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By Kevin Kulling, J.D.

Alibaba, the Chinese e-commerce giant, has successfully defeated securities fraud allegations that the company
failed to disclose the existence of a meeting involving Chinese regulators months before the company’s IPO in
the United States. A federal court dismissed the complaint after finding that the company did not omit material
information from its registration statement (Christine Asia Co., Ltd., v. Alibaba Group Holding Limited, June 21,
2016, McMahon, C.).

Chinese regulators. The complaint centered on a contact that Alibaba had with the Chinese State
Administration for Industry and Commerce (SAIC). Alibaba, based in the People’s Republic of China, operates
several highly popular online marketplaces. The company has been widely criticized for failing to stop the sale
of counterfeit goods on its marketplaces, including Taobao and Tmall, which had been designated until 2012
as "Notorious Markets" by the U.S. Trade Representative for engaging in or facilitating copyright or trademark
infringement.

The SAIC, which regulates all businesses in China including e-commerce, has increased its e-commerce
rulemaking and enforcement efforts in recent years in response to the rapid growth of China’s market for online
shopping, according to the court.

In June of 2014, the SAIC announced the launch of the Red Shield and Web Sword program, a high profile
initiative designed to investigate and reduce the sale of counterfeit, fake, shoddy, defective, and illegal products,
as well as the operations of unlicensed merchants and the use of certain unfair business practices.

Guidance to Alibaba. On or about July 16, 2014, SAIC’s Department of Market Regulation called a meeting
with Alibaba to provide the company with administrative guidance regarding potential violations of Chinese law
on Alibaba’s Taobao and Tmall platforms. According to the court, administrative guidance in China’s business
regulatory scheme is an informal regulatory tool used by the SAIC to encourage business and industry to self-
regulate. The Department uses non-compulsory measures such as advising, tutoring, reminding, admonishing,
and demonstrating to lead citizens, legal persons and other entities to willingly perform or not perform certain
acts.

The SAIC’s administrative guidance to Alibaba consisted of a list of concerns it identified when it reviewed
Alibaba’s operations. The concerns related to unlicensed vendors, the sale of counterfeit and other prohibited
items, consumer protection issues concerning advertising, sales and promotional activities, flawed ratings of
merchants and products, and lax internal controls that may have led to certain merchants receiving preferential
treatment.

Alibaba IPO. Alibaba’s IPO took place on September 19, 2014, just two months after the July 16 meeting.
As part of the IPO, Alibaba filed a registration statement that disclosed the pitfalls confronting e-commerce,
the Chinese regulatory environment, and the attendant risks to Alibaba’s business. The registration statement
included disclosures addressing the likelihood that China would continue to issue new laws and regulations that
could adversely affect Alibaba and the rest of the Chinese e-commerce industry.

Moreover, Alibaba disclosed that the SAICs administrative measures and the country’s consumer rights law
required it to police its marketplaces for unlicensed merchants and counterfeit goods.
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Alibaba did not disclose the existence of the July 16 meeting or reveal that it had received administrative
guidance from the SAIC. However, Alibaba did disclose that it could be the subject of regulatory investigations
and enforcement actions, and stated that it expected to be the target of regulatory scrutiny in the future.

Failure to state a claim. The court held that Alibaba purchasers failed to plead that the company made
actionable omissions, misstatements, or that they acted with scienter.

The court said that Alibaba’s registration statement was unusually comprehensive. It disclosed that counterfeit
and defective goods were sold on its marketplaces, that the U.S. had designated two of its marketplaces as
"notorious markets", that such sales exposed the company to litigation and regulatory risks, that China was
increasing its regulatory oversight of ecommerce companies and that while Alibaba was trying to reduce sales of
counterfeit and defective goods, its efforts might not be successful.

It also disclosed that it had been the subject of regulatory inquiries and investigations, it expected to face
scrutiny from regulators as it continued to grow, and that China had issued new laws and regulations aimed at
ecommerce.

Administrative Guidance. The court was not persuaded that Alibaba was required to disclose the existence
of its meeting with SAIC. The court said that the company received non-binding administrative guidance; in
essence, "a reminder that the authorities in a country far different from ours were looking over its shoulder."

The court said that the only substantive question in the case was whether the fact of that meeting and the
administrative guidance Alibaba received had to be disclosed in order to make the registration statements
general disclosures about heightened regulatory interest and the possibility of increased cost for compliance and
related activities not misleading. The court concluded that there was no need or duty to disclose.

The court said that Alibaba’s risk disclosures were sufficiently sober about the threat posed by counterfeit sales
and they did not minimize the risk of regulatory investigations or other litigation.

The fact that Alibaba received informal and non-binding guidance did not render inaccurate any statement about
the likelihood of an actual inquiry or investigation taking place, the court said.

The case is No. 15-md-02631.

Attorneys: Laurence Matthew Rosen (The Rosen Law Firm, P.A.) for Christine Asia Co. Ltd. George S. Wang
(Simpson Thacher & Bartlett LLP) for Alibaba Group Holding Ltd.

Companies: Christine Asia Co. Ltd.; Alibaba Group Holding Ltd.
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