandal irregulari-
tics,” says Yang.

“Chinese companies have renewed their focus on listing on
the US stock exchanges, but since that time, the SEC has estab-
lished an internal taskforce specifically dedicated to investigating
overseas companies, and has become meore proactive in launching
formal investigations and informal inquiries with respect to these
companics. While this programme is geared towards all public
company issucs, it may result in closer scrutiny of Chinese compa-
nies as a matter of course.”

Frenkel describes the SEC's attitude towards US-listed Chinese
companies as “meaningful skepticism”, an actitude that is imprav-
ing for two reasons: "One is there is a better understanding of the
market. The other is that many of what the SEC viewed as the bad
or fraudulent companies are pretty much out of business and off
the markets. And the SEC is seeing Chinese companies viewing US
regulation and expectations more seriously. All companies that are
public in North American markets are subject to much greater scru-
tiny than ever before.”
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The SEC most frequently investigates Chinese companies
for misrepresenting or failing to disclose material facts
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CHINESE COMPLIANCE

Jonathan Eisenberg, a partner in the Washington office of K&L
Gates, began his career in the SEC's Office of General Counsel. Hav-
ing spent most of his career representing financial institutions and
individuals in enforcement matters, he has observed that “far and
away, the SEC most frequently investigates Chinese compantes for
misrepresenting or failing to disclose material facts”™.

"Unfortunately, in a number of cases, the SEC concluded that
Chinese companies had engaged in schemes to defraud investors,”
says Eisenberg. “lnvestigations also involve violations of the Toreign
Corrupt Practices Act [FCPA], which prohibits payments to govern-
ment officials, and violations of US insider trading laws, which gen-
erally prohibit trading while in possession of material non-public
information or tipping that information to others who trade.”

According to Frenkel, though, compliance by Chinese compa-
nies is getting better. "US-listed Chinese companices, particularly the
large companies, have worked very hard to improve their compli-
ance with US securitics laws,” he says. “There always will be cultural
differences, and it remains important that US regulators be patient
for companics to shift their cultural thinking in order to comply
with specific regulations.”

Although there have been improvements with respect to reg-
ulatory and legal compliance over the years, Yang contends that
US:-listed companies still lag behind their US counterparts. “Part of
the reason is because US public companies ‘grew up’ in the robust
US legal environment, and so get their legal departments, outside
counsel and board of directors involved at very early stages of any
situation involving compliance issues,” she says. “US-listed Chinese
companies often still lack the robust corporate governance struc-
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ture, and are hesitant to involve lawyers when it’s not an active lit-
igation. However, [ do see this starting to change slowly as more
and more Chinese companies become famitiar with the US legal and
regulatory environment.”

ALIBABA AND BEYOND

The SEC’s recent investigation jnto Alibaba may have dredged up
memories of earlier scandals, but Frenkel does not see it having any
impact on new listing opportunities for Chinese companies on US
markets. e says the reason is that "the issues are very specific to
Alibaba about its disclosures and related-party transactions™.

In Eisenberg’s opinion, the Alibaba investigation is "one among
many factors that investors will consider, but it's not the only
factor™. “The fact that the SEC js investigating, and that Alibaba's
stock price has fallen since it began trading in the US, may have a
negative impact on investors’ willingness to invest in future offer-
ings of Chinese companies,” he notes,

“On the other hand, each company is judged on its own merits
and the mere fact that a company is being investigated does not
mean that the investigation will lead to a conclusion that the com-
pany has done anything wrong. Many investigations do not result in
enforcement actions, or result in enforcement actions that are easily
resolved by the company.” /A
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