The International Lawyer

Volume 54 | Number 1 Article 5

2021

The U.S.-China Audit Oversight Dispute: Causes, Solutions, and
Implications for Hong Kong

Robin Hui Huang

Recommended Citation
Robin Hui Huang, The U.S.-China Audit Oversight Dispute: Causes, Solutions, and Implications for Hong
Kong, 54 INT'L L. 151 (2021)

This Article is brought to you for free and open access by the Law Journals at SMU Scholar. It has been accepted
for inclusion in The International Lawyer by an authorized administrator of SMU Scholar. For more information,
please visit http://digitalrepository.smu.edu.


https://scholar.smu.edu/til
https://scholar.smu.edu/til/vol54
https://scholar.smu.edu/til/vol54/iss1
https://scholar.smu.edu/til/vol54/iss1/5
http://digitalrepository.smu.edu/

The U.S.-China Audit Oversight Dispute:
Causes, Solutions, and Implications for Hong
Kong

RoBv Hur Huang®

The audit oversight regime in the United States demands inspection and
investigative power on all audit firms that provide service to listed
companies, including foreign audit firms.! This is not a new requirement
but has been in place since the enactment of Sarbanes-Oxley Act of 2002.2
"The extraterritorial power granted by the act is often in conflict with laws
and sovereignty of foreign jurisdictions. Demanding foreign audit firms to
turn over documentation produced during the auditing process can put the
firms into the vortex of this conflict, as domestic law in foreign jurisdictions
may forbid them to do so. This conflict of law has now grown into one of
the most serious disputes between U.S. and Chinese regulators, due to the
cross-listing of many Chinese issuers (known as Chinese Concept Stocks) on
the U.S. stock market.? In order to properly understand the conflict and the
rationale of all sides, this article will retrace the United States’ Public
Company Accounting Oversight Board regime (PCAOB) from its creation,
particularly in relation to its extraterritorial oversight power and
international inspection practice. Over the years, the U.S. watchdog has
resolved the foreign oversight issue with most jurisdictions, but the conflict
with China has only escalated. The audit oversight regime of China and its
restriction on audit working papers from outside access will then be
reviewed.

Throughout the years of unresolved audit oversight issues with China,
multiple Chinese stocks listed in the United States have collapsed, often
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1. See generally Sarbanes-Oxley Act of 2002 Pub. L. No. 111-203, 124 Stat. 745 (2002).

2. Id

3. See, e.g., Sofia Horta e Costa, Two Accounting Scandals in China in One Week Burn Investors,
BrLoomBERG (April 8, 2020, 3:13 AM), https://www.bloomberg.com/news/articles/2020-04-08/
two-accounting-scandals-in-one-week-burn-investors-in-china-inc  [https://perma.cc/F36Q-
6R77].
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because of fraudulent accounting practices.# The failure of these Chinese
companies resulted in great losses for U.S. investors, the very thing the
PCAOB is meant to prevent.s From lawsuits with Chinese auditing firms, to
a relatively calm midpoint in 2013 when a Memorandum of Understanding
was signed, by 2020 the U.S. regulators have lost their patience with the
obstacles China places in their audit document inspections. The United
States recently issued perhaps its sternest warning that may point towards a
potential consequence of all Chinese companies being delisted.c While the
U.S.-China dispute continues to escalate, the same audit oversight issues
with Hong Kong seem to have subsided. The Hong Kong market is actually
expecting more Initial Public Offerings (IPOs) of Chinese companies,
including those that will be “coming back” from U.S. listings.” It is crucial
to understand the rationale of the Chinese reaction towards the U.S.
regulators’ demand throughout the years. Revelation from the lawsuits
against audit firms and companies in the United States and Hong Kong will
shed light on how the conflict of law comes down to today’s most significant
confrontation. Lastly, alternative policy options at this juncture and how
regulators can act to refine policy to accommodate the reality of these
Chinese companies will bring about critical impact on the integrity and
performance of the U.S. and Hong Kong stock markets, as well as on the
bilateral relationship between the United States and China.

The handling of cross-border audit oversight is a significant issue as
financial markets trend towards more cross-listing and interconnection.8
'The U.S. financial market is highly internationalized, and there are indeed a
large number of foreign companies listed or cross-listed on the U.S.
exchanges.® As of the first quarter of 2020, of the more than 2,400 public
companies on the NYSE, 507 are non-U.S. companies.'® They come from
forty-six countries and make up around 20 percent of all listed companies.’!
The largest source of foreign companies on NYSE is Canada with its 135
companies, followed by China ranking second with eighty companies, and

4. Id

5.Id.

6. See Benjamin Bain & David Westin, SEC Chief Backs Bill to Delist China Firms Barring
Audit Reviews, BLoomsErRG (June 2, 2020, 10:50 AM), https://www.bloomberg.com/news/
articles/2020-06-02/sec-chief-backs-bill-to-delist-china-firms-barring-audit-reviews  [https://
perma.cc/8NBJ-P7ZF].

7. Kari Soo Lindberg, Flood of China Mega Listings Will Tighten Hong Kong Liquidity,
BrLoomgeRrG, (May 21, 2020, 10:17 PM), https://www.bloomberg.com/news/articles/2020-05-
21/landing-mega-china-ipos-will-shake-up-hong-kong-s-interest-rates  [https://perma.cc/
RSAY-KJTJ].

8. Current List of All Non-U.S. Issuers 507 NYSE and NYSE American-Listed Non-U.S. Issuers
from 46 Countries (as of April 30, 2020), NYSE (Apr. 30, 2020), https://www.nyse.com/
publicdocs/nyse/data/CurListofallStocks.pdf [hetps://perma.cc/9Z279-BH64).

9. Id

10. Id.

11. Id.
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Brazil in third with thirty-five companies.”? There are also around 180
Chinese companies of various sizes on Nasdaq, including three heavy-sized
companies being constituent stocks of the Nasdaq 100 Index.3 On the
Hong Kong market, Chinese companies constitute a much higher
proportion.'* Throughout the years since the very first listing of a Chinese
state-owned-enterprise (SOE) in the 1990s,!'s the listing of Chinese
companies in Hong Kong has grown at a rapid rate and now constitutes 67.5
percent of the market capitalization of the Hong Kong stock exchange.!s
Chinese companies also have the most sought after stocks and contribute
79.6 percent of the total turnover value.’” With the prevalence of listing and
trading across jurisdictions, especially that of the mega economies of the
United States and China, the oversight of these lists and trades becomes an
ever more critical task.

I. The Audit Oversight Regime in the United States and its
Extraterritorial Application

A. THE SARBANES-OXLEY ACT aND THE PCAOB OVERSIGHT
REGIME

Listed companies are required to periodically report their financial
statements so that investors can obtain timely and crucial information about
the companies.'® Independent examination of financial records and financial
statements by auditing firms is, therefore, an indispensable part of this
process to ensure that such information is fair and accurate and conforms to
the law and generally accepted accounting principles.’® The conduct of
auditors themselves is thus held to their professional standards.20 The
auditing standards in the United States have a long history of development,
beginning in the 1900s.2t In 1917, the American Institute of Certified
Public Accountants (AICPA) first formed a special committee for

12. Id.

13. These stadstics are out of a total of around 3,300 companies listed on Nasdaq, as of June
30, 2020. Quotes for NASDAQ-100 Index, NAsDAQ, https://www.nasdaq.com/market-activity/
quotes/nasdaq-ndx-index [hetps://perma.cc/D77W-DD6D] (last visited Dec. 8, 2020).

14. HKEX Fact Book 2019, HKEX (Mar. 24, 2020), https://www.hkex.com.hk/-/media/
HKEX-Market/Market-Data/Statistics/Consolidated-Reports/HKEX-Fact-Book/HKEX-
Fact-Book-2019/FB_2019.pdf [https://perma.cc/27YC-RBAG].

15. Robin Hui Huang, Yiguoliangzbibeijing xia de xianggang yu neidi zhengquan jianguan hezuo
tizhi (—EFH'E R T HOEFES TS B ESIEES]) [The Prospect and Evolution of Securities
Regulatory Cooperation between Hong Kong and Mainland China Under the ‘One Country, Two
Systems’ Arvangement], 5 [tk 5 [J. Comrar. L] 12 (2017).

16. HKEX Fact Book 2019, supra note 14.

17. Id.

18. Securities Exchange Act of 1934, 15 U.S.C. § 78(m) (2020).

19. See id.

20. See id.

21. Accounting Research Guide, GEo. L. (June 23, 2020), hetps://guides.ll.georgetown.edu/
accounting/auditing-standards [https://perma.cc/CN5G-WWFF].
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establishing auditing standards.2 In 1978, this became the Auditing
Standards Board.? For a long time, the auditing profession was
professionally regulated internally by their industry association.2

That self-regulated auditor oversight landscape was drastically changed
following the Enron scandal. In March 2002, Arthur Andersen, an auditor
for an energy company, was charged in a criminal proceeding with
obstruction of justice, which included the shredding of documents related to
an audit.?s In the same year, another one of Andersen’s clients, WorldCom,
collapsed in yet another accounting scandal, again sending shockwaves
through the financial market.26 Enron’s value fell from a high of around $90
USD per share down to less than $1 USD, and it became the largest
corporate bankruptcy in history at the time, until WorldCom broke the same
record.?’ The firm Arthur Andersen itself was closed down.2s8 The failures
of Enron and WorldCom demonstrated to lawmakers that auditors’ self-
regulation was not working. The U.S. Congress concluded that the system
of oversight by the profession itself was no longer sufficient, and substantial
changes had to be made.?

Hence in June 2002, the U.S. Congress passed the Sarbanes-Oxley Act
which created the PCAOB as an independent nonprofit body to oversee the
audits of public companies.? The Sarbanes-Oxley Act also included wide-
ranging measures to mandate higher corporate responsibility standards,
enhance financial disclosure requirements, increase punishment towards
white-collar crime, and create new corporate fraud crimes.! The U.S.
Congress made the PCAOB’s core mission to “protect the interest of
investors and further the public interest in the preparation of informative,
accurate, and independent audit reports.”2 For the first time in U.S.
history, the auditors of public companies were put under independent and
external oversight, which was likely also a first for jurisdictions around the
world.33

22. Id.

23. Id.

24. Id.

25. United States v. Arthur Andersen, LLP, 374 F.3d 281, 286-87 (5th Cir. 2004).

26. George J. Benston, The Quality of Corporate Financial Statements and Their Auditors Before
and After Enron, PO’y ANALYSIS: CATO ProjECcT ON CORP. GOVERNANCE, AupiT & Tax
Rerorm No. 497, 12 (Nov. 6, 2003), htps://www.cato.org/sites/cato.org/files/pubs/pdf/
pa497.pdf [hetps://perma.cc/7THR3-YSVF].

27. 1d.

28. Id. at 15.

29. Sarbanes-Oxley Act of 2002, § 101(a), 15 U.S.C. §7211(a) (2020).

30. Id.

31. Id

32. 1d

33. About the PCAOB, PCAOB (Sept. 30, 2020), https://pcaobus.org/About [https://perma.cc/
F6ZV-UBUG]; Paul Lanois, The Legacy of the Sarbanes-Oxley Act, 15 Years On, CLS BLUE Sky
BLoc (Feb. 9, 2017), heips://clsbluesky.law.columbia.edu/2017/02/09/the-legacy-of-the-
sarbanes-oxley-act-15-years-on/ fhttps://perma.cc/4DTU-5UF7].
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The PCAOB consists of five board members appointed by the Securities
and Exchange Commission (SEC)_Cafter consultation with the Fed and the
Treasury.* The board members typically have backgrounds as leading
accounting firm partners, legal scholars, or lawyers with public
administration experience.’ Furthermore, a maximum of two members may
have worked or may be currently working as accountants.s PCAOB’s
funding comes from fees allocated to issuers, brokers, and dealers, plus an
annual fee paid by registered accounting firms to cover the costs of
reviewing audit reports.3? The oversight responsibility over the PCAOB lies
with the SEC, which reviews and approves its rules, standards, and annual
budget®* The SEC also reviews any disciplinary action taken by the
PCAOB and may make modifications to a decision to sanction.’ The
PCAOB’s oversight regime is proactive and robust, and it plays a vital
monitoring role in the capital markets by overseeing the audits of U.S. listed
companies.

B. Staturory Power oF THE PCAOB v ConDUCTING FOREIGN
AuDIT INSPECTIONS

The first obligation for auditors of U.S. listed companies is that they must
register with the PCAOB and come under its jurisdiction.# It is unlawful
for any person that is not a registered accounting firm to prepare or issue
audit reports for any U.S. listed companies.# Hence, every accounting firm,
domestic or foreign, that prepares an audit report for a company, or plays a
substantial role in the preparation, must be registered.#2 Moreover, each
registered accounting firm must file an annual report with the PCAOB.#
The registration requirement itself was not a particular hurdle for foreign
parties untl it later restricted accounting firms from certain overseas
jurisdictions. Registration is done electronically on a standard form with
information such as contact information, offices, license numbers, and so
on.# The PCAOB states that when considering the application, it considers

34. Sarbanes-Oxley Act of 2002, § 101(e)(1), 4), 15 U.S.C. §7211(a) (2020).

35. Former Chairmen and Board Members, PCAOB, https://pcaobus.org/about/the-board/
former-chairmen-and-board-members [https://perma.cc/ZR9Z-X1.6S] (last visited Dec. 12,
2020).

36. Id. § 101(e)(2).

37. ByLaws anD RuLks oF THE PCAOB §§ 2(2202), 7(7100) (Public Company Accounting
Oversight Board 2016).

38. Sarbanes-Oxley Act of 2002, 101(h), 109(b), 15 U.S.C. §7211(a) (2020).

39. Id. § 107(c).

40. Id. § 102(a).

41. PCAOB, Byraws anp RurLes or THe PCAOB § 2(2100).

42. Id.

43. Id. § 2(2200).

44. PCAOB, SampLE Form, Form 1: APPLICATION FOR REGISTRATION (2020), https://
pcaobus.org/Registration/Pages/registration-process.aspx  [https://perma.cc/8JYK-YR37] (last
visited Dec. 8, 2020).
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if the firm has violated any rules or regulations, or if it failed to provide
complete and accurate information.*s

Upon registration, registered accounting firms are then statutorily
required to be periodically inspected by the PCAOB.% The ongoing
essential function of the PCAOB is to undertake these regular inspections in
order to assess compliance with auditing standards.# All audit firms with
more than 100 issuer clients need to be annually inspected, and firms that
provide audit reports for fewer clients are inspected at least triennially.+
The particular sets of audits to be reviewed in each firm are selected on a
risk-based fashion, focusing on those that have heightened risks of
misstatement in financial statements.* During the inspection, the PCAOB
team inspects documentation, interviews personnel, and reviews the firm’s
internal control policy.s® The Rules of the PCAOB are drafted widely
enough to include the possibility to conduct a “surprise inspection” if
necessary.s! The outcomes of the inspections are publicly disclosed in an
individual report for each firm, and in the case of deficiencies, the report
may lead to a reprimand or enforcement action on the accounting firms.s2

These requirements are the same for both domestic and foreign
accounting firms. The Sarbanes-Oxley Act states that any foreign
accounting firm that prepares an audit report for a U.S. listed company will
be subject to regulators’ oversight and enforcement “in the same manner and
to the same extent” as an accounting firm that is established domestically.s3
The consequences of any enforcement action resulting from an investigation
will also be felt extraterritorially by an overseas firm.s* For example, a
Canada-based accounting firm that audited a Canadian mining company was
found with deficiencies in its practices and was fined, ordered to conduct
training, and ordered to submit a written report to the PCAOB.55 The same
occurred to a Brazilian branch of Deloitte, which was fined $8 million USD

45. Press Release, PCAOB, Frequently Asked Questions Regarding Registraton with the
Board, Release No. 2003-001F (Dec. 4, 2017), https://pcaobus.org/Registration/Information/
Documents/Registration_FAQ.pdf [https://perma.cc/SETU-2QYE].

46. Sarbanes-Oxley Act of 2002, § 104(a), 15 U.S.C. §7211(a) (2020).

47. Id.

48. Id. § 104(b)(1).

49. PCAOB Inspection Procedures: Whar Does the PCAOB Inspect and How Are Inspections
Conducted?, PCAOB, https://pcacbus.org/Inspections/Pages/PCAOB-inspection-procedures-
what-does-PCAOB-inspect-how-inspections-conducted.aspx  [https://perma.cc/2VCV-PH4H]
(last visited Oct. 28, 2020) [hereinafter PCAOB Inspection Procedures).

50. Id.

S1. Emnst & Young LLP Response to PCAOB, Comment Letter on Proposed Rule on
Inspections of Registered Public Accounting Firms, PCAOB (Aug. 18, 2003), https://pcaob-
assets.azureedge net/pcaob-dev/docs/default-source/rulemaking/docket_006/010_ernst_and_
young_llp.pdf?sfrrsn=C86269f9_0 [https://perma.cc/U83P-WP7X] (noted by the comment
from accounting firms during the PCAOB rulemaking).

52. PCAOB Inspection Procedures, supra note 49.

53. Sarbanes-Oxley Act of 2002, § 106(a)(1), 15 U.S.C. §7211(a) (2020).

54. Id.

55. Deloitte LLP, PCAOB Release No. 105-2018-020 12-13 (Oct. 16, 2018).
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by the PCAOB and ordered to retain an third-party independent monitor to
review the firm’s practice.’

Central to the audit working paper dispute is the power under section 106
of the Sarbanes-Oxley Act. This grants the PCAOB power to demand a
registered accounting firm to produce audit working papers for inspection
upon request.s’ Even if a foreign accounting firm does not issue audit
reports, the PCAOB can determine that it nonetheless plays a substantial
role in the preparation of the report and needs to be subjected to the same
registration and inspection requirement.’® The crucial parts of section 106
are two deeming provisions. The first states that if a foreign accounting firm
provides services for a PCAOB-registered accounting firm and issues an
opinion that forms part of any audit report, the PCAOB will consider the
foreign firm to have consented to the production of its working papers for
PCAOB inspection, and the firm will be subject to U.S. jurisdiction for
court-ordered enforcement of any request for the production of working
papers.® At the same time, the second states that if a U.S. accounting firm
engages the service of a foreign accounting firm in preparation of any audit
report, the U.S. firm will be deemed to have consented to supplying audit
working papers produced in the work of that foreign firm, and further,
deemed to have secured agreement of the foreign firm to produce the
document as a condition of relying on the work of that foreign firm.«0 The
accounting firms themselves are constantly reminded of this obligation, as
they must affirm their consent to comply with this requirement every year in
their annual filing to the PCAOB.#!

Read together, these provisions mean that an accounting firm that
performs an audit for an overseas company has the obligation to produce
documents for inspection.s? For the failure to comply with the request for
documents, the SEC may bring court proceedings for the mandatory supply
of information, injunctions, cease-and-desists, and more.®? According to the
Sarbanes-Oxley Act, being overseas does not prohibit the company from
falling within PCAOB’s oversight, and it is the responsibility of the
accounting firms that provide services to U.S. listed companies, regardless of
their geographical locations, to make sure they are in compliance with the

56. Deloitte Touche Tohmatsu Auditores Independentes, PCAOB Release No. 105-2016-031
1 (Dec. 5, 2016).

57. Sarbanes-Oxley Act of 2002, § 106, 15 U.S.C. §7211(a) (2020).

58. Id.

59. Id. § 106(b)(1).

60. Id. § 106(b)(2).

61. PCAOB, PCAOB AnnuaL Report Form 2, pt. 9, item 9.1(b) Nov. 10, 2020), hetps://
pcaobus.org/about/rules-rulemaking/rules/form_2 [hetps://perma.cc/LAT6-VIMM] (affirming
that the registered firm has “secured from each of its associated persons. . . consents to
cooperate in and comply with any request for testimony or the production of documents made
by the Board. . .”).

62. Sarbanes-Oxley Act of 2002, § 106(b)(1)—(2), 15 U.S.C. §7211(a) (2020).

63. Id. § 102(e).
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PCAOB’s monitoring functions.* But these overarching powers, backed by
sanctions, are problematic when placed alongside the local laws in a foreign
jurisdiction.ss A case-in-point is the conflict with the secrecy laws in France,
upon which a number of Continental European countries are modeled.¢¢
The French Penal Code prohibits the disclosure of secret information
entrusted to persons during the course of their profession, which includes
auditors.s” There is an exception to this non-disclosure when disclosure of
secret information is required by law, but this is stll references local law, not
foreign law.s8 Contravention of this French law that protects professional
privilege is punishable by imprisonment of up to one year.®® Local laws like
this put the internationally oriented Sarbanes-Oxley Act at odds with many
foreign jurisdictions, and the ensuing conflict of law created some discontent
in the early years of PCAOB’s foreign audit inspection.

C. Practice or PCAOB’s FOrREIGN AUDIT INSPECTION SINCE
2005

The PCAOB began the regular cycle of inspections of U.S. accounting
firms soon after its establishment. In the first cycle, the PCAOB conducted
982 such inspections and completed annual inspections on the largest U.S.
domestic firms.?0 In 2005, it inidated the inspection of foreign accounting
firms, but this was not an easy task due to logistical and jurisdictional
hurdles.”! As mentioned, the PCAOB needs to inspect the smaller registered
accounting firms at least once within the three-year period of the firm’s
issuance of its audit report.”? When the deadline for the first inspection was
nearing, the PCAOB had 129 foreign firms—nearly half of the total number

64. Id.

65. Daniel L. Goelzer, PCAOB Board Member, Baker & McKenzie International Law
Lecture at Georgetown Law School (Apr. 19, 2004) in The PCAOB and the Oversight of Non-U.S.
Auditors, PCAOB (Apr. 19, 2004), https://pcaobus.org/News/Speech/Pages/04192004_Goelzer
OversightNonUSAuditors.aspx fhttps://perma.cc/PN2C-7GG4].

66. Adel 1. Abdullin & Stanislav A. Shardin, Protection of Personal Data in France: Problems
Implementing a Pan-European Apporach, V. 8 No. 5§ PErIODICO DO NUCLEO DE EsTUDOS E
PesQuisas SOBRE GENERO E DIREITO CENTRO DE CIENCIAS JURIDICAS - UNIVERSIDADE
FEDERAL DA PArAIBA [J. CTR. FOR STUD. & RscH. oN GENDER & L. CTR. FOR LEGAL Scis. -
Fep. Untv. Paraisa] 540, 544-45 (2019), hups://periodicos.ufpb.br/index.php/ged/article/
download/48773/28252/ [https://perma.cc/V2DZ-HDS4].

67. Copk PeNaL [C. PEn.] [PenaL Copg] art. 226-13 (Fr.).

68. C. PeN. art. 226-14 (Fr.).

69. C. PEN. art. 226-13 (Fr.).

70. Press Release, Rhonda Schnare, Dir. Intl Affs., PCAOB, Final Rule Concerning the
Timing of Certain Inspections of Non-U.S. Firms, PCAOB Release No. 2009-003 (June 25,
2009), https://pcaob-assets.azureedge.net/pcaob-dev/docs/default-source/rulemaking/
docket_027/2009-06-25_release_no_2009-003.pdf?sfvrsn=61e7cb9b_0 [https://perma.cc/
6KC8-ZAYZ) [hereinafter Schnare Press Release].

71. See Goelzer, supra note 65.

72. ByLaws AND RuLEs oF THE PCAOB § 4(4003b).
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of foreign firms—stll pending inspection.”> Only Canada onboarded
immediately and signed the cooperation agreement.’”* Among those who
refused inspections were registered accounting firms from seventeen
jurisdictions, including China, the United Kingdom, France, Germany,
Luxembourg, Korea, and more.”s Thus, the PCAOB had to issue an
extension of the time for inspection, with a set timeline to inspect all of these
audit firms by the end of 2012.7

The noncooperation of foreign accounting firms and regulators largely
attributed to the delay.”” Foreign regulators and professional bodies of
various jurisdictions actively responded to this delay, noting that the denied
inspections were largely due to either restrictions under local laws or
objections based on national sovereignty.’® The regulatory bodies of the
various European jurisdictions were among the most vocal critics.” The
European association for public accountants commented that the PCAOB’s
rule essentially forced non-U.S. firms to choose between violating either
their home country laws or the PCAOB regulations.8® They suggested that a
potential violation of law by accounting firms in such circumstances calls
into question the integrity of the PCAOB’s policy and that such a policy
failed to represent public interest, contrary to the intention of Sarbanes-
Oxley Act8! The French body of statutory auditors stated that the audit
firms cannot be considered responsible for any delay or hindrance; rather,
the legal conflict with the strong French professional Secrecy laws triggered
any delay,s2 and that the only practicable solution moving forward is mutual

73. Schnare Press Release, supra note 70.

74. Letter from Gordon Thiessen, Chair, Canadian Pub. Accountability Bd., Response to
PCAOB Rulemaking Docket Matter No. 001 (Mar. 28, 2003), https://pcaob-assets.azureedge.
net/pcaob-dev/docs/default-source/rulemaking/docket_001/010_cpab_canada.
pdf?sfvrsn=be6e2c72_0 [https://perma.cc/4LAK-LASE].

75. Updated Information on PCAOB International Inspections, PCAOB (Dec. 31, 2010), https://
pcaobus.org/International/Inspections/Pages/122010_UpdatedInformation.aspx  [hteps://
perma.cc/2SNS5-F7YB].

76. Press Release, PCAOB, PCAOB Adopts and Proposes Rule Amendments on the Timing
of Certain Non-U.S. Inspections and Seeks Comment on Related Issues (Dec. 4, 2008), https://
pcaobus.org/news-events/news-releases/news-release-detail/pcaob-adopts-and-proposes-rule-
amendments-on-the-timing-of-certain-non-u-s-inspections-and-seeks-comment-on-related-
issues_7 [https://perma.cc/V32K-CGS56].

77. 1d.

78. Id.

79. See, e.g., Letter from Hans van Damme, FEE President, to J. Gordon Seymour, Off. of the
Sec’y, PCAOB, re: FEE Comments on PCAOB Release No. 2008-007 (Jan. 27, 2009), https://
pcaob-assets.azureedge.net/peaob-dev/docs/default-source/rulemaking/docket_027/001_fee.
pdf?sfvrsn=9010629_0 [https://perma.cc/ WF7M-MYGL].

80. Id.

81. Id. at 4.

82. Letter from Vincent Baillot, President, Compagnie Nationale des Commissaires aux
Comptes, to J. Gordon Seymour, Off. Sec’'y, PCAOB, on Request for public comment on
proposed amendment to Rule 4003 (Feb. 2, 2009), https://pcaob-assets.azureedge.net/pcaob-
dev/docs/default-source/rulemaking/docket_027/013_cncc.pdf?sfvrsn=601cal8d_0 [hetps://
perma.ce/LK5M-FQ3H].
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recognition and full reliance on foreign national oversight bodies. The
China Securities Regulatory Commission (CSRC) also wrote a letter to the
PCAOB, criticizing the latter’s “attempts to take actions on a unilateral
basis,” and stating that they strongly oppose any inspection on Chinese firms
before a consensus is reached.®#* The position of the CSRC, as stated in the
letter, was that the oversight of Chinese accounting firms should fully rely
upon the work of the CSRC itself, and that cross-border inspection must
“abide by the principles of respecting mutual sovereignty and cooperating as
equals.”ss

As the United States was the first to establish such an independent audit
oversight body conferred with far-reaching power, conflict and objections
from foreign jurisdictions were understandable. While the foreign
regulators stood by their own national laws and doubted the United States’
proclaimed extraterritorial jurisdiction, the U.S. regulators and investors
were equally skeptical of the auditing quality and oversight standards of
external bodies, especially in light of the circumstances of the Enron
failure.% In fact, congressional inquiry into the collapse uncovered that
Enron itself once evaluated how much influence it could have by “donating”
to the International Accounting Standards Committee, a standard setting
forum.®” One board member of the PCAOB commented that there were
important differences between the board’s inspection and that of other
regulators, and that few other countries spent as much on enforcement of
financial reporting and auditing as the United States did.s8 For the PCAOB,
its mandate and longstanding initiative was to promote mutual cooperation
between regulators, to the extent that it can fully rely on the monitoring
work of foreign regulators.8 A 2007 policy statement drafted the criteria for

83. Id.

84. Letter from Dr. Tong Daochi, Dir.-Gen., Dep’t of Internal Affs., to SEC, on PCAOB
Notice of Filing of Proposed Amendment to board Rules Relating to Inspection, File No.
PCAOB-2008-06 (May 15, 2009), https://www.sec.gov/comments/pcaob-2008-06/pcaob
200806-1.pdf [https://perma.cc/SJV]-WNLS5].

85. Id.

86. Empirical research at the time pointed to lower quality in financial reporting in other
jurisdictions, for example China. See Robert McGee & Xiaoli Yuan, Corporate Governance and
the Timeliness of Financial Reporting: An Empirical Study of the People’s Republic of China (Fla. Int’]
Univ., Working Paper May 2008).

87. Charles Niemeier, PCAOB Bd. Member, Keynote Address at New York State Society of
CPAS/FAE Conference (Sept. 10, 2008), in Keynote Address on Recent International Initiatives,
2008 Sarbanes-Oxley, SEC and PCAOB Conference, PCAOB (Sept. 10, 2008), https://
pcaobus.org/News/Speech/Pages/09102008_NiemeierNYSSCPAFAE Conference.aspx [https://
perma.cc/SN78-ADXG].

88. Charles Niemeier, PCAOB Bd. Member, PCAOB Open Board Meeting (Dec. 5, 2007), in
Statement on Consideration of Proposing Release of Full Reliance Policy Statement, PCAOB (Dec. 5,
2007), https://pcaobus.org/News/Speech/Pages/12052007_Niemeier.aspx  [https://perma.cc/
S5VFL-UDSL}.

89. See ByLaws aNnD RuULEs oF THE PCAOB §3(4012) (Aug. 30, 2004).
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a foreign oversight entity to qualify for full reliance.®> The statement
includes up to twenty-three detailed essential criteria listed under five
general principles.?! Succinctly, the foreign oversight body has to be
transparent, independent, and perform its work with adequacy and
integrity.? The entity must have adequate funding and a sufficient number
of staff relevant to the market size, and the source of funding must not be
subject to interference or undue influence by external parties.”s If it is to be
relied upon, the foreign oversight body must also exhibit a good record of
historical performance in both investigation and enforcement.

Perhaps due to the PCAOB?’s insistence to assert jurisdiction and common
standards, almost all advanced or emerging market countries have, over
time, established independent oversight bodies of their own. In response,
the International Forum of Independent Audit Regulators (IFIAR) formed
to coordinate these independent audit regulators and help the PCAOB come
into cooperative agreements with its national counterparts.s Canada was
one of the earliest adopters of such an independent oversight body through
its creation of the Canadian Public Accountability Board in early June 2002,
just one month after the passage of the Sarbanes-Oxley Act.?s In 2005,
Canada also became the first jurisdiction to sign a cooperative agreement
with the United States.”” The next major jurisdictions to come into
agreement with the PCAOB were the United Kingdom, Switzerland, and
Japan in 2011, followed by France and other European countries from 2013
onwards.”® Presently, twenty-four audit regulatory bodies have signed
formal cooperative arrangements with the PCAOB.» While the negotiation
process between the regulators is not disclosed, one can assume that the
jurisdictions that have signed cooperative agreements have fulfilled the
criteria listed by the PCAOB in its 2007 policy statement (i.e. have an
adequately funded independent audit oversight body with a good track
record).'® Currently, there are about 1,790 auditing firms registered with

90. See Press Release, PCAOB, Request for Pub. Comment on Proposed Policy Statement:
Guidance Regarding Implementaton of PCAOB Rule 4012, Release No. 2007-011 (Dec. §,
2007), https://pcaobus.org/Inspections/Documents/2007_12-05_release_2007-011.pdf [heeps://
perma.cc/T4BT-4A4W] [hereinafter PCAOB Release No. 2007-011].

91. Id. at 3.

92. Id.

93. Id. at Al-11.

94. Id. at Al1-16.

95. China’s regulator is not a member of IFTAR. China does not have a separate body for
audit oversight, as will be introduced in the next part. See Member Directory, IFIAR, https://
www.ifiar.org/members/member-directory/ [https://perma.cc/URV2-FAZC] (last visited Nov.
5, 2020).

96. Letter from Gordon Thiessen to David Brown, suprz note 74.

97. See PCAOB Cooperative Agreements with Non-U.S. Regulators, PCAOB, https://pcaobus.org/
International/Pages/RegulatoryCooperation.aspx [https://perma.ce/BXH7-RPXU] (last visited
Dec. 9, 2020).
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99. The latest agreement was signed in 2018 with Austria. See id.

100. See Niemeier, supra note 88.
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the PCAOB.191 Approximately 50.5% of firms are located within the United
States, while the remainder (850 firms) are located aboard.!? In a given
year, the PCAOB inspection team conducts over 200 inspections globally.103

There are now three possible modes for the PCAOB to conduct foreign
inspections. First, the PCAOB and local regulators can administer joint
inspections, and Canada provides a good example of this collaborative
mode.'® Often, this option occurs when a cooperative agreement is in place.
The PCAOB coordinates with a local regulatory body to form a joint team,
and together they conduct an on-site inspection on the accounting firm
working to meet the requirements that constitute a satisfactory inspection
for both regulating agencies.!% Second, the PCAOB can rely, to a varying
degree, on the inspection work performed by a foreign regulator, evaluating
the work on a sliding scale of reliance that takes into account the rigor and
independence of the foreign regulator.1% Under the rules, a non-U.S. firm
that is subject to PCAOB’s inspection can request the PCAOB to rely on a
local inspection to an appropriate extent,!?” which can comprise up to a “full-
reliance,” meaning that the PCAOB would not need to send their own
investigatory team.'®8 This request for a local inspection is set out in the
aforementioned 2007 policy statement, but in the years following the
statement’s release, there has been no further indication of this reliance
policy at work. On the contrary, the reliance trends in the opposite
direction, with the Financial Reporting Council of the United Kingdom
describing that it now “relies to a significant degree on the work of the
[PCAOB].”100 Third, an overseas inspection may be conducted solely by the
PCAOB?’s team, especially where there is no formal reliance agreement in
place. This does not necessarily mean that the PCAOB will face resistance
to the inspection, and local regulators may sit in as observers during the

101. Pus. Co. Acct. OversicuT Bp. [PCAOB], ANNUAL RepORT (2019), https://pcaob-
assets.azureedge.net/pcaob-dev/docs/default-source/about/administration/documents/annual
reports/2019-pcaob-annual-report.pdf?sfvrsn=3d0b243_2 [hetps://perma.cc/7GXP-4WAC].
102. Registered Firms, PCAOB, https://pcaobus.org/oversight/registration/registered-firms
[https://perma.cc/E9ZA-JPPG] (last visited Dec. 9, 2020).

103. Mark Maurer, U.S. Audit Watchdog Overbauls Inspection Plan to Assess Virus Impact, WALL
St. J. (Aug. 12, 2020, 3:10 PM), https://www.wsj.com/articles/u-s-audit-watchdog-overhauls-
inspection-plan-to-assess-virus-impact-11597259445 [https://perma.cc/2HLQ-MAVC].
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Pro. AccTs. Can. (Dec. 2017), https://www.cpacanada.ca/~/media/site/business-and-
accounting-resources/docs/g10481-rg-audit-assurance-alert-combined-cas-pcaob-reports-
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perma.cc/JG3H-L589].
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106. Niemeier, supra note 88, at 1.

107. ByLaws AND RuLks oF THE PCAOB § 4(4011) (2014).

108. Bvi.aws anD RuLes oF THE PCAOB § 3(4012) (Aug. 30, 2004).
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course of inspection;'® Brazil provides a good example of this method.!l A
local regulator may also put no restrictions at all. Russia’s regulator had not
made any comment on PCAOB’s consultation and inspection in Russia had
been proceeding smoothly since the beginning on the basis of PCAOB
conducting their own inspection.!? In general, the PCAOB now reports no
major obstacles in fulfilling its inspection function, with the notable
exception of China.!?

II. China’s Audit Oversight Regime and Restriction to Foreign
Access

A, AccounTING PrOFESSION AND OVERSIGHT IN CHINA

The development of the auditing standards in China, and of the whole
accounting industry, followed a very different path. While the auditing
standard and oversight regime of the United States developed over a
century, in China the accounting industry was built into its present form
within twenty years. It is often said with a political undertone that the
accounting profession of the United States has been developed “from the
bottom up,” whereas the Chinese counterpart was created “from the top
down.”t'* For instance, in 2009, the Chinese State Council published a plan
for the accounting industry to establish a ter structure of “10-200-7000”
firms according to their sizes.!!s The plan stated that the government would
provide “political protection,” entry barrier, and various government
support to the largest firms.!i6 In this policy statement, it also explicitly
asked companies that are listed in foreign markets, especially SOEs, to

110. Schnare Press Release, supra note 70, at §.

111. See Lewis Ferguson, PCAOB Bd. Member, Speech at 6th Annual Conferéncia Brasileira
de Contabilidade e Auditoria Independente (Jun. 13, 2016) in Global Developments in Audit
Oversight, PCAOB (June 13, 2016), https://pcaobus.org/news-events/speeches/speech-detail/
global-developments-in-audit-oversight_618 [https://perma.cc/EQF3-G2ML].
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Oversight in Russia, 40(8) Ora. Stup. 1217, 1217-19 (2019).

113. Auditing firms in Hong Kong are also not adequately inspected, to the extent where their
audits involve Chinese companies. See Public Companies That Are Audit Clients of PCAOB-
Registered Firms from Non-U.S. Furisdictions Where the PCAOB Is Denied Access to Conduct
Inspections, PCAOB, https://pcaobus.org/International/Inspections/Pages/IssuerClientsWithout
Access.aspx [https://perma.cc/FM8BE-N54G] (last visited Dec. 9, 2020) [hereinafter Public
Companies).
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with Potential Global Impact (Working Paper Jan. 15, 2018), https://ssrn.com/abstract=3102253
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preferentially choose those accounting firms that are beneficial “to
protecting the safety of national economic information.”’"7

China has aggressively mandated the localization of accounting firms.
The Ministry of Finance issued a detailed scheme in 2012 that targeted the
Big Four accounting firms.18 The scheme pointed at the larger proportion
of foreign partners versus Chinese partners in and criticized the firms for not
releasing board-level control from the Chinese partners.''? It implied that
KPMG, PricewaterhouseCoopers (PwC), and Ernst & Young (EY) had too
large a proportion of foreign partners at 70 percent, 61 percent, and 55
percent respectively.?0 The scheme obliged the Big Four firms to
restructure their offices in China if they were to remain in the market.12!
These measures are viewed as politically motivated.'2 Further, the
managing partner must be a Chinese natonal.’? Within five years the
number of “foreign partners” as well as their asset proportions were reduced
to a flat 20 percent.’+ At the time of the scheme, none of the managing
partners of the Big Four firm in China were locals, hence these requirement
effective ousted all four managing partners.

In terms of the institutions for audit oversight, China has not set up a
separate body specifically for this function.i?s The duty of monitoring
accounting firms is borne by both the CSRC and the Ministry of Finance.26
The two agencies are both direct subordinates of the State Council of

117. Id. at 42).

118. See generally Zbongwa Hezuo Kuaijishi Shiwusuo Bentubua Zhuanzhi Fangan
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State Council] no. 8, 2012.

119. See generally id.
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Accounting Firms, Dic. COMMENTS (Apr. 2013), https://digitalcommons.bryant.edu/cgi/view
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restructure plan promulgated by the Ministry of Finance required the post-restructure firm to
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China.”?” The CSRC focuses on the auditing of listed companies and their
financial reporting, which is central to the audit dispute between the United
States and China.’?* Almost the entire budget of the CSRC comes from
direct government funding, with 0.71% from “other income.”1?? The
Accounting Department (Chief Accountant Office) within the CSRC
performs the function of monitoring the accounting firms that qualify for
auditing listed companies, and annually it inspects 5 percent of the qualified
accounting firms randomly.® Such qualified accounting firms are a
category of their own.3! As of 2019, forty auditing firms are qualified for
auditing listed company, and that translates to two of these qualified auditing
firms being inspected every year.’’? At the same time, the Accounting
Department of CSRC is also responsible for other tasks such as advising on
accounting matters in the CSRC’s investigation, administering the charging
and taxation policies of securities market, and handling the budgeting and
auditing of the CSRC.133

127. See Guowuyuan Zuzhi Figou (H % AN M) [Internal Org. of the State Council of PRC],
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AYCT] (last visited Dec. 9, 2020).
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The Ministry of Finance has the role of monitoring and inspecting all
accounting firms in the country, regardless of whether the firm is qualified
for an auditing listed company.’3* They conduct their work through their
provincial branch office, often through cooperation with the Chinese
Institute of Certified Public Accountants (CICPA).35 The Ministry of
Finance has a wider scope of monitoring, and most are on the local
accounting firms and companies.!3s In the last available annual review of
2017, they conducted enforcement action on seventeen accounting firms and
seventy-four companies.'”” In the same year, they also randomly inspected
six accounting firms that are qualified for providing services to listed
companies.’® When a problem is detected in a qualified accounting firm,
the Ministry of Finance and CSRC will form a joint team to conduct
inspection.’’? The two agencies may jointly order sanctions, for example to
suspend the license of an accounting firm to conduct further business with
listed companies.'® It should be noted that the combined number of
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inspections done by the CSRC and Ministry of Finance is still markedly less
than the U.S. counterpart’s annual inspection on all the larger firms.!4 It
can be said that the mechanism of monitoring audit work on a listed
company is still under development and is not yet emphasized by the
Chinese regulators.

B. CHma’s Law oN RESTRICTION TO ACCESS TO AUDIT
DocuMENTS

With regard to the access of auditing documents, the law in China is very
stringent.'? There are multiple pieces of legislation and administrative
circulars governing different subject areas that are relevant.'# These start
with the general provision for the confidentiality duty of accountants.!#
Then for audits of listed companies, there are specific prohibitions for
transferring documents to overseas parties.'# The Securities Law of 2019
states that a securities service institution (that includes audit firms, law firms,
etc.) shall properly preserve clients’ documents, verification materials,
working papers, and may not divulge such material.14 Anyone who
contravenes can be fined up to five million yuan, have its business permit
revoked, or be prohibited from providing relevant services.!4” The
responsible person in charge and other directly liable persons may be
criminally prosecuted.s Furthermore, an expressed ban in the Securities
Law prohibits overseas securities regulators, such as the SEC, from
conducting any investigation, evidence collection or other activities within
China.'® Local entities or individuals are in turn prohibited from providing
documents or materials relating to securities business to any overseas
regulators.!50
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Central to the dispute to access audit document is the law regarding state
secrets. The State Secrets Law of 2010 prohibits transferring overseas any
document or other item containing state secret.!st Yet, there are a lot of
ambiguities both in the substance of state secrets and the procedure of
determining what constitutes state secrets.!s2 The law encompasses a wide
range of matters that may be classified as state secrets, with one of the
categories termed as “secret matters in national economic and social
development.”1s3 The range of information that were put forward as state
secrets by litigants in the Chinese court is wide, including payment
information of social security fees, financial information of a company that
contracted with military, transaction information of property and land
relating to certain government agencies, or any documents that were created
as an extension of some other classified documents.'s+ While not all cases
were substantiated by the court, the range of information that may be
suggested as state secrets signify a considerable litigation risk faced by
auditing firms if they are to hand over their audit information to an overseas
party.155

State Secrets Law also contains a catchall provision, where even if
information is not marked as classified, but if one “should have known” it
concerns national security and natonal interest, one would still be
prosecuted in the same manner.!56 Another extra complexity in the law is
that during the court process, the question of what constitutes a state secret
and the level of secrecy is considered in order to identify which of the state

Secrets], (promulgated by the Standing Comm. of the Nat’l People’s Cong., Apr. 29, 2010,
effective Oct. 1, 2010), art. 26.

151. Id.

152. Huang, supra note 15.

153. Zhonghua Renmin Gongheguo Baoshou Guojia Mimi Fa, supra note 150, at art. 9.

154. See, e.g, Liumou Yu Nanjingshi Renliziyuan he Shehuibaozhangju Xingzhengfuyi
Xingzheng Panjueshu (X35 R A BHEMH & RERITEE WITEH $®RF) [Liv Mou
and Nanjing Municipal Human Resources and Social Security Bureau, Nanjing Municipal
People’s Government Administrative Supervision, Administrative Reconsideration and
Administrative Judgment of the First Instance], CLI.C.78071137 Lawinfochina (Railway
Transport Court of Nanjing 2019); see Zhaomou Wangmou yu Jiangsu Baoke Dianzi
Youxiangongsi Mingshi Panjueshu (4% E3 GITF A & T4 MA R RIHA) [Firse
Instance Civil Jadgment on Disputes between Zhao and Wang and Shareholders of Jiangsu
Baoke Electronics Co Ltd on the Right to Know], CL1.C.94846250 Lawinfochina (Court of
Yangzhou Economic Zone 2018); Huangmou deng yu Ziranziynanbu deng Xingxigongkai
Xingzheng Pangjushu (X4 5 & AU RIS B A FHFE % 19) [Administrative Judgment
of Beijing No.3], CLL.C.97328639 Lawinfochina (Court of Tongzhou District 2019); see
Shanghai Jingxie Gongsi Su Jiandeshi Qita Xinxi Gongkaian

(5 /4 7 YRR TR SLA5 1A FF %) [Shanghai Economic Association Company v.
Jiande Municipal Government Other Information Disclosure Case], CLLC.861533
Lawinfochina (Higher People’s Court of Zhejiang 2012).

155. See id.

156. Zhonghua Renmin Gongheguo Baoshou Guojia Mimi Fa

(e A BRI R 4L 55 [H M) [Law of the People’s Republic of China on Guarding State
Secrets], (promulgated by the Standing Comm. of the Nat’'l People’s Cong., Apr. 29, 2010,
effective Oct. 1, 2010), art. 5.
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secrets protection agencies, from various levels, should appraise the
information.’s” This means that a piece of information can be retroactively
recognized as a state secret after the matter goes into court. It may not be
conclusively ascertained whether a particular document contains state secrets
or not until consultation with the relevant government agency.!s8 If
prosecuted, the punishment that the law sets down is harsh.!s¢ According to
a judicial interpretation issued by the Supreme People’s Court, which has
the highest authority i in case handling, any person who unlawfully supphes
“three or more items” of state secrets abroad is regarded as acting in an

“especially serious circumstance,” and shall be sentenced to imprisonment
for a minimum of ten years,160

A relevant securities regulation that directly links the handling of audit
documents to the State Secret Law is the CSRC Circular No. 29,16! which is
also referenced by the Ministry of Finance’s Interim Provisions released to
accounting firms.!2 Circular No. 29 states that “any archives, including
working papers, which are created in mainland China . . . in the course of
any overseas issuance and listing of the securities, shall be stored in mainland
China[,]”163 and that if the documents involve any state secrets, national
security, or other substantial interests of the state, then prior approval is
required from competent authorities before such working papers can be
transferred to any “overseas institutions or individuals through any
means.”164 Circular No. 29 also specifies the requirement for accessing
documents for purposes of foreign monitoring.'ss Where overseas securities
regulatory authorities conduct inspections on companies listed overseas,
which may involve documents that contain state secrets, the listed company

157. Zuigao Renmin Fayuan Guanyu Shenli Wei Jingwai Qiequ, Citan, Shoumai, Feifa Tigong
Guojia Mimi, Qingbao Anjian Juti Yingyong Fali Ruogan Wend De Jieshi
B ARER ST HHEAEAGH. TR, $OE. FERMERWE . HREARANA
RS T ) MR RR) [Supreme People’s Court Interpretation of Certain Issues Regarding
Application of State Secrets Law] (promulgated by the Sup. People’s Ct., Nov. 20, 2000,
effective Jan. 22, 2001), at art. 7.

158. Id.

159. See id. at art. 2.

160. See id. at art. 2 §2.

161. Guanyu Jiagiang Zaijingwai Faxing Zhengquan Yu Shangshi Xiangguan Baomi He
Dangan Guanli Gongzuo (GLFINSRTEEESNAITIESR S EHHXFEEHAREEET M [The
Regulation on Strengthening Confidendality and Archives Administration Relating to Overseas
Issuance and Listing of Securities] (promulgated by the China Securities Regulatory
Commission, Nov 20, 2009), No. 29, at art. 3.

162. Huijishi Shiwusuo Congshi Zhongguo Neidi Qiye Jingwai Shangshi Shenji Yewu Zanxing
Guiding (£ T3 57 M 4 [ p 4\ S5 51 1 11 854 M) % #4741 %) [Interim Provisions on
Accounting Firms’ Provision of Auditing Services for the Overseas Listing of Enterprises in
Chinese Mainland] (promulgated by the Ministry of Finance, May 26, 2015, effective Jul. 1,
2015), art. 12.

163. Guanyu Jiagiang Zaijingwai Faxing Zhengquan Yu Shangshi Xiangguan Baomi He
Dangan Guanli Gongzuo, supra note 161, at § 6.

164. Id.

165. Id. at 8.
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or the auditing firm should report as such to the authorities to obtain
approval, and then to the department that is responsible for managing the
state secret.'ss In short, the regulations from the CSRC and the Ministry of
Finance reiterate and again remind the auditing firms of the overhanging
legal restrictions set out in the State Secret Law.

The above rules and regulations regarding audit documents all set out that
approval from competent agencies is required prior to any foreign
inspection.!s’ The emphasis is on maintaining ample control within China’s
national border.!® As the net of what could constitute state secrets is wide
and ambiguous, and as a lot of sectors in China have a strong state-owned
presence, the possibility for a company’s information to involve state secrets
is not neglectable.!'® Audit firms therefore need to obtain the necessary
approval in order to minimize their own legal risks.i7 In practice, however,
there is a sizeable administrative hurdle for any accounting firm seeking to
obtain the necessary clearance. For instance, it is difficult to tell which
governmental department is to be regarded as the “competent agency,” as it
depends on the specific information under concern, and more than one
government agency may be involved.!”t In any case, the channel for such
process is not clearly specified.

III. Dispute over Access to Chinese Audit Documents in the
United States

A. CuomNesE CompanNtESs LisTING IN THE U.S. MARKETS

The two jurisdictions collided as Chinese companies started to arrive to
the U.S. market. These Chinese companies may not have actually been
incorporated in China, and may instead have their places of incorporation in
the British Virgin Islands, Cayman Islands, or other jurisdictions.'”2 In any

166. Id.

167. In fact, the CSRC has also issued a letter of notice to some accounting firms to stress that
audit working papers should not be provided to overseas entitics without the CSRC’s prior
approval. See Zhongguo Zhengjianhui Guanyu Bufen Kuaijishi Shiwusuo Xiangjingwai Tigong
Shenji Gongzuo Digao Deng Dangan Wenjian De Fuhan

(P I 2 T 804 4 T 3.45 57 T4 R 85 o A RORI A4S S 52 ) [Reply of the
China Securities Regulatory Commission on the Provision of Audit Work Papers and Other
Archive Documents by Some Accounting Firms Oversees] (on file with the author) (This letter
is internal and has not been made public). See also Online Interview with an Anonymous
Academic (July 19, 2020) (on file with author); Online Interview with an Accountant Who Has
Seen the Letter (July 20, 2020) (on file with author).

168. See sources cited supra note 167.

169. Id.

170. See Zhongguo Zhengjianhui Guanyu Bufen Kuaijishi Shiwusuo Xiangjingwai Tigong
Shenji Gongzuo Digao Deng Dangan Wenjian De Fuhan, supra note 167, at 6.

171. Id. at 2.

172. How China Supercharged the Offshore Market in Cayman and British Virgin Islands, WALKERS
GLos. (Dec. 2016), https://www.walkersglobal.com/images/Publications/Articles/2016/
12.2016_Global_Turnaround_asia.pdf [https://perma.cc/6R7R-4T44].
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case, their significant assets, or earnings, are located within China and they
are grouped together by the market as “China Concepts Stock” (CCS).173
The companies listed in the United States are required to comply with the
reporting and monitoring standards of the United States, and the auditors
providing services to them need to be registered with the PCAOB and are
required to be inspected.””* As of now, the majority of CCS companies are
listed on the Nasdaq in the range of around 180 companies, many of which
are tech companies or smaller sized companies, with the larger companies

mostly found on the NYSE.17s

The characteristics of Chinese companies that sought listing in the United
States varied at different stages.'’s The earliest ones arrived in the 1990s,
when the largest Chinese companies sought not only to broaden their
shareholder base and increase liquidity, but also to tap into the more prudent
corporate governance requirement of the U.S. exchanges.!”7 In 1993,
Sinopec Shanghai Petrochemical was the first Chinese company to stage an
Initial Public Offering (IPO) in the form of American Depository Receipts
(ADR).'7# This was against the backdrop of a rapid phrase of “Reform and
Opening Up” in China.'”? The Chinese government encouraged its largest
enterprises to benefit from the foreign capital and governance standards that
its own domestic market lacked.’® The “second wave” of Chinese
companies seeking listings in the United States occurred around the 2000s
and was comprised of a further stream of state-owned enterprises.'s! The
companies that arrived at these times were generally still the most well-
established companies.'s2 Some of the pioneering tech companies of China
also began listing in the United States at this time, such as Baidu which was

173. See generally Chinese Companies Listed on Major U.S. Stock Exchanges U.S.-CHINA Econ.
Src. Review Comm'N. (Oct. 2, 2020), hetps://www.usce.gov/sites/default/files/2020-10/
Chinese_Companies_on_US_Stock_Exchanges_10-2020.pdf [https://perma.cc/EXSB-NLA4V].
174. See id. at 1.

175. There are around eighty Chinese companies on NYSE, and also some companies traded in
the Over-the-Counter (OTC) market. See generally id. See also Company Directory, OTC MxTs.,
https://www.otcmarkets.com/corporate-services/company-directory  [https://perma.cc/ECY8-
NERB] (last visited Dec. 13, 2020).

176. See generally U.S.-CHmva Econ. & Sec. Rev. Comm'N, 113tH CoNG., 1sT SEss., USCC
2013 AnnNuAaL ReporT (Comm. Prine 2013).

177. Id. at 4.

178. Id. at 135.

179. See id, at 35. See generally Yonglong Lu et al., Forzy Years of Reform and Opening Up: China’s
Progress Toward a Sustainable Path, 5 Sci. Apvances 8 (Aug. 7, 2019), hups://
advances.sciencemag.org/content/5/8/eaau9413/tab-pdf [https://perma.cc/86)J7-9Y43].

180. David Cogman & Gordon Orr, How They Fell: The Collapse of Chinese Cross-Border Listings,
McKinsey & Co., 2 (Dec. 1, 2013), https://www.mckinsey.com/business-functions/strategy-
and-corporate-finance/our-insights/how-they-fell-the-collapse-of-chinese-cross-border-listings
[https://perma.cc/74PQ-WDBL].

181. Id.

182. See generally Chinese Companies Listed on Major U.S. Stock Exchanges, supra note 173, at
3-15. (illustrating the TPO dates for Chinese companies listed on the major U.S. stock
exchanges).
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listed on Nasdaq in 2005.18 The U.S. markets were ideal for these
companies because of the readily available capital, as well as the markets’
experience with technology startup listings.!8¢

The third wave of listings, in the late 2000s to early 2010s, saw a much
quicker surge in the number of companies getting into the U.S. markets.!85
These companies were much smaller in size and were often privately
owned.'8 A major motivation behind their listing in the United States was
that they were often unable to compete for either bank capital or IPO in
their own domestic market.!” China’s regulation of securities offerings has
long been a merits-based system under which the issuer needs to go through
a merit review process, conducted by the CSRC, for pre-approval of
securities offerings, in addition to the usual requirements of adequate
information disclosure.'$8 It was not easy for privately owned issuers to get
approval because the listing capacity of the Chinese market was quite limited
and the CSRC also gave listing preference to state-owned enterprises.!s’
Further, compared to the IPO market in China, the U.S. market has some
important advantages for the Chinese issuer, including but not limited to:
access to international capital, good liquidity powered by global institutional
investors, and strong reputational effects.1?0 Around the period of the third
wave of listings, the U.S. investment banks and other service firms had
established themselves and formed their business connections in China.!?!
These factors made it ripe for the listing surge of these smaller companies
into the U.S. market. But due to the weaker corporate governance, a lack of
corporate regulatory oversight, and the underdeveloped standards for
accounting practices, it is hardly surprising that these companies would
cause disproportional trouble as they failed.12 It is estimated that, by the
end of the collapse in value for China Concept Stocks, these companies
would represent less than one percent of the total value of all U.S.-listed
Chinese companies. !9

B. SEC’s Lawsurrs AcainstT CHINESE BrRancH oF Big Four
AccounTING FIrMS

Beginning in the 2010s, just as the PCAOB was stepping up its foreign
inspection regime, a series of auditing scandals involving these China

183. Cogman & Orr, supra note 180, at 2.

184. Id. at 3.

185. Id.

186. Id.

187. Id.

188. Roemv Hut HUANG, SECURITIES aAND CapITAL MARKETS LAw TN CHINA 55-56 (2014).
189. Id.

190. Id.

191. See Cogman & Orr, supra note 180, at 3.

192. See id.; see also USCC 2013 ANNUAL REPORT, supra note 176, at 134,
193. Cogman & Orr, supra note 180, at 3.
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Concepts Stock began to emerge.1»* Ernst & Young was named in two class-
action lawsuits over its work on the Chinese company, Sino-Forest, which
eventually went bankrupt.”s KPMG was also implicated by possible
irregularities in the audit of China Forestry, leading to a suspension of its
shares.!? Following the auditing scandals of these Chinese companies, the
PCAOB began its action to inspect the auditing firms.!” These registered
Chinese auditing firms had never been inspected at that time.s As
mentioned above, under the Sarbanes-Oxley Act, a foreign accounting firm
is also obliged to produce the audit working papers related to any audit work
upon request.'’® But when the PCAOB used its Section 106 powers to
request production of audit working papers, the auditing firms all refused to
comply, reasoning that it might be a violation of Chinese laws to do s0.200
The Chinese laws governing the protection of state secrets were quoted by
the accounting firms to justify their restricdon on foreign access to the
Chinese companies’ books, records, and audit working papers.20t As the
firms refused the requests to provide working papers, the SEC and the
PCAOB found their ability to oversee the financial reporting of Chinese
companies seriously limited.202

A series of lawsuits over access to audit documents started with Deloitte’s
member firm in China, which was the auditor for Longtop Financial.203

194. See sources cited infra notes 195 & 196.

195. Sino-Forest was a private company and not a SOE, despite its name containing “Sino.” In
its books it had forests that did not actually exist. Eventually Sino-Forest would bankrupt in
2012, with damages awarded to plaintiff in civil lawsuits for up to $7.6 billion USD. Ernst &
Young would have to pay up to $125 million USD to settle. See Peter Koven & Barbara
Shecter, OSC Accuses Ernst & Young as Firm Settles Sino-Forest Class Action Suit, FIN. PosT (Dec.
3, 2012), https://financialpost.com/news/fp-street/osc-accuses-ernst-young-of-insufficient-
audits-of-sino-forest [https://perma.cc/RYQ9-EDPG].

196. China Forestry had its turnover overstated by at least 92 percent, and its plantation assets
overstated by at least 87 percent. China Forestry was a private company incorporated in
Caymans Islands. ReuTrRrs, FACTBOX- China’s Corporate History Rocked by Accounting Scandals,
Tromson Reurers Founp. NEws (Jun. 20, 2011, 5:52 AM), https://news.trust.org/item/
20110620055200-vltc5/ [https://perma.cc/WU8J-899S].

197. See William D. Duhnke, Statement on the Vital Role of Audit Quality and Regulatory Access to
Audit and Other Information Internationally — Discussion of Current Information Access Challenges
with Respect to U.S.-Listed Companies with Significant Operations in China, Pus. Co. AccT.
OVERSIGHT Bp. (Dec. 7, 2018), https://pcaobus.org/News/Speech/Pages/statement-vital-role-
audit-quality-regulatory-access-audit-information-internationally.aspx  [https://perma.cc/
X6PW-CAYE].

198. See id.

199. Sarbanes-Oxley Act, 15 US.C. § 7216 (2002).

200. BDO China Dahua CPA Co. Ltd,, et al, Securities Act Release No. 74217, Admin. Proc.
File Nos. 3-14872, 3-15116, at 8, 11, 14, 16 (U.S. Sec. Exch. Comm’n. Feb. 6, 2015) (corrected
order on the basis of offers of settlement).

201. Id. at 22.

202. See Duhnke, supra note 197, at 5.

203. Longtop was a Chinese software company and was listed on the NYSE from 2007. TIts
profit and bank balance were forged with some help from the bank’s staff. The fraud was only
discovered following repeated challenges and a physical visit to the bank by Deloitte. See
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Deloitte had signed off six previous audit reports for Longtop when a
research firm in 2011 alleged that the company’s profit margin was
unreasonably high.20¢ Deloitte then discovered the fraud, which involved the
company forging the entire bank balance, and resigned from acting as the
company’s auditor.20s As the SEC began investigating the auditor, the
company was eventually delisted.20s In the Deloitte investigation, the
company refused the PCAOB’s request to provide documentation.2o” The
argument put forward by Deloitte was that if they were to comply with the
PCAOB’s request, they would have to violate the Chinese law and the firm
and its partners would be subject to punishment in China.28 The SEC then
sued Deloitte in May 2012.20°

In the same year, the SEC requested documents from all the other Big
Four firms, as part of the SEC’s investigations into the wrongdoings of nine
more China-based companies.2'® The accounting firms refused to cooperate
and all followed Deloitte’s argument in their own challenges.2t Then, in
December, the U.S. regulators stepped up their effort to sue all the Big Four
audit firms, plus one other major U.S. firm.212 The proceedings were against
the Chinese affiliates of each of the Big Four firms, as the SEC sought a
court order to compel the firms to provide the requested auditing
information.23 If a court order is issued to compel a party to provide
documents and they still refuse to do so, the partners of those firms may face
a large fine, or imprisonment, for being in contempt of court.2!4

While these cases were ongoing, the SEC and CSRC were in constant
negotiation.2!s First, SEC Chairman Mary Schapiro visited Beijing in July

generally Floyd Norris, The Audacity of Chinese Frauds, N.Y. Times (May 26, 2011), https://
www.nytimes.com/2011/05/27/business/2 7norris.html [hetps://perma.cc/D4VE-DKRX].

204. Id. at 1.

205. 1d.

206. See generally id. at 2.

207. Press Release, SEC, SEC Charges Deloitte & Touche in Shanghai with Violating U.S.
Securities Law in Refusal to Produce Documents, Release No. 2012-87 (May 9. 2012), https://
www.sec.gov/news/press-release/2012-2012-87htm [hetps://perma.cc/QM8Q-EA35].

208. PauL Gruis, THE Bic Four AND THE DEVELOPMENT OF THE ACCOUNTING
ProressioN ™ CHiva 150 (2014).

209. SEC Press Release No. 2012-87, supra note 207.

210. Press Release, SEC, SEC Charges China Affiliates of Big Four Accounting Firms with
Violating U.S. Securities Laws in Refusing to Produce Documents, Release No. 2012-249 (Dec.
3, 2012), https://www.sec.gov/news/press-release/2012-2012-24%htm {https://perma.cc/RC46-
Z8BQ).

211. Guuis, supra note 208.

212. SEC Press Release No. 2012-249, supra note 210.

213. BDO China Dahua CPA Co. Ltd. et al., Securides Act Release No. 68335, Admin. Proc.
File Nos. 3-15116, at 3 (U.S. Sec. Exch. Comm’n. Dec. 3, 2012) (order instituting
administrative proceedings).

214. 18 U.S.C. § 401 (1948).

215. BDO China Dahua CPA Co. Ltd. et al., supra note 213.
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2012 to discuss the problem of document access.2'é Then, a CSRC
delegation went to Washington in November 2012, although there was still
no change in position.2’” It was not until shortly before the scheduled public
hearing of the Longtop case that the CSRC informed the SEC that they
would be turning over the audit working papers.2'# This dramatic episode
eventually concluded with the cooperation of Chinese authorities, such that
these accounting firms at last all turned over the working papers to the
SEC.219 These lawsuits, and their eventual settlement, set the stage for U.S.
and Chinese regulators to come to an agreement.220

C. Coma-U.S. MoU anp Post-2013 DEVELOPMENT

Following heated disputes and court actions, authorities in the United
States and China came to an agreement in 2013.22' This was the result of a
long series of high-level bilateral discussion and was only made possible
under a period of a general good relationship between the United States and
China.22. The issue was raised as early as 2009, when the two countries
established a bilateral Strategic and Economic Dialogue during the Obama
and Hu Jintao presidency.?s In the first dialogue meeting, the issue of
PCAOB’s inspections was already included on the agenda.??¢ Then in the
third round of meetings, in 2011, both sides agreed to make joint efforts to
accelerate reaching agreement on the issue.?2s That same year, the Sino-
U.S. Symposium on Audit Oversight was held in Beijing, although in

216. See Xinjua, Chinese Vice Premier Meets SEC Chair, PeorLE CHINA (Jul. 3, 2012), hetp://
en.people.cn/90883/7863478.html [hetps://perma.cc/4XNF-MHGZ].

217. Paul Gillis, Tong Daochi on Audit Cooperation, CeiNa AccT. BLoG (Dec. 11, 2012, 12:15
AM), hetps://www.chinaaccountingblog.com/weblog/tong-daochi-on-audit-cooper.html
[https://perma.cc/6XUN-B9C4].

218. Sarah N. Lynch, SEC, Delvitte Resolve Dispute Over Longtop Audit Work Papers, REUTERS
(Jan. 27 2014, 4:30 PM), https://www.reuters.com/article/court-sec-deloitte-idCNL2NOL
11PX20140127 [https://perma.cc/C78V-69A6].

219. See id.; see also Press Release, SEC, SEC Imposes Sanctions Against China-Based Members
of Big Four Accounting Networks for Refusing to Produce Documents, Release No. 2015-25
(Feb. 26, 2015), hups://www.sec.gov/news/pressrelease/2015-25.heml [hetps://perma.cc/EY44-
F4Q9].

220. SEC Press Release No. 2015-25, supra note 219.

221. See Lynch, supra note 218.

222. GILLiS, supra note 208, at 157.

223. Id.

224. Id. .

225. Wang Qishan, Vice Premier of China, Remarks at the Opening Session of the U.S.-China
Strategic and Economic Dialogue (May 9, 2011), in Remarks at the Opening Session of the U.S.-
China Strategic & Economic Dialogue, U.S. DEp'T STaTE (Jan. 20, 2017), htps://2009-
2017 state.gov/secretary/20092013clinton/rm/2011/05/162881.hun  [https://perma.cc/RGIC-
KAU?7].
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another two rounds of dialogue the audit issue was not seen moving
forward.226

Finally on May 10, 2013, the PCAOB, the CSRC, and the Chinese
Ministry of Finance signed a Memorandum of Understanding on
Enforcement Cooperation (2013 China-U.S. MoU), establishing a
cooperative framework between the two sides for the production and
exchange of audit documents.2? The 2013 China-U.S. MoU serves to
provide a mechanism for the partes to request and receive, from each other,
assistance in obtaining information.22¢ According to Article IV of the 2013
China-U.S. MoU, the assistance available under the MoU is to provide
“information and documents held in the files of the Requested Party,” and
sach information may include “documents sufficient to identify all audit
review or other professional services” as well as “audit working papers or
other documents held by audit firms.”?2? Under the provision of the MoU,
the PCAOB can request financial records in relation to an investigation and
may pass those documents to the SEC, after Chinese regulators approve that
giving the financial records would not violate their local laws.23 Information
received through the MoU may be used solely for the purpose of conducting
administrative enforcement proceedings and investigations, including the
imposition of sanctions on audit firms based in China.st The MoU
provided four grounds to deny a request: (i) where providing documents is
contrary to a party’s domestic law, (ii) where the request is not made in
accordance with provisions of the MoU, (iii) on grounds of public interest or
essential national interest, and (iv) where the request lacks sufficient
specificity.?2 The MoU defines investigations narrowly as inquiries into the
actions or omissions of audit firms only, which does not include
investigations into issues arising from the companies the firms audited.?

The signing of the MoU, with its stated content of mutual assistance,
seems to represent a first step into further cooperation between the two
sides. But despite significant time and resources being spent in negotiating
the MoU, there have been many difficulties in actually gaining access to
necessary auditing records.?* In fact, it seems that there were only four such

226. See Sino-U.S. Audit Oversight Cooperation Faces Difficulties, Xinvua NEWS AGENCY (Aug.
10, 2011), hetp://www.china.org.cn/business/2011-08/10/content_23183587.htm  [hteps://
perma.cc/EMV8-9RVP].

227. News Release, PCAOB, PCAOB Enters into Enforcement Cooperation Agreement with
Chinese Regulators, (May 24, 2013), https://pcaobus.org/News/Releases/Pages/
05202013_ChinaMOU.aspx [https://perma.cc/DEN6-69VW].

228. Id.

229. Memorandum of Understanding on Enforcement Cooperation, China-U.S., Art. 4, May
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[https://perma.cc/7RBF-UGSZ] {hereinafter 2013 China-US MoU].
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instances of CSRC providing access since the signing of the MoU, as well as
one joint inspection at a registered audit firm.235 It is unclear how many
requests were made over the same period, but the PCAOB was certainly
dissatisfied.3s In a subsequent policy paper, the PCAOB plainly stated that
it was being prevented from inspecting the audit work and practices of
accounting firms in China, and also of audit firms in Hong Kong, to the
extent their clients had operations in China.2? According to the PCAOB,
the position of the Chinese authorities was the obstacle to inspection.23¢ In
the PCAOB’s own words, “since signing the MoU in 2013, Chinese
cooperation has not been sufficient for the PCAOB to obtain timely access
to relevant documents and testimony necessary to carry out our mission . . .
nor have consultations undertaken through the MoU resulted in
improvements.”2 It is peculiar why the signing of the MoU, despite the
original showing of good will from both sides, ended up not improving the
situation. Later rounds of dialogue have also not further advanced the
cooperation. It could be that the two sides indeed had different
interpretations of what they had originally agreed to do in the first place.
The SEC and the PCAOB might have expected that their Chinese
counterpart would provide access to audit documents, on par with other
jurisdictions. Yet, the CSRC, following the black letter on the MoU, may
have only intended to allow for discretionary access on a case-by-case basis.
In any case, the PCAOB now publishes a list of companies with which it
faces obstacles in inspecting the principal auditor’s work, and these
companies are overwhelmingly either Chinese or from Hong Kong.24

In 2020, serious accounting frauds perpetuated by Chinese companies
were exposed again, and, again, this was followed by a crash of their share
prices amid the market slump of the COVID-19 pandemic.2#2 One of the

235. Press Release, Zhongguo zhengjian hui @ EiE#4) [China Securitdes Regulatory
Commission], Zhongguo zhengjian hui youguan fuze ren da jizhe wen

(hERIE Y &1 X 51 3T A% 10# 1) [Relevant Person in Charge of China Securities Regulatory
Commission Answered Reporters’ Questions], (Apr. 27, 2020), http://www.csrc.gov.cn/pub/
newsite/zjhxwfb/xwdd/202004/t20200427_374552.htm!l [https://perma.cc/FEVS5-7526]
[hereinafter CSRC Apr. 27, 2020 Press Release].
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239. China-Related Access Challenges, PCAOB, https://pcaobus.org/International/Pages/China-
Related-Access-Challenges.aspx [https://perma.cc/33VU-P488] (last visited Dec. 10, 2020).
240. See Press Release, U.S. Dep’t Treasury, 2016 U.S.-China Strategic and Economic
Dialogue Joint U.S.-China Fact Sheet — Economic Track, (July 6, 2016), https://www.treasury.
gov/press-center/press-releases/Pages/jl0484.aspx [https://perma.cc/H26F-4NYD] (illustrating
that very much of what has been previously agreed to has not been implemented despite
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most high-profile cases was Luckin Coffee, a private company in China
seeking to challenge Starbucks.?#* Since early 2020, rumors in the market
had pointed to the company’s fraudulent financials.># When the company
announced that its internal audit had confirmed the allegations of fabricated
sales figures, U.S. investors suffered great losses as Luckin’s share value sunk
in one day from $26.2 USD to $6.4 USD, a decrease from its all-time peak
of $50 USD only three months before.2s Luckin’s auditor was an associated
firm of EY in China.2# Although the firm was registered with the PCAOB,
it has never been subject to inspection.?#’ Since 2010, the PCAOB has
stopped new firms from registering if they come from a jurisdiction which
the PCAOB cannot oversee, but this remains inadequate as accounting firms
registered prior to that ban are still allowed.2#

The SEC quickly made a strongly worded statement criticizing the quality
of financial information and disclosure from China.2# In response, the
CSRC said in a press conference that they have always taken a positive
attitude towards cross-border regulatory cooperation and supported overseas
securities regulators in investigating and dealing with the financial fraud of
listed companies within their jurisdiction.?s0 The CSRC cited an example of
cooperation in 2016 and 2017, where the Chinese regulator assisted its U.S.
counterpart in the inspection of three U.S.-listed companies.s! Yet, in any
case, by early 2020 the U.S. regulator has become more assertive in its
disappointment with the negotiation process.2s2 It is even reported that the
U.S. administration is planning to terminate the 2013 China-U.S. MoU.2
The SEC has already made some moves in the direction of barring Chinese
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companies.2s Citing the PCAOB’s difficulty in inspection, the rules of
Nasdaq changed so that it may “deny initial or continued listing” or to
“apply addidon[al] and more stringent criteria” to a listing applicant, based
on the qualifications of the applicant’s auditor.2s55 As such, Nasdaq now has
the mandate to bar new listings, based on the audit oversight obstacle, and
even halt the trading of existing Chinese stocks.25

The U.S. Senate followed up on the issue and passed the “Holding
Foreign Companies Accountable Act” by unanimous consent in May
2020.27 As an amendment to the Sarbanes-Oxley Act, this short bill—
around 1,000 words—was especially tailored for China.2s8 If passed, it will
require a listed company to disclose whether it employed a foreign
accounting firm that the PCAOB is unable to inspect or investigate because
of a position taken by a foreign authority?® (i.e. the CSRC).260 If so, the
company will need to establish to the SEC that it is not owned or controlled
by a foreign government.2s! In any case, if such listed companies remain on
the SEC’s list for three years, the proposed Act will direct the SEC to
prohibit the company’s stock from trading on any national exchange, or
through the over-the-counter market.262 In addition to the disclosure about
auditing by uninspected foreign accounting firms, any such company must
also disclose the percentage of shares owned by government enttes,
whether government entities have a controlling financial interest, the name
of each official of the Chinese Communist Party who is a member of the
board, and whether the company’s articles of incorporation contain any
charter of the Chinese Communist Party.263

On June 4, 2020, the U.S. President, Donald Trump, issued a
Memorandum on Protecting United States Investors from Significant Risks

254. See genmerally Press Release, SEC, Self-Regulatory Organizations; The Nasdaq Stock
Market LLC; Notice of Filing of Proposed Rule Change to Amend IM-5101-1 (Use of
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Jurisdiction That Is a Restrictive Market, Release No. 34-88987 (June 2, 2020), at 1, https://
www.sec.gov/rules/sro/nasdaq/2020/34-88987.pdf [https://perma.cc/ZGT4-LCHS].
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from Chinese Companies.2¢* This set up a President’s Working Group on
Financial Markets (PWG),2¢5 which is chaired by the Secretary of the
Treasury and includes the key financial regulators such as the Chairman of
the Federal Reserve and the Chairman of the SEC.26s On July 24, 2020, the
PWG released a report, titled “Report on Protecting United States Investors
from Significant Risks from Chinese Companies” (PWG Report), examining
certain risks to investors of Chinese companies listed in the United States
due to the PCAOB’s lack of access to the work of such companies’ auditors,
as well as setting out five categories of detailed recommendations for
increasing investor protection: (1) enhanced listing standards for access to
audit work papers; (2) enhanced issuer disclosures; (3) enhanced fund
disclosures; (4) greater due diligence of indexes and index providers; and (5)
guidance for investment advisers.?? These recommendations will be mainly
implemented by the SEC with a transitional period until January 1, 2022 for
the enhanced listing standards.268

Finally, on December 2, 2020, the United States House of
Representatives also passed the Holding Foreign Companies Accountable
Act.26® Again, this passing was in unanimous vote, after the Senate passed
the bill by another unanimous voice vote in May 2020, which indicates
bipartisan support and broad consensus on a hardline stance against Chinese
companies.2¢ Finally, on December 18, 2020, the U.S. President Donald
Trump signed the bill into a formal law.27!

In anticipation of this legislation, some Chinese companies, such as
Alibaba and NetEase, have already pursued secondary listings in Hong Kong
as a hedge against the potential loss of access to the U.S. stock markets.?”2
As the legislation grants a grace period of three years,?”? more Chinese
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companies may follow suit. Hence, the next part will turn to the issue of
access to Chinese audit documents in Hong Kong.

IV. Dispute over Access to Chinese Audit Documents in Hong
Kong

A. Access DispuTte iw Hong Kong: SFC v, EY

The conflict concerning access to audit working papers has also led to the
Hong Kong regulator pursuing one of the Big Four firms in the court, much
like the litigatons initiated by SEC.27¢ In an examination of the example of
Hong Kong’s court case, the access dispute was not due to audit oversight
but from an investigation of Hong Kong’s securities regulator, the Securities
and Futures Commission (SFC).275 At that point in time, around the 2010s,
the accounting profession was largely self-regulated.27¢ In 2010, the dispute
over access to audit working papers arose when the SFC exercised its power
to investigate a fraudulent listing application.?”” Under Section 183 of Hong
Kong’s Securites and Futures Ordinance (SFO),278 when the SFC has
reasonable cause to believe that a party has in their possession “any record or
document which contains information relevant to an investigation,” the
party must produce to the SFC any specified record or document.27?
Furthermore, failure to comply with this section without reasonable excuse
constitutes a criminal offense.280

In 2010, in an investigation on a listing applicant, the SFC requested that
EY provide documents and information relevant to its initial assessment of
whether there was any implication of false accounting on its client
company’s listing application.8t While the listing application was stll
pending, EY resigned as the accountant and stated that there were
inconsistencies in the accounting records.s2 The SFC followed up with an
investigation and issued up to eight request notices to EY, who refused them
all.zs3 In May 2010, the SFC requested the assistance of the CSRC to obtain
the working papers in relaton to the audit of the company, pursuant to the
Memorandum on Regulatory Cooperation (MORC) dated June 19, 1993,
between the SFC and the CSRC as well as IOSCO Muldlateral
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Memorandum of Understanding (MMU).28# The CSRC then made a
request, to the mainland audit counterpart that worked for EY, for the audit
working papers.2s5 But the mainland firm also refused the CSRC’s request,
claiming that it needed to keep confidentiality to its client and that CSRC
lacked the jurisdiction to monitor the audit work because the client company
was listed in Hong Kong.2% After these futile attempts to request
documentation from EY, the SFC sought an order from the court in 2012.287
In the trial, inter alia, EY alleged that it could not produce the records or
papers as they contained state secrets, as found in Circular No. 29, and that
the mechanism of clearance required reporting to the Mainland authorities
to obtain approval.88 'This mechanism also became a point of contention in
the trial, with EY arguing that the SFC should be the requesting party to
initiate the request to the CSRC, not the auditing firm (although the SFC
did also request the CSRC in this case).28

"The Hong Kong court gave its judgment in 2014, ordering EY to produce
the accounting records.> None of EY’s arguments were sustained.”? The
court held that whether the working papers contained state secrets was fact-
sensitive and EY had not proven the existence of any state secret in the
papers.2? The court also held that since the regulator did not have access to
the document in the first place, and hence could not have known if it
contained relevant protected material, it was unreasonable to require
overseas regulatory bodies to initiate discussion with the CSRC in the first
instance.2s In the case, EY sidestepped the issue of whether the documents
contained state secrets and did not provide any evidence on it.2% Later, it
further surfaced that the firm had the information locally in Hong Kong
from the beginning.29s

B. Cmma-Honcg Kong MoU aND SUBSEQUENT DEVELOPMENT

The aftermath of the EY case led Mainland and Hong Kong to begin
negotiations to cooperate on the issue.2% In May 2019, the Ministry of
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Finance and Hong Kong’s newly reformed Financial Reporting Council
(FRC) signed a Memorandum of Understanding (2019 FRC MoU).27 The
FRC is the regulator for auditors of listed companies and is vested with
direct powers of inspection, investigation, and discipline concerning the
auditors.28 The FRC was first established in 2007, but at that dme, its
mandate was limited to only initiating investigation after non-compliance or
misconduct had occurred.2?? It was not until 2019 that the FRC transformed
into a fully independent body of audit oversight.3% Similar to the PCAOB,
the FRC has the power to conduct an annual inspection on Hong Kong’s
accounting firms, including fieldwork and examination on any record or
document related to the auditing process.’0t The board of the FRC is
formed by the CEO (appointed by the Chief Executive of Hong Kong),
three members (each appointed by the Hong Kong Stock Exchange, the
Hong Kong Institute of CPA (HKICPA), and the SFC), plus the Registrar of
Companies.322 The Companies Registry Trading Fund (CRTF), the Hong
Kong Institute of Certified Public Accountants (HKICPA), the SFC, and the
Hong Kong Exchanges and Clearing Limited (HKEX) jointly contributed
to funding of the FRC in equal amounts and stated that the funding was
“unconditional and non-refundable.”303

The inspection function of the FRC directly touches upon the document
access restriction found in the Chinese law, but, of course, this is already
dealt with in the 2019 FRC MoU.3% In addition to the fact that FRC
requires a review of those audit papers, in order to perform proper
monijtoring, this MoU is a direct consequence of the cross-border audit
paper dispute between the SFC and EY.305 Given the parallel timing of the
signing of this MoU and the reforming of the FRC regime itself, it seems
that the two are the result of each other, as the FRC could not properly
function without access to all the audit documentation on Chinese
companies listed in Hong Kong.3% Under the MoU, the FRC is able to
request the Ministry of Finance for assistance to obtain access to the audit
working papers in the Mainland, in order to conduct its inspections and
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investigations.’” Months after the audit regulators signed the agreement, a
similar agreement for securities investigation concerning audit working
papers was signed by the SFC, the CSRC, and the Ministry of Finance (2019
SFC MoU).3% Under this agreement, the SFC can also request from the
Mainland authorities audit working papers kept in mainland China, and the
Ministry of Finance and the CSRC have agreed to provide full assistance.3®
This is similar to the FRC’s MoU, but applicable in a securites law
enforcement scenario.3!0

The above two MoUs have the effect of changing the process from the
position in the CSRC’s Circular 2931t Before the signing of the two MoUs,
the operation of Circular 29 and other relevant regulations was that if an
accounting firm was requested to produce audit working documents, they
would need to consider whether the documents requested contain state
secrets and request approval by themselves.312 They may find themselves in
a difficult position, as such a decision is not easy to make, and such clearance
is not easy to obtain3? The two MoUs put the power and standing of
requesting the handover of audit documents in the hands of the respective
regulators rather than the accounting firms.314 Instead of asking the audit
firms to do their own assessment and applications, the investigating
regulator will make the request on their own based on the MoUs.3!s With
cooperation from the Chinese regulators, the FRC and SFC expect the
inspection and enforcement operation of the on Hong Kong market to be
properly conducted.’'6 In the first year of the MoU operation, the FRC
reported that they are investigating forty-three ongoing cases and that they
have “started a dialogue with the Ministry of Finance to kick off the
mechanism.”17 It is unclear yet if any account record has been transferred
through the MoU since the signing, but it can be expected that similar
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dispute with accounting firms will not arise again. Up to this point, further
audit document access disputes and worry of adequate audit oversight have
not arisen. On the contrary, the Hong Kong market is actively promoting to
welcome more Chinese companies to stage IPOs or to do second listings.3!#

V. A High-Stakes Game of Chicken: The Way Forward

In one sense, the Sino-U.S. audit oversight dispute sets up a high-stakes
game of chicken. As the Holding Foreign Companies Accountable Act has a
three-year transitional period clause, it is anyone’s guess what may happen
eventually. It is unclear whether China will modify its behavior, or the
United States will carry through with its threats. But one thing is clear that
it is important for both sides to better understand each other and on that
basis, find the best way forward.

A. Cmna’s PosrTioNn AND RATIONALE IN THE DISPUTE TO
DocUMENT ACCESS

To find the next step ahead, the rationale of the Chinese position needs to
be examined. The above-mentioned disputes with United States and Hong
Kong regulators can provide some helpful starting points. One reason for
the reservation of the Chinese authorities is the stated policy objective to
protect state secrets and sensitive information.3!” But there does not seem to
be a fundamental and concrete issue about the involvement of state secrets in
all the disputes.320 No party has actually relied on the point that there were
state secrets present in the audit working papers, nor submitted any proof of
it. Itis rather safe to assume that there are no state secrets present. After all,
the companies investigated in the various account frauds are not utlity
companies, high tech companies, nor state-owned companies. Their sizes
are also not too significant to affect the local economy at large. Therefore, it
is more probable that information and documents from these companies
contain no sensitive state secrets. The fact that throughout years of trial,
nothing was substantiated on the point of actually containing state secrets
illustrate this point, and in all of court cases the audit documents were
eventually passed to the overseas regulators.

A second reason for the seemingly uncooperative stance of Chinese
authorities may be due to the technical difficulty faced by the Chinese
accounting firms and regulators. As mentioned before, while it is clear
either the CSRC or the Ministry of Finance is responsible for dealing with
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external regulators, it is less clear which government agencies in China are
responsible for what state secrets, and even less clear what is to be regarded
as state secret in the first place. When it comes to potential state secrets,
there is a tangled web of bureaucratc that is not easy to take down, and
certain matters are simply beyond the reach of the CSRC and the Ministry
of Finance. Apart from the CSRC and the Ministry of Finance, other
relevant governing agencies in this area include, but are not limited to, the
State-owned Assets Supervision and Administration Commission, the
Ministry of Justice, the Ministry of Public Security, the Ministry of State
Security, the General Political Department (Liaison Bureau) of the People’s
Liberation Army, the Joint General Staff (Intelligence Department) of the
People’s Liberation Army, and even the Council of State Security with the
President and the Premier as its Chairman and Vice-Chairman 32!

Another technical difficulty for the CSRC is that, as noted in SFC v. EY
earlier, the CSRC may lack the jurisdiction to monitor the audit work in
relation to the companies listed in overseas markets.322 As a regulator for the
Chinese markets, the CSRC’s approval is needed for overseas listings only if
the company is incorporated in China’» In practice, however, many
overseas-listed Chinese companies, most of them being private companies
such as Luckin Coffee, are actually incorporated in offshore centres, notably
the Cayman Islands.3# These companies do not need to obtain approval
from the CSRC for their overseas listings, and the CSRC has no jurisdiction
or responsibility in relation to them.3?s In such a case, the CSRC has no
mandate to inspect these companies and their audit firms.326

There is also an issue of reciprocity. While the 2013 China-U.S. MoU
envisioned a “reciprocal” mutual assistance for each other’s jurisdiction, one
fact is that, at present, there are no foreign companies listed on the Chinese
market whereas a large number of China-based companies listed on foreign
markets, particularly the U.S. market.32? Hence, there is a serious imbalance
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between inbound and outbound regulatory assistance requests. The CSRC
signed the IOSCO Multlateral Memorandum of Understanding from 2007
and promised to provide international assistance relating to investigations in
securities misconduct.328 As shown in Table 1 below, since then, the number
of assistance requests received has been consistently multiple times larger
than the number of requests sent outward.3? As such, the CSRC may find
themselves drawn in request on assistance to investigate companies listed
overseas, which they may not have most of their stalk on. They might rather
need to focus their non-abundant resources and efforts on companies listed
on the Chinese domestic market. Indeed, resource constraints are a
universal problem faced by regulatory bodies worldwide,?30 but this problem
is particularly severe for the CSRC.331
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www.josco.org/about/?subSection=MMou&subSectionl=signatories [https://perma.cc/MF7W-
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34.pdf [https://perma.cc/ WD4R-KQ63]; CHiNa SECs. REG. Comm™N, 2016 Annual Report 52
(Oct. 21, 2019), http://www.csre.gov.cn/pub/csre_en/about/annual/201910/P020191021
576941951705 .pdf [https://perma.cc/A2QJ-7TTB]; Crina Secs. REc. Comm'N, 2015 Annual
Report 47 (Oct. 21, 2019), http://www.csrc.gov.cn/pub/csre_en/about/annual/201910/P02019
1021576744925476.pdf [https://perma.cc/KY46-ST72); Crina Secs. Rec. Comm’n, 2014
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about/annual/201307/P020130716403852654782.pdf [https://perma.cc/3YJV-9HSU}; Crina
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Table 1: Figures of International Assistance by CSRC, 2008-
2018332

Overall, although not insurmountable, these technical issues probably
contributed to the CSRC’s reluctance to promise full-fledged cooperation.
For these reasons, while the SEC and the PCAOB view the record of
regulatory cooperation under the 2013 China-U.S. MoU as grossly
unsatisfactory, the CSRC considers it “effective,” stating that it has led to
some concrete achievements and would pave the way for broader and deeper
cooperation in the future.33

What could be further lacking is the political will. From a political angle,
China’s overall policy objective has always been maintaining national control
on matters within its border.»* Chinese authorities’ articulated the
preference to keep national control through the writing of legislation and its
industrial policy towards the accounting profession.>’s Coming from this
politically-oriented standpoint, it could be hard to persuade the Chinese
authorities to share their monitoring power.?¢ That is what happened to the
negotiation with U.S. Regulators despite having signed the 2013 China-U.S.
MoU.37 Chinese authorities have made this point clear early on in their
comment submitted to the PCAOB that the “fundamental challenge” of
FCAOB?’s attempt to take action on a “unilateral basis.”s38 It further states
that “cross-border inspection must abide by the principles of respecting
mutual sovereignty and cooperating as equals.”s3* In the end, China may
want the United States to recognize China’s own audit oversight regime

332. The figures are obtained from the annual reports of the CSRC. The number of requests
sent in 2017 is not revealed by the CSRC. See sources cited supra note 328.
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instead of having to collaborate or letting U.S. inspector onshore.34 This
would make it much like the EU-China arrangement.3# The European
Union recognized China’s audit oversight regime so that the countries can
rely on each other’s oversight regime to inspect audits.3%2 But these
concessions will need a level of mutual trust and understanding between the
two sides, which it is now seriously short of3# This lack of trust is
understandable; after all, many Chinese Concept Stocks have already failed
due to accounting fraud and not to mention the series of other acute disputes
between China and the United States outside of the financial sphere.3%

Finally, there is also a need to look at these audit firms’ critical role and
actions within these disputes.3# In all of these disputes concerning access to
the audit firms’ working document, the reader should note that they
originated from the firms’ refusal to turn in their work as required.3+
Although the reason cited by them was that Chinese regulators might not
allow such to happen, these audit firms themselves are often first and
foremost the target under investigation, and they have an inherent interest
themselves in not letting the watchdog get a hold of their proven faulty
works. 3% Tt is also apparent that these audit firms did not try to get the
necessary approval on their own initiative.3*8 All they have done was to cite
the Chinese legal restrictions.* Considering this factor, the Chinese
regulator may have been a shield inadvertently being used by these
accounting firms to shield themselves from the stricter overseas
regulators.350 Note that in the Hong Kong EY case, when the CSRC request
documents from the accountng firm, it also refused.’s! Again, the fact that
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in the end, all these documents were signals that there is no inherent reason
why the Chinese regulator would stop them from transferring in the first
place.3s? As such, a better path would be to avoid getting the auditing firms
directly involved in the cross-border legal conflict, which is exactly what the
2019 FRC MoU and the 2019 SFC MoU seek to achieve.3s3

B. Poricy OrPTIONS AND IMPLICATIONS

As of the time of writing, negotiation between the U.S. and Chinese
regulators, if any, is in a stalemate’s* The confidence in the market has
shaken, and some Chinese companies have begun their flee from the U.S.
market3ss Some U.S. investors have suffered tremendous losses from
fraudulent corporate and accounting practices.3¢ For the most serious
counter-measure to this ultimate failure of prudent cross-border regulatory
oversight, the Holding Foreign Companies Accountable Act has opened up a
possibility that all Chinese companies currently trading in the United States
may be delisted.3s?

This is undoubtedly the most draconian approach.3s# But if the reason
behind forcefully exercising audit oversight was to achieve the policy
objective of protecting investors’ interest, then the potential consequence of
delisting Chinese companies is probably doing the exact opposite.3s® First of
all, this is hugely disruptive to the overall market.360 China is now the third-
largest source of foreign companies listed in the United States, and the
market capitalization involved is gigantic.3¢! At the moment, the Chinese
companies in question are worth a combined USD $2 trillion, representing a
non-trivial share of U.S. equity markets.362
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Secondly, in a wave of hasty delisting, the buyout price of these companies
is sure to shrink, and that would open up a valuation trap such that the
controlling shareholders or founders of these Chinese companies can delist
or privatize the stock at a huge discount’s3 Then it can be re-listed
elsewhere at a premium, resulting in great losses for U.S. investors.3s¢ This
is exactly what happened to several Chinese stocks such as Qihoo, which
after delisting from the United States, re-listed in Shanghai at nearly seven
times higher valuation after just eighteen months.365

Thirdly, there are, of course, well-functioning and profitable Chinese
companies in the U.S. market.366 Although there are some bad apples, the
Chinese companies listed in the U.S. market have been well-behaving and
profitable as a group. It is reported that the S&P/BNY Mellon China Select
ADR Index has performed significantly better than the S&P 500 Index since
November 2019.377 There would still be demand from investors to invest in
these companies after they are delisted, but would then be placed on an
overseas national exchange.3#8 Using the same standard to delist all Chinese
companies from the U.S. exchanges may not only affect the U.S. market, but
also deprive U.S. investors of the easy opportunity to buy China Concept
Stocks.

On the other side, the Holding Foreign Companies Accountable Act can
put very significant pressure on China to force it to seriously reconsider its
position on the audit oversight dispute. The Chinese securities market has
undergone impressive growth in the past three decades, but stll have many
problems which prevent it from meeting the fundraising and listing needs of
all Chinese companies.’®® As noted earlier, the China-Concept Stocks are
huge in terms of market capitalization, and it would be extremely difficult, or
close to impossible, for the Chinese securities market to take all of them in
quick succession. Further, for many Chinese companies, they would prefer
to be listed in the United States to get various benefits, such as access to
international investors, global reputational effects, sounder regulatory
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environment, and better valuation. Indeed, the opening-up policy has
brought huge benefits to the Chinese economy in general, and it would deal
a huge blow to China if it were to be denied access to the U.S. market.

That said, however, it is unclear whether China will bow to the pressure
to accommodate the U.S. request in full. Apart from the economic
considerations noted above, there are also complex political factors that
determine the extent to which China will make concessions. As a party state,
China’s decision-making process can be more susceptible to the whims of
certain important individuals, while at the same time, as a socialist country,
may be more heavily influenced by populism such as anti-U.S. nationalism.
These political factors have become even more difficult to judge due to the
implications of the ongoing COVID-19 pandemic.

Hence, the ideal solution for the United States and China is to come into
cooperative arrangements, as it did resolve the early differences between the
United States and other countries.?’® From the previous experience of the
objections from various European countries, it is only usual for a jurisdiction
to reject extraterritorial oversight by another3”! Such conflict of law may
only be resolved by mutual recognition of audit oversight regime, as the
United States and the FEuropean countries did after a few years of
negotiation.’”? The European Union and China have come to an agreement
with each other, and this is the goal of China with regard to its relationship
with the United States.’”

In fact, following the recent Luckin scandal, the CSRC has indicated its
intention to work out a new plan to have joint inspection with the PCAOB
in April 2020.37# But the fact that regulators from the two sides stop short of
carrying further joint inspection since 2016-2017, may signal that the trial
joint inspection was unsuccessful as far as the PCAOB is concerned,
probably because of access to documents or personnel, even on the
ground.’”s The PCAOB is obligated to issue a firm inspection report after
each inspection, but the PCAOB never issues a report from that trial.?s
Further, on August 8, 2020, the CSRC claimed to have sent to the PCAOB
an updated proposal for strengthening regulatory cooperation four days
before but did not reveal the proposal’s details.3”” Again, the PCAOB seems
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to have little interest in it.37¢ Plainly, the two sides lack a sufficient level of
mutual trust and have expectations too far apart.37

One obstacle to any agreement between the two sides may be the actual
accounting practice standard in China.’3 Considering the development of
the accounting industry in China, as compared to other jurisdictions,
China’s development is uniquely late and rapid.3®'  Another obstacle is
China’s audit oversight regime.382  From PCAOB’s 2007 policy paper, it is
clear that one of the most emphasized criteria for reliance on a foreign
regulator, besides a high standard of performance, is for it to have a high
level of independence, in terms of both its operation, personnel makeup and
source of funding.’8* Since China has not set up a specific agency for audit
oversight but instead spread the function among different departments
within the government, notably the Ministry of Finance and the CSRC,
China’s regime is currently unlike most of the world’s jurisdicdons and
certainty not in the preference for the PCAOB.3# Yet another issue may be
about the mutual trust of the two sides, which unfortunately is at a recent
low point.3%5 In fact, the assertion from the United States that China evades
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their commitment is not unique to the ineffective 2013 China-U.S. MoU. 3
A report from the U.S.-China Economic and Security Review Commission
suggested that Chinese companies often operate in the United States as
though behind a firewall, using legal barriers and a multilayered corporate
structure that keeps them immune from the jurisdiction of the U.S. courts.>s”
Although there are a number of conventions and agreements in place, the
report is of the view that “China interprets its obligations . . . in a manner
that effectively protects Chinese firms from U.S. litigation.”ss8 Therefore, it
seems that from both a technical standpoint and a political standpoint, a
cooperative agreement is far in sight, and multiple middle steps need to be
taken 380

While it is tough for the United States and China to enter into an
agreement, could Hong Kong’s FRC serve as a proxy?** While China’s
audit practice standard is still developing, and that there is no independent
body set up for audit oversight, this is not the case in Hong Kong.3*' Since
2019, Hong Kong has reformed its FRC into an independent audit regulator
to monitor all accounting firms in the territory with high level of
independence.3? A lot of audit works performed by Hong Kong accounting
firms concerns Chinese companies and their operations in the mainland, and
the oversight of these Chinese audits are covered by the 2019 FRC H.K.
agreement.? Given Hong Kong’s adequate oversight regime and FRC’s
independent nature, it is possible for Hong Kong to negotiate with the
PCAOB to join its cooperative framework.3*¢ If Chinese companies listed in
the United States are to be audited by Hong Kong’s accounting firms, and

386. John Solomon, China Is Cheating on Obama-era Stock Market Deal, Trump Urged to
Intervene, Just THE NEws (May 19, 2020. 11:40 AM), https://justthenews.com/government/
white-house/china-isnt-complying-obama-era-stock-market-deal-trump-urged-intervene
[https://perma.cc/SC8Q-7B2G].

387. Kevin Rosier, U.S.-CinNa Econ. anD Sec. Rev. Comm’N, Starr Rsch. REP., CHiNA’s
GREAT LEGAL FIREWALL: EXTRATERRITORIALITY OF CHINESE FRms 1IN THE UNITED
STATES, 3 (May 5, 2015), https://www.uscc.gov/sites/default/files/Research/Extraterritoriality
%200f%20Chinese%20Firms_Research% 20Report_0.pdf [https://perma.cc/VSDP-4AEX].
388. Id.

389. Id.

390. Suneet Chatterjee & Umesh Desai, Hong Kong Audit Regulation Bill Likely This Year: FRC
CEO, Reuters (Sep. 26, 2017, 6143 AM), https://www.reuters.com/article/us-summit-
regulation-frc/hong-kong-audit-regulation-bill-likely-this-year-fre-ceo-idUSKCNICHLEW
{https://web.archive.org/web/2020091404123 1/https://www.reuters.com/article/us-summit-
regulation-frc/hong-kong-audit-regulation-bill-likely-this-year-frc-ceo-idUSKCN1C11EW].
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393. See supra Section TV.B. See also Michael Cohn, Hong Kong CPAs Sign Pact with UK
Accounving Overseer, Acct. Topay (Sept. 27, 2019, 4:57 PM), https//www.accounting
today.com/news/hong-kong-cpas-sign-pact-with-u-k-accounting-overseer  [https://perma.cc/
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394. Hong Kong to Adopt Independent Audit Oversight Regime, INT'L AccT. BuLL. (Jan. 23, 2018),
http://www.internationalaccountingbulletin.com/News/hong-kong-to-adopt-independent-
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that the PCAOB can rely on Hong Kong’s FRC for audit oversight with a
cooperative agreement between them, this could potentially resolve the
oversight dispute by having the Hong Kong’s regulator to serve as a proxy
for China. This route again would require a high level of trust between all
regulators and governments of all sides to implement, and unfortunately, it
is at a historic low point, given that the United States has recently revoked
the special status accorded to Hong Kong SAR.39s

Another possible solution is to sidestep the approval issue for state secrets
in China and only to ask if there is any actual state secret involved in the
audit documents. The case of SFC v. EY in Hong Kong is a good example in
this regard.3? Singapore took this approach.3” Singapore is another
jurisdiction that has a number of Chinese companies listed.?® There are
sixteen companies listed under SGX’s China Index, which indexed
companies with at least 50 percent of its revenue or assets in China.3% In
BNY Corporate Trustee Services Ltd. v. Celestial Nutrifoods Ltd., a liquidator
requested audit documents of a liquidated company’s operation in China.400
The company and its auditor, PwC, resisted again on the same reasoning as
the Hong Kong case, that China’s state secret law prohibits it.#! In both the
first instance and the appeal court, this argument was not directly refuted,
but the court held that PwC had not proved that it China would actually
punish it if the audit documents are provided.#2 Unlike the cases in the
United States, the CSRC did not appear to have intervened and provided
the documents half-way through the trial. %3 This may be due to the nature
of the case being a dispute between two private parties.+ In the end, the
court held that the auditors need to turn over documents in suitable
situations.#5  Since the accounting firm cannot provide evidence to prove
their hypothetical argument that the Chinese law on state secrets may bar it
from providing accounting documents, the issue of extraterritoriality was not
touched by the court or by the Singaporean regulators.#¢ As such, the
Chinese regulator was also not invoked, and they did not take active notice

395. Exec. Order No. 13936, 3 C.F.R. (2020).

396. See discussion supra Section IV.A.

397. FISE ST China Index’s Three Largest Industrial Stocks, SING. ExcH. (Oct. 21, 2020), https:/
/www.sgx.com/research-education/market-updates/2020102 1 -fise-st-china-indexs-three-
largest-industrials-stocks [https://perma.cc/UHC4-MSTT].
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399.Id  See also FISE ST China Indices, FISE RusseLL (Nov. 30, 2020), https://
research.ftserussell.com/Analytics/FactSheets/temp/4e32e204-23 c4-4£95 -afc6-
77bb073d7¢91.pdf [hetps://perma.cc/F75W-XCVH].
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of the dispute.#? This approach is fairly pragmatic and did successfully
resolve the matter and allowed the party to obtain access to audit
documents.#¢ It is probably an optimal solution for jurisdictions with
limited exposure to Chinese companies, such as Singapore or the European
Union, or jurisdictions that have not yet taken the jurisdictional issue
directly against the Chinese regulators.#® But the U.S. and Hong Kong
markets are much more exposed to Chinese companies to make this
circumventing meaningful. They both need to regularly inspect audit
working documents as part of their regulator’s routine function.

If the United States and China do not take the above routes, they will
remain in a prolonged stalemate, and regulators and investors would still
have to deal with the fallout#10 In any oversight and regulatory policy
decision, there is a competitive balancing exercise involved. Whereas
recently, the United States increases the harshness of both their rhetoric and
rules towards Chinese companies, these companies are going to find the
Hong Kong market more favorable.#1! Chinese companies are going to
gradually leave the U.S. market on their own initiative before the situation
further escalate. It does not necessarily have to be a competition of rule
relaxing, and in any case, the Hong Kong regulator has not and should not
lessen the intensity of their oversight. There can be choices around what to
emphasize on the regulatory menu based on actual risks. One possible
initiative to properly handle these Chinese companies is to properly
categorize them into different sizes and types and accord to them differential
treatment. It should be noted that, throughout the years, those Chinese
companies that are involved in fraudulent activities, or otherwise failed in
the U.S. markets, are not those larger SOEs but the smaller private ones.#?
The risk profiles of these smaller companies or new startups are vastly
different from the much larger Chinese conglomerates. It is perhaps
sensible to draw a line based on asset or revenue level and to put stricter
scrutiny on the smaller tier. The larger tier could be allowed to remain on
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audit-and-other [https://perma.cc/S7YQ-PHDQ].
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the U.S. market if they can provide certain undertaking as to the monitoring
of their audit process. As for Hong Kong, if these smaller companies are
going to de-list from the United States and then re-list in Hong Kong, they
should also be put under tighter due diligence requirements.

Lastly, one area that is worthy of attention for the regulators of both the
U.S! and Hong Kong market is the handling of further novel listing of
Chinese companies.#3  Save from delisting existing companies, and the SEC
can recommend barring any future listing if they come from a jurisdicton
that does not comply with the PCAOB’s requirement.+4 In both the United
States and Hong Kong, there might be an issue with the listing process in
that it could be relatively loose at times.#5 China itself has more rigid listing
requirements and procedures in its domestic market.46 This is in the first
place one of the factors why many of China’s largest companies choose to
get listed overseas.#? The more flexible listing requirement found in the
U.S. and Hong Kong market has a certain corporate governance background
of their own, and the auditing standards in their respective local markets are
more established to begin with.#18 Yet, as the stock market allows cross-
border listing, the same handling of listing may not be adequate, especially
towards Chinese companies.#® Hong Kong’s regulator has in recent years
realized the issue, and emphasized their oversight enforcement in the listing
process, as a “front-loaded” approach,+¢ as the SFC sanctioned several
investment banks in several high-profile cases of deficient due diligence
process in the IPO of Chinese enterprises.#!
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VI. Conclusion

The ongoing dispute between the United States and China on audit
oversight has no clear resolution in sight. While it is unlikely that there
would actually be a complete delisting of Chinese companies from the U.S.
markets as a whole, as it is not beneficial in any way to all sides, there will
likely be more restrictive measures for existing companies in the U.S.
markets as well as new companies seeking to stage IPOs. Having reviewed
the development of the PCAOB regime and its early dispute with
jurisdictions other than China, notably the various European jurisdictions,
can see that China is still at the very same place as those jurisdictions were in
around the 2010s. They also contested the Sarbanes-Oxley Act’s self-
proclaimed extraterritorial jurisdiction and disallowed foreign audit
inspection by the PCAOB. The reasons they cited were sovereignty issues
and conflicts with local laws on state secret protection. China’s domestic law
has the same conflict with the Sarbanes-Oxley Act as those jurisdictions.
Yet, since then all the major jurisdictions and the United States have come to
a resolution, with the establishment of their own independent audit
regulators and by entering into cooperative agreements with the PCAOB.

China has not established an independent audit regulator. On top of that,
its law on state secrets is also much stricter than the other countries.
Although China and the United States did sign a Memorandum of
Understanding in 2013 as a first step of cooperation, any sign of mutual trust
and assistance has evaporated by 2020 as a fresh wave of accounting scandals
of Chinese Concept Stocks emerges. In examining the conduct of various
parties in relevant court cases, we observe that the Chinese regulators are
not inherently objected to cooperation and are not always against the
sharing of audit documents. Combining with the review of Chinese local
laws and its oversight regime, we suggest that there are multiple technical
and political reasons for the CSRC’s reluctance to offer full assistance to the
PCAOB. The Chinese law on state secrets may be a hurdle for the CSRC
itself, instead of its shield, as there are complicated administrative
requirements to obtain proper state secret clearance. Then the CSRC may
face resource issues due to more foreign requests for regulatory assistance
compared with its requests for foreign regulatory assistance, stemming from
the fact that there are many Chinese companies listed overseas while no
foreign companies are listed in China.

Going forward, the ideal solution is for the two sides to come into a
cooperative agreement, just as the United States and the European
jurisdictions eventually did, but there are several obstacles. Besides that, the
PCAOB may doubt the quality of work by its Chinese counterpart; another
problem may lie with the structure of Chinese’ oversight regime, which is
not viewed as a separate and independent body like the PCAOB itself. We

web.archive.org/web/20201108003409/https://www.reuters.com/article/us-hongkong-
regulator-ubs-group/hk-suspends-ubs-sponsor-license-fines-it-and-others-100-million-for-ipo-
failures-idUSKCN1QV12F].
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suggest that one way could be for Hong Kong to act as a “proxy.” Hong
Kong’s accounting firm can audit the Chinese companies listed in the
United States, while Hong Kong’s independent FRC, which oversees the
accounting firm, can negotiate with the PCAOB for recognition and enter
into a cooperative agreement, hence satisfying PCAOB’s need for oversight.
But it is also noted that in any possible resolution, be it a bilateral agreement
or having Hong Kong as a middleman, a high level of political trust between
all sides is needed, and that is one important direction that all sides need to
work on.
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