Expanding the Scope of shareholders’ Right to Know

in Limited Liability Companies

I. INTRODUCTION

From 2006 to 2019, the number of lawsuits involving shareholders' right to know has
been increasing year by year.! The number of such lawsuits increased sharply from 289 in
2013 to 4,627 in 2014.% In 2014, the dispute over shareholder right-to-know between the
Chinese fast food Zhen Kungfu Restaurant Management Co., Ltd. and Cai Dabiao (the
former chairman of the company) attracted much attention from the society. The scope of
shareholders’ right to know is one of the parties’ contention.? In judicial practice, the scope of
the shareholders’ right to know is divided into two levels: The financial accounting report,
articles of association, minutes of meetings of shareholders, resolutions of board meetings
and resolutions of board of supervisors are the first level for shareholders to exercise the right
to know.* The corporate's accounting vouchers is the second level.> In 2017, the number of
lawsuits involving shareholders' right to know is 5897, there were 1716 cases involving
access to the corporate's accounting vouchers.® Whether shareholders have the right to

inspect the corporate's original accounting vouchers becomes the main dispute of
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shareholders' right to know in judicial practice. ’ There are two main reasons. First, the
company law does not specify the requirements for the inspection of accounting documents.®
Second, the terminology of the "Accounting Law" is unclear, especially accounting books
and accounting vouchers, the complex professional expressions in the "Accounting Law™" are
often difficult for non-accounting professionals to understand.®

It is urgent for the Supreme People's Court to make judicial explanations about the scope
of shareholders' right to know. On August 28, 2017, the Supreme People's Court promulgated
the "Judicial Interpretation of Company Law (I1V)". 1° However, the question of whether
shareholders can access the company's "accounting vouchers" remains unclear. * It runs
counter to the basic requirement that judicial interpretation should be clear and operable,
which greatly reduced the effectiveness of judicial interpretation.'?

Based on the above, the "Company Law" and the "Judicial Interpretation of Company
Law (IV)" are ambiguous for the scope of the shareholders' right to information in China until
now. This paper proposes that Article 33 of the Company Law of China should be amended
and allow shareholders to inspect all accounting documents.

Section 1l of this paper will summarize the current law and amendment. Section 111 will

argue that allowing the shareholders to inspect all accounting vouchers will ensure minority
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shareholders to understand the real situation of the company, it can reduce disputes, boost
shareholders' investment confidence and promote economic growth. Section IV will argue if
the scope of the shareholders' right to information is clearly stipulated in the company law, it
will achieve the consistency of legislation, standardize the exercise of discretion of judges
and enhance the predictability of judgments so helping our country to create a fair, just,
transparent and predictable judiciary surroundings. Section V will argue without access to
books and records of the corporation, shareholders would not exercise other rights better and
would be hard-pressed to use derivative litigation effectively according to their supervisory
function. Section VI will conclude that Article 33 of the Company Law of China shall be
amended and clarified.
Il. BACKGROUND

A. History of the Chinese Company Law

The Company Law of 1993 stipulated that shareholders have the right to inspect the
minutes of shareholders' meetings and the company's financial and accounting reports. *3 This
is the first time China has protected the shareholders' right to know in legislation. * The
article 33 of the current “Company Law” stipulates the shareholders in a limited liability
company have the right to share information including the company’s articles of association,

minutes of shareholders’ meetings, resolutions of board meetings, resolutions of board of
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supervisor meetings, financial reports and the company accounting books. > On August 28,
2017, the judicial interpretation of the "Company Law" (IV) was finally announced. It has
evaded the question of whether shareholders' right to know include the review of corporate
accounting vouchers. Instead, it uses the concept of "company-specific documents". ¢ The
issue of whether financial books include financial original vouchers or not is not clearly
defined in the judicial interpretation.’

B. International Trends of Shareholders' Access Rights

In America, it is a widely accepted principle that shareholders of corporations have rights
to access the books and records of the corporations. 8 It covers all corporate books and
records, including intra-corporate correspondence.*® Regarding France, in private company
members who are not managers have the right to ask written communication of the
company’s books and documents twice per financial year. 2° A British scholar Frank Cross
stated that the English common law recognized shareholders’ rights to access corporate
books and records in the early 1700s. It is a way to protect shareholders’ property interests.
Generally, the shareholders in common law nations have the right to inspect relevant

corporate records at a proper time, in a proper place, and for a proper purpose.?
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Comparing with the legislation of the United States, France and the United Kingdom, the
scope of access rights of the shareholders in China is relatively narrow. It is only for the
objects listed in the law and excludes other companies' affairs information. The rules are
overly rigid, and omissions are inevitable in the judicial practice.?? The law must be stable,
but it cannot be static. Therefore, all legal ideas are trying to coordinate this conflicting
requirement. 23 Expanding the scope of shareholders’ right to know is not only a legislative
trend but also has many advantages as follows.?*

I11.Promote Social Harmony and Economic Growth

Viewing accounting vouchers is the most reliable way for shareholders to guard against
corporate managers’ moral hazard and enhance the confidence of minority shareholders in
investment, thereby reducing the contradiction between shareholders.?®

A. Boost shareholders' investing confidence

As scholars put it, companies are just economic organizations created by shareholders to
achieve their own goals and interests, and are bridges and tools for shareholders to keep their
capital and increase value. Therefore, the protection of shareholder rights is of utmost
importance.2® It should always be the fundamental task and core goal of corporate
governance activities.?” Based on the requirements of professional management of corporate

governance, the ownership and management rights are separated. The most shareholders do
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not directly participate in the company's operation and management, and they often lack
information in the process of controlling the company and formulating the company's
operating decisions. 28 Large shareholders have a firm grasp of the company’s economic
lifeline, and it is easier to obtain important information, while small and medium
shareholders are more difficult to obtain relevant information. 2°

As we all know, accounting books are very important in the company's financial control
process. There is often such a controversy, since accounting books and original vouchers
contain many business secrets of the company. 3° If they are arbitrarily checked by
shareholders, it will not only cause great inconvenience to the daily operations of the
company, but also may cause leakage of trade secrets.3! However, it cannot be generalized.??
American scholar Clarke divided the purpose of shareholders' access into four categories: to
evaluate the value of his investment, to deal with other shareholders, to obtain personal
benefits unrelated to investment, and to promote the company's social responsibility. In most
cases, the first two types are often considered to have a legitimate purpose, and the latter two
are often not considered to have a legitimate purpose.33 If the shareholder set up another
company to compete for business, the shareholder is most likely to know the company’s
customer list and other trade secrets by checking the accounting books and original

vouchers.3* However, if the purpose is to understand the company's operating conditions,
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financial status, corporate governance, fulfill their obligations, provide advice and make
reasonable judgments, etc., these are legitimate purposes and will not infringe trade secrets
and threaten the interests of the company.3®

It may lead to the disclosure of trade secrets in the process of realizing the right of
shareholders to access.3¢ But expanding the shareholders’ right to know in the Chinese
company law is very necessary. It can guarantee the information and the resources flowing
between small shareholders and large shareholders smoothly, fully mobilize the enthusiasm
of all parties and reduce friction.3” Except that, it can allocate more space for the freedom and
financial information to minority shareholders, boost shareholders' investing confidence,
create conditions for maximizing the wealth of the company and promote economic
growth.3®

B. Fair investment environment and reduce disputes

The principle of fairness is one of the basic principles in Chinese civil law.3° Realizing
fairness and justice is the basic requirement.*® Article 4 of the “General Principles of Civil
Law” of China stipulates that civil activities should follow the principle of fairness.*! In

modern information society, information is a resource with great economic value.*? In civil
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and commercial activities, although the subjects of civil and commercial activities have an
equal legal status, information asymmetry often appears, and involuntary and unequal trading
results will very likely result in substantial unfairness. 4 Therefore, it is necessary to give the
right to the weaker to know the information to achieve substantive equality in civil and
commercial activities and truly achieve fairness and justice.

In practice, the modern company’s business model has been completely transformed into
a state of separation of ownership and management rights.** This form has caused most of the
small shareholders to fall outside the company’s business circle.*> Some companies are under
the control of major shareholders, they fake financial reports to avoid more distribution to
minority shareholders. But compare to the financial report, accounting vouchers are not easy
to forge, so the shareholders should have the right to check the accounting vouchers to know
the real situation of the company. #¢ As some scholars believe, if financial reports or
accounting books contain false information and hide the true financial status of the company,
the interests of the small shareholders cannot truly safeguard even if they have achieved the
right to access the document. The small shareholders obtained nothing more than an

incomplete right.*’
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Giving a clear legal responsibility in the law will urge large shareholders to fulfill their
obligations. The major shareholders clearly know what responsibility they should take and
what rights the minority shareholders own. In many cases, it is possible to reduce disputes
and promote harmony by only explicitly demonstrating the potential deterrence of legal
liability.*®
IV. Unified, Transparent and Predictable judicial environment

At present, the provisions of shareholders’ right to know in Chinese Company Law have
revealed lags. When the environment is constantly changing, the legal loopholes need to be
effectively fixed to ensure that there are laws to follow.*°

A. Promote the consistency of judgment

There are binary opposition doctrines in both jurisprudence of the company law and the
judicial practice.>® The affirmative doctrine believes that there should be a broad
understanding of the accounting books on company law, and shareholders should have the
right to inspect the original vouchers.® The negative theory holds that the accounting books
do not, of course, cover the original accounting vouchers, and the extent of shareholders'
right to information should not include the original vouchers.>? In addition to the controversy
in theorists, there are different judgments on similar claims in the judicial practice. Some

judgment results state that shareholders' right to know includes checking corporate
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accounting vouchers; >3 the other judgement results state that shareholders have no right to
the information of the corporate accounting vouchers.>* This reflects the confusion of
different judges with different interpretations and application of laws in judicial practice.
Facing problems in trial practice, the “judgmental guidance opinions” have been
introduced in various provinces. According to Beijing regulations, the shareholders have the
right to access the accounting vouchers and the original vouchers. >> Shandong Province
considers that shareholders have the right to access the accounting vouchers and the original
vouchers.>® Jiangxi Province considers that shareholders have the right to inquire Accounting
reports, accounting vouchers, original vouchers, audit reports, evaluation reports, etc.>’
Zhejiang Province also allows shareholders to request access to accounting books and
materials related to the contents of accounting book records, such as original vouchers or

accounting vouchers; if the companies provide the evidence to prove that shareholders may
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damage the company's interests, the plaintiff shall be rejected.®® The "Judgment Guiding
Opinions" issued by the different provinces are more inclined to support to access the
original accounting vouchers. They can provide more substantial protection for shareholders
in this way. The expression of guidance in the above provinces are not exactly same. And
there are also a series differences in the "Judgment Guiding Opinions". This phenomenon has
caused some negative consequences. First, differences in the content of the trial guidance do
harm to the unity of the law.>® Second, some provisions fail to receive full compliance by the
courts, because it is neither a source of law nor a normative basis for referencing.®°
Therefore, although the Provincial Higher People’s Court tried to solve the problem of
legislative loopholes hardly, it still faces the dilemma that the judiciary cannot be completely
unified. A unified judicial interpretation must be done by company law or judicial
interpretation by the Supreme People's Court. Only in this way it can help to achieve the goal
of judicial unification, and all parties can obtain fair protection. The pursuit of “the same
case, the same verdict” has a bearing on whether the people are given a fair treatment of their

own personal feelings and become a judicial requirement that cannot be ignored. ©?

B. Promote the process of judicial transparency
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Judicial interpretation is the judge and trial organization interpret the existing legal
provisions combining the current social development status and the legal value orientation.®?
As our Taiwan scholar, Mr. Wang Zejian said, “If all laws must be interpreted and legal
phrases are used in everyday life, they must be clarified; the legal concept of uncertainty
must be more specific; conflicts of laws and regulations need to be reconciled. Therefore, the
interpretation of the law is the basic issue of the application of law. The law must be
interpreted before it can be applied."® When there is a loophole in the law, one solution is to
explain the law and fill legal loopholes. At the same time, it can also make the law clear to
predict. The law's predictive effect is that, with the existence of the law, it can be estimated in
advance how people will behave with each other.%* The predictable law can provide people
with correct guidance and incentives for social behavior, so that the normative effect of law
extends from the case to the whole society.®

If there is the law interpretation, the public can predict how the law will regulate easier.
In addition to this, the shareholders can use mature legal provisions to predict and judge
whether their actions are legitimate or not in the dispute over shareholder's right to know, and
enhance the possibility of actively fulfilling their obligations.
V. The Influence to Other Shareholders’ Rights

In the complicated system of shareholder rights, the right to information is a basic and

instrumental right. It is a good tool for shareholders to understand the company's operating
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conditions and financial status and further exercise of other rights.%® The shareholders’ right
to know is the basis for shareholders to exercise their rights of action, voting, proposing, and
supervising.®’ If the shareholders cannot grasp the company's important management
information, the company's operating activities completely exclude the shareholders. The
right to vote on major issues, the right to supervise the company, and the right to initiate

derivative litigation are all difficult to achieve.®® The following section focuses on the need to

protect shareholders' right to know from the relationship between shareholders’ right to information and

voting rights, derivative litigation rights.

A. Shareholders' Right to know and voting Rights.

If there is insufficient information on the company’s information in voting on major
issues such as the company’s division and merger, capital increase and reduction, and
amendment of the company’s articles of association, it is impossible to have an objective
understanding of the company’s current operating situation, and it is easy for shareholders to
exercise their voting rights blindly and it is difficult to make the right decision.  Only when
the shareholders are fully informed, can they decide whether the decision ultimately meets
the interests of the company; only by consulting the books of account, can they judge

whether the pricing of the company's assets is reasonable and there is no low-cost transfer

6 Chu, H. and Yu, H. (2007). Corporate Litigation Principles and Practice. [/ &) Jf ¥4 53 5 5245]. Beijing People's Court
Press, p.359.
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13



that damages the interests of the company.’® Knowing the situation is the means. The goal is
to eliminate information bias and ensure that shareholders have a rational judgment when
making voting decisions, so that decisions are in line with the interests of the shareholders or
the company.’®

B. Shareholders’ Right to Know and Shareholders’ Derivative Action.

A shareholder derivative litigation refers to when a company’s legitimate rights and
interests are infringed upon by others, by a controlling shareholder, parent company,
directors, and management personnel, Shareholders who meet the statutory conditions sue
the infringer for the benefit of the company and investigate in the name of their own
company.’? Under the conditions, a form of litigation represented on behalf of the company's
interests. However, shareholders must satisfy a prerequisite to successfully initiate a
derivative action.”® It is necessary to inquire the company’s document books, examine the
company’s transaction records, and understand the company’s operating conditions through
the exercise of the right to information, so that it can promptly and accurately file lawsuits to
pursue irregularities.”* The shareholders’ right to information is an important tool at hands
for shareholders to successfully initiate derivative litigation.”

If a shareholder cannot collect evidential materials by reviewing the company's financial

information and original vouchers, it is impossible for shareholders to obtain court support in
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direct or representative litigation. 7® The right of access is the basis for realizing other rights
of shareholders.
VI.CONCLUSION

The shareholders’ right to know is the basic rights of shareholders, and it is also an
important right for shareholders to understand the company’s operating conditions. AsS
mentioned above, the issue of whether the shareholders have the right to consult the original
financial documents is not clearly defined in the current company law and there is no
corresponding judicial interpretation to regulate it. This inconsistency in understanding has a
great controversy in both theoretical and judicial practice circles.

The shareholders' right to know is the premise and basis for shareholders to realize other
relevant rights, and allowing shareholders to examine all accounting vouchers will help
minority shareholders understand the company's true situation, reduce disputes, and help
China achieve a fair, transparent and predictable judicial environment. This paper proposes
that Article 33 of the Company Law of China should be amended and the scope of the
shareholder’s right to information shall include the accounting books (including general
ledger, subsidiary ledger, journal and other supporting books) and accounting vouchers
(including relevant original vouchers, documents attached to account for verification of the
relevant information).

At the same time, we should also note that in order to prevent stealing business secrets of
the company or abusing shareholders' rights due to checking accounting vouchers, we can

restrict the checking of accounting vouchers: it should be legitimate, reasonable and targeted,

76 {4, 8. (2006). Research on Legal Issues of Shareholders' Right of Access. [/ % 75 i A 242 7] /AT 52 ]. [online] p.10.
Available at: http://cn.oversea.cnki.net/law/detail/detail.aspx?dbcode=CLKM&dbname=&filename=2006144489.nh [Accessed 7
Mar. 2018].
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that is, based on the purpose of good faith, there must be false surface evidence of accounting
books, and there must be specific reference objects. 77 This can not only ensure that Small
shareholders' right to know can also prevent the abuse of the right to know and achieve a

win-win situation.

7’Nnational Judge College: the Essence of Judicial Opinions of National Expert Judges (Company and Financial Volume), China
University of political science and Law Press, 2013 edition, page 36-38.
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