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CHINA’S CAPITAL MARKET AND CORPORATE
GOVERNANCE: THE PROMOTION OF THE EXTERNAL
GOVERNANCE MECHANISM
Yuwa Wei∗
I INTRODUCTION
Companies are fundamental cells of modern commercial society. Although people
generally regard the rise and fall of companies as part of the natural circle of
corporate development, the collapse of large corporations and the consequentially
profound social and economic impact have caused great concern in the community,
particularly when corporate failure has resulted from mismanagement. For this
reason, issues of corporate governance have attracted enormous attention since the
1980s.
Securities markets and takeover activities are important mechanisms of corporate
governance.1 The law and economics tradition recognises that the hostile takeover
performs a desirable disciplinary function by placing management under the
market's judgment.2 According to law and economics literature, the pressure of
takeovers and the advantages of being listed on a stock exchange are effective
stimuli of promoting good corporate governance. Furthermore, by having a wide
and varied scope of owners, listed companies generally tend to improve on their
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management standards and efficiency in order to satisfy the demands of their
shareholders.
In the past two decades, interesting developments have occurred in this area,
particularly in some emerging economies such as China. In China, the securities
market and its regulation play essential roles in encouraging and advocating sound
corporate governance practices.3 It is widely recognised for a while that the
securities market is not only a place where companies raise funds, but also a means
of assisting China’s enterprise reforms and promoting good corporate governance.4
However, structural defects, corporate misconduct, and legal violations in the
securities business, have undermined the efforts to reform China’s financial sector
and enterprise system.5 These problems have not only jeopardised the efforts to
promote sound corporate governance in state-owned listed enterprises but also
encumbered the development of the securities market.
The Chinese experience has once again proven that a well-functioning securities
market and a sound system of corporate governance are mutually dependent: The
development of the securities market provides an external monitoring mechanism of
corporate governance, and good practice of corporate governance, in turn, ensures
the orderly operation of the securities market.6
This article attempts to explore the rationalities behind and the functions of
securities markets and takeover activities. It analyses the relationship between
securities regulation and corporate governance, and investigates the Chinese
experience in fully exploiting the monitoring function of the stock market over
listed companies. Furthermore, it examines the legal regimes governing securities
markets and takeovers in some leading corporate economies including the US,
Germany, Japan and the UK. This article will demonstrate that in a world of
commercialisation and globalisation, securities markets and speculative activities in
securities markets play an increasingly important role in disciplining listed
companies. These examination and analyses are to be developed in four parts as set
out below:
Part one provides an overview of the historical development of the securities market
and a review of literature on the economic functions of stock markets. It
investigates the role of human and social cognitive and emotional biases in
economic decision making and how they affect market prices and resources
allocation. In doing so, it explains the function of speculation in the financial
market, its economic benefit, and its undesirable effects on the market. Part one
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will ultimately establish that there is a need for regulatory intervention in order to
restrain the undesirable consequences of speculative behaviour.
Part two seeks to measure the potential disciplinary capacity of stock markets as an
instrument of corporate accountability. It attempts to ascertain a balanced approach
that recognises the social utility of the securities market for corporate control on the
one hand, and appreciates the possibility of market failure and the need for limited
regulatory intervention on the other.
Part three focuses on the Chinese experience of utilizing the securities market as an
effective mechanism of corporate control. The Chinese government anticipates that
the securities market will play an important role in promoting good corporate
governance in China’s listed companies. However, there is a danger that China’s
endeavours to reform its financial sector and enterprise system may be thwarted by
the problems inherent in its corporate system. The Chinese experience suggests that
there is a close relationship between the development level of a country’s capital
market and the nature of its legal system.
Part four analyses the future development of China’s financial market in the current
environment of economic globalisation. It discusses China’s current and future
financial sector reforms, and the development of the capital market and corporate
governance in post-WTO entry China.
II A REVIEW OF THE SECURITIES MARKET
The securities market is part of the financial market which comprises the securities
market and other markets for various financial instruments including commodity
markets, money markets, derivatives markets, future markets and foreign exchange
markets.7 Most of the above markets and their transactions are concentrated in a few
financial centres called stock exchanges.8 The securities market includes both the
stock market and the bond market. It is the place where shares, debentures and
bonds are traded.9 It is also referred to as the capital market. On some occasions,
people used the terms “securities market” and “stock market” interchangeably,
owing to the important function of the securities market in providing long-term
finance to companies.10 The modern development of the securities market can be
better understood if the evolution of the stock market is known.
The stock market evolved from ancient merchants or bankers associations trading
with debts and government securities in Europe.11 It assumed its modern form
around the 17th century, when shares were invented and sold to the public by
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Dutch, French and English joint stock companies.12 Share trading in London gained
extraordinary momentum by the 18th century due to the flourish of joint stock
companies expanding aggressively in overseas and domestic trading.13 Shares were
sold at the Royal Exchange, as well as in taverns and coffee houses between
Cornhill and Threadneedle Street in London.14 It was at this time that specialised
brokers and jobbers emerged.15 Public investment in company shares soon turned
into a speculative mania resulting in the incredible inflation of share prices in the
stock market, and eventually, the spectacular crash of the market following the
burst of the South Sea Bubble.16 It was not until 1844, when the Limited Liability
Act was passed by the Parliament, that the UK securities market was able to recover
from the South Sea crisis.17
Industrial expansion encouraged the continued formation of joint stock companies
and the further development of the stock market. In the years following the
industrial expansion, the London Stock Exchange evolved into the largest stock
exchange in the world, which lasted until the end of the Second World War.18
The history of stock markets in the US dates back to 1792 at Wall Street, New
York.19 In 1817, the New York Stock Exchange (NYSE) was formally
established.20 The NYSE only admitted large and well established companies,
whilst smaller companies had to trade outside it. This fuelled the formal
establishment of the American Stock Exchange (AMEX).21 The US market
developed rapidly by the mid-1800s due to the fast growth of the industrial firms,
which required large amounts of capital input.22 Because European economic
powers went up in smoke during World War II, the US replaced the UK in
becoming the leading economy in the world after the war.23 The NYSE also
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replaced the London Stock Exchange and has been the largest stock exchange in the
world.
The history of the stock market shows that shares facilitate the expansion of
companies, and also demonstrates the fact that the stock market is one of the most
important devices by which companies can raise capital. It is therefore necessary to
regulate the stock market to ensure its prosperity and efficiency.
The securities market is also known as the speculators’ market, and speculation
often causes the market to behave irrationally.24 Investors in the secondary market
mainly trade with the goal of making short-term profits by reselling shares to
others. The prices of shares are exposed to subjective speculation of investors and
the market can therefore become volatile.25 Individual investors’ speculation can
result in waves of manias and panics in the market. The common scenario is that
share prices are pushed unreasonably high, and then plummet. This is evidenced by
the South Sea Bubble event in the London stock market and the disastrous market
crashes that occurred on the NYSE in 1929 and 1987. The securities market crash in
1929 instigated a long term economic depression in the US which haunted the
country until World War II. The market crash in 1987, though less disastrous
compared with the 1929 crash, once again depressed the country’s economy.
Facts and empirical studies suggest that irrational volatilities in the securities
market do not necessarily have a definite cause, and sometimes are mainly related
to investors’ psychology.26 Classic economics investigated the relationship between
economics and psychology. Regrettably, psychology faded away in the mainstream
neo-classic economics by the 1920s.27 The dominant view of neo-classic economics
is that individuals/investors in the market are rational agents acting according to
rational principles. Although they are subject to errors and inconsistencies, they
generally make rational decisions and choices, since an individual systematically
making mistakes would eventually be ousted from the market.28 It was not until the
1970s that the concepts of behaviour finance and behaviour economics were
revisited by some economists.29 Behaviour finance and behaviour economics are
two related scientific fields studying the role of human cognitive and emotional
biases in economic decision-making and how they affect market prices, returns and
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the allocation of resources.30 The aim of these two scientific fields is to combine
psychological and neo-classical economic theory to explain economic choices
where there is uncertainty.31
Behaviour finance/economics does provide explanations for volatilities such as
bubbles and crashes in the securities market when the orthodox doctrines including
the rational choice model and the efficient market hypothesis in neo-classical theory
do not satisfactorily rationalise the market behaviour. Behaviour finance/economics
acknowledges that individual biases do not impact the securities market.32 It is only
when individual biases evolve into social or cognitive biases that the market may be
affected.33 Notions such as herd behaviour, group thinking, and mass panic are all
used to illustrate this point of view.
The highly speculative nature of the securities market makes it vulnerable to
manipulative conduct, which under certain conditions will result in social
psychological phenomenon such as herd behaviour or mass panics, which may
upset the market order. It is therefore important to bring speculation under control.
In most jurisdictions, regulation is regarded as an efficient mechanism for
controlling the manipulative behaviour in the securities market.34
Furthermore, the functions of the securities market and its significant role in the
economy, particularly in the developed markets, also justify regulation of the
market in a pervasive fashion.35 The securities market primarily has the following
functions: (1) raising capital for companies; (2) mobilizing savings for investment,
facilitating company growth, and redistributing wealth; (3) creating investment
opportunities for investors; (4) raising capital for governments to develop projects;
and (5) through corporate control, it allows managerial failure to be corrected
through its markets.36 Because of the above utilities, no government can overlook
the inefficiency of the securities market, and the securities market is usually closely
monitored.
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III SECURITIES MARKET AND CORPORATE GOVERNANCE
The securities market has been perceived as a mechanism of corporate governance.
The law and economics literature acknowledges the contribution of stock markets in
promoting good corporate governance. The main argument of the law and
economics tradition is that stock exchanges facilitate takeovers and dispersed
ownership, and produce listing rules for listed companies. These functions of the
securities market provoke listed companies to improve on their management
standards and efficiency.37
According to the literature, hostile takeovers perform a unique disciplinary function
by placing management under the market's scrutiny.38 This is because the
managerial efficiency of a listed company is closely reflected in the share price of
the company.39 The shares of a poorly managed company are unattractive to
investors. Investors may be willing to invest in the company if the company is
willing to reduce investors’ investment risks by selling its shares at a discount price.
In doing so, the company becomes vulnerable to takeover predators. If the company
is taken over by a bidder, the bidder usually dismisses the current board and
appoints new directors. Takeovers thus pose a threat to the management of a listed
company. To avoid becoming a takeover target, one of the predominant aims of
management is to improve the managerial efficiency and the economic performance
of their companies.40
As mentioned above, when a company’s shareholdings become dispersed, the
chances of the company being taken over increase. This is because small and
dispersed shareholders are more likely to sell their shares in the stock market.41 The
securities market makes public investment possible and therefore facilitates
scattered shareholdings. This further enhances the threat of takeovers.
Nevertheless, some reports have found that takeovers, as a mechanism of
accountability, are imperfect.42 Some point out that takeovers do not always push
corporations to improve management.43 It could encourage corporate managers to
focus on short-term performance, because managers may make business decisions
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just to frustrate potential takeovers.44 For example, company managers may try to
make themselves indispensable, and therefore, costly to replace.45 In addition,
studies have shown that the shareholders of the bidder company may be worse off
after the takeover.46
Given that the takeover threat does not always effectively influence the
management of some listed companies, share prices can still act as motivation for
management to work towards greater efficiency. It is especially relevant for
managers that are only motivated to work for security and enlargement of personal
gains. This is because such goals are likely to be best achieved by expanding their
businesses into bigger organisations and therefore creating themselves better paid
positions.47 Business expansion requires finance. Poorly performed companies are
likely to have difficulties in attracting investors, and thus fail to raise sufficient
funds. Hence, it may not be costly for managers to ignore investors’ interest and
the reputation of their company on the securities market.
Research also shows that price movements often provide incentives or penalties on
a personal basis for managers who have shareholdings in their companies.48 When
directors hold significant shares in their companies, they have a personal incentive
to improve the economic performance of their companies. This is because poor
performance of the companies will result in downgrade of their share prices and
eventually cause personal losses to the directors, whereas advancement of the share
prices of the companies brings personal gains to the directors.
In addition, a company’s share price can have some secondary disciplinary
influence over the management. Since depressed share prices indicate ineffective
and incompetent management, those managers who do care about their images and
reputation in the industries and the labour market will be motivated to promote the
economic efficiency of their companies.49
Apart from consciousness of share price movements, listed companies are subject to
the scrutiny of the stock exchanges. Stock exchanges produce their own rules
regulating the participants and transactions. These rules are known as listing rules.
Listing rules provide conditions for companies to be admitted to the stock
exchanges and regulate the conduct of listed companies.50 To be admitted into a
stock exchange, a company must meet the listing requirements of the specific stock
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exchange and comply with the rules of conduct. Non-compliance with the rules of
conduct may result in the company being de-listed. Stock exchanges either
incorporate codes of corporate governance in their listing rules or publish codes of
corporate governance as a separate regulatory document.51 Consequently, higher
standards of corporate governance apply to listed companies.
In a market where there is a lack of transparency, business order and effective
regulation, share prices are usually distorted and thus do not truly reflect their
companies’ managerial and economic efficiency.52 In such a market, market
misconduct may have little consequences. Poorly performed companies are likely to
conceal their economic failure by misleading or manipulating investors. In such an
environment, the market is somewhat handicapped in identifying well managed
companies from poorly managed companies. Thus, the function of takeovers as a
corporate control mechanism is substantially lessened. Furthermore, since directors
can avoid personal penalties through market misconduct, the incentives for directors
holding shares in their companies to promote the companies’ economic
performance diminish. For example, the directors can pass the losses caused by low
share prices onto other investors through inside trading.
When a person trades securities based on the information intended to be available
only for a corporate purpose and not for anyone’s personal benefit, the person
engages in insider trading.53 Directors and managers of companies have access to
the companies’ price sensitive information unavailable to the public. In a market
where insider trading is not effectively controlled, directors and managers are more
likely to abuse their positions and trade their shares based on inside information.
Sometimes, managers may engage in insider trading in combination with other
forms of market misconduct. For example, the directors of an unsuccessful
company may disclose misleading information and create false trading impressions
on the market, and then sell their own shareholdings right before the market
receives the correct information.54
The above discussions further demonstrate the need for regulating the securities
market. An inadequately regulated securities market cannot function effectively. In
a well functioning securities market, there is adequate disclosure to facilitate
informed judgements and participants thus are able to act with integrity.55
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IV THE CHINESE EXPERIENCE
In China, the securities market and its regulation have developed in tandem with its
economic reforms.56 They have been means of achieving the goals of the country’s
economic reforms.57 This is evidenced by the increasing attention paid to the
development and regulation of the securities market by the Chinese government in
the past decade. However, at the beginning of China’s economic reforms, the
development of the securities market was not a significant concern.
Before the economic reforms, China adopted a planned economy. Under the
planned economy, enterprises were wholly state-owned and they operated according
to state plans. This meant that the state supplied resources and labour for production
and was entitled to all the final products. Since there was no connection between
production and profitability, the state-owned enterprises had little incentive to
promote economic efficiency and technology innovations.58
At the initial state of China’s economic reforms, the key concern was the
modernisation of China’s enterprise system by introducing competition and modern
managerial mechanisms into the state-owned enterprises. In this process, China
took a cautious approach, which contrasted with the Russian’s reform strategy.59
Reforming a planned economy into a market economy was an unprecedented
project, since there was not an existing reform model to follow.60 The goal of the
economic reforms was to create a market economy. However, no one could be sure
of the best method for achieving the goal. This made the reform an arduous task.
The Chinese therefore decided to adopt the approach of trial and error, partial
reforms and reinforcing reforms.61 Western economists describe Chinese reform
style as “gradualism”. The Chinese themselves described their reform strategy as
“crossing the river by feeling stones under foot and stepping on the stones”.
In the beginning, the Chinese attempted to introduce incentives and competition
into the enterprise system without corporatising and privatising the enterprises.62
However, the various strategies used brought new problems, and had only a limited
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success.63 In the end, corporatisation became the only solution for modernizing the
organisational structure of China’s enterprises and an important step in improving
the economic efficiency of the enterprises.64 However, the Chinese government
made it clear that corporatisation should not challenge the dominance of public
ownership.65 Consequently, most state-owned enterprises were converted into stateowned companies. Corporatisation commenced in the early 1980s and was mostly
completed by the end of the 1990s.66
The newly corporatised enterprises were troubled with new problems. The problem
that was most difficult to overcome was insider control. Insider control problems
existed in state-owned or dominated companies where the state was the sole
shareholder or the dominant shareholder. In such companies, the state as a
shareholder does not have a physical appearance and must rely on agents.67
Furthermore, the state lacks information about managerial efficiency and corporate
performance. Consequently, managers of the companies seize the control of the
companies. In such a company, the directors on the board of directors and the
supervisors on the supervisory board are usually appointed by the same government
department, and they are likely to work together to promote their common interests
at the expense of the shareholder’s (the state’s) interest.68 Mechanisms responding
to the insider trading problem were needed. To solve this dilemma, the Chinese
policy makers envisioned that the securities market could bring external control
mechanisms into these companies.69
When China decided to develop a securities market in the mid 1980s, the policy
makers aimed to achieve three primary goals. Firstly, companies would have new
channels to raise funds.70 With the deepening of the enterprise reforms and reforms
in the banking sector, as well as an increase in the exposure to international
competition, companies required more and more capital for further expansion.71 The
securities market could aid companies in raising capital. Furthermore, the securities
market would assist the development of privately owned enterprises by providing
them with a means of obtaining outside finance.
Secondly, the securities market would absorb a large amount of bank savings and
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make the best use of them.72 From 1978 to 1990, individual savings in China had
increased dramatically from RMB21,600,000,000 yens to 703,420,000,000 yens.73
Chinese enterprises also had a substantial amount in bank deposits.74 The existence
of a securities market would allow these net savings to flow to well performing
enterprises and efficient sectors, and thus exert their best utility.
Thirdly, the securities market would discipline the listed companies and promote
good corporate governance in these companies.75 To be listed on the stock
exchanges, companies needed to satisfy the minimal capital requirement,
demonstrate that it made profits in the past three consecutive years, provide
evidence that it was not involved in serious breaches in the last two years, etc.76
After being listed on the stock exchanges, the company was subject to the
continuous disclosure requirements and other behaviour rules specifically tailored
for listed companies. It was understood that the incentives of being listed on the
stock exchanges and the consequences of de-listing for breaches would act as a
disciplinary force stimulating listed companies to embrace good corporate
governance practice. Therefore, except in the core sectors essential to the national
economy and people’s livelihood, state-owned/dominated companies were
encouraged to be listed on the domestic and foreign exchanges.
The Chinese government’s determination to develop a securities market in China
resulted in the establishment of two national stock exchanges in the beginning of
the 1990s.77 The past fifteen years have witnessed mixed outcomes. The
development of the securities market and related activities occurred in three phases.
The first phase was the initial stage of development, which started in 1978 and
ended in 1990. In this stage, the concepts of bonds and shares were not well
understood by most ordinary Chinese. By 1981, China resumed the practice of
issuing government bonds (treasury bonds). Very few were interested. The
government had to allocate the bonds to government organisations, state institutions
and enterprises for further distributing them to individuals. Senior officers and party
members were called on to set an example by subscribing for possibly more
treasury bonds. Ten years later, the wealth of those who subscribed for the bonds
increased by several hundred times, while those who refused to buy stayed status
quo.78 Gradually, Chinese citizens realised the benefits of subscribing for treasury
bonds.
Share issuance began by 1984. The practice from pilot projects extended to some
cities, the most notable being Shanghai and Shenzhen. Share issuance was under
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close government supervision and guidance.79 Most of the time, the market was
quiet. However, this only remained the case until 1990. From March 1990, the
securities business suddenly thrived, mainly because the public discovered that the
earlier investors made a fortune overnight.80
After the establishment of the two national stock exchanges in 1990, China’s
securities market came into its second phase of development, the era of vigorous
development. From 1991 to 2000, the securities market soared. The number of new
issues was far behind the demand of investments. The government introduced new
procedures including application, casting lots and quota allocation methods for
distributing newly issued shares. Quota control was an important strategy of
keeping the capital market in check. By having quota control in place, the
government firmly took the power of deciding which companies’ stocks should be
admitted onto the market. Theoretically, quota control would ensure the quality of
listed companies. However, because of policy preference quota control was, in fact,
exercised to safeguard the interests of state dominated companies. Consequently,
state-dominated companies were given priority in obtaining quotas. During this
period, various types of shares including A, B, H, and N shares were introduced. A
regulatory framework was built up. The market generally exhibited a booming
trend, however, also fluctuated violently.81
Since 2001, the securities market has come into its third phase of development. This
is a period of adjustment. From July 2001, the market experienced more than four
years of depression.82 Between June 2001 and June 2005, the index fell from 2245
points to 998 points.83 The government has been introducing methods to restore
investors’ confidence. The pace of reducing state shares has been accelerated. Since
April 2006, the market has begun to recover. However, this time the market is even
more volatile and manipulation is more acutely felt. The market showed sign of
picking up by April and soon dipped 4.84% on 13 July 2006.84 From September it
became clear that bullish market was coming. The market soared by the end of
December 2006 and January 2007, and then plummeted on January 31. In the
following five weeks, the market fluctuated frequently and drastically. The
Shanghai index reached its historical high of above 3000 points on 26 February. In
the morning of 27 February the marked opened with 3048 points and fell
spectacularly five hours later.85 The index lost of 8.84% in the single day. On March
14 and 16, the market plunged twice with Shanghai index fell more than 100 points
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on March 14 and 21.22 points on March 16.86
Many factors have contributed to the market depression and volatility. Bubbles
existed before 2001. By early 2001, A shares were sold, on average, 70 times above
their issuing prices.87 This was caused by great demand in new issues. Official
explanations intimated that the past few years of recession were mainly due to the
market’s natural adjustment after the substantial market growth.88 Financial policies
including interest rate policies, imperfect regulatory infrastructure, a lack of legal
protection for investors, adjustments on macro-economic policies could all
contributed to the market recession.89
Some researches tend to attribute the market depression and volatility mainly to the
market irregularities and irresponsible conduct of listed companies.90 Many
companies see the securities market as a place where they can raise easy and quick
money.91 Instead of improving the corporate governance and economic efficiency of
their companies, directors and managers are more interested in manipulating the
market and investors by disclosing misleading information or creating false trading
impression.92 Some unqualified companies obtained listing by giving false
accounting and auditing information in their applications.93 As a result, investors’
confidence has been heat hardly by notorious cases involving market misconduct.
Furthermore, it is reported that China’ capital market has been the target of local
and international sharks. In 2006 alone, there was at least RMB300,000,000,000 of
unknown sources participated in the market.94 Part of them was probably state
assets, and part was international idle money.95 The inflow of large amounts of
speculative money aiming at swaying the market has further increased the
uncertainty on China’s market.96
Statistics indicate that the objectives behind developing securities market have not
been effectively achieved. The market has not cured the insider trading problems in
state-dominated listed companies, and abuse of the market and misbehaviour by
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listed companies has been widely reported.97 Today, insider control continues to
plague Chinese listed companies in which the state is the dominant shareholder.
This problem undermines China’s efforts to promote sound corporate governance in
listed companies and is responsible for irregular volatility on the securities market.98
In China’s capital market, takeovers as an external mechanism of corporate control
have contributed little to the improvement of management efficiency in listed
companies. Irregularity and widespread breaches have serious undermined the
efficiency of the securities market. Fraudulent conduct such as misleading
disclosure and market manipulation by listed companies and market intermediaries
confuses the market and thwarts investors in their effort to differentiate well
performed companies from poorly performed companies. Consequently, the threat
of takeover to inefficient management is significantly compromised.
China’s experience illustrates that corporate governance and securities markets are
interactive and interdependent. Therefore, the economic efficiency in China’s
companies must be promoted in conjunction with improving corporate governance
practice and advancing a transparent and orderly securities market. To build a
modern corporate governance system, China needs to make further efforts to
rationalise the shareholding structure in its companies. It also needs to continue to
develop its securities regulation and reinforce the monitoring function of the
securities market.
V THE FUTURE
For the purposes of establishing an efficient corporate governance system in China
and ensuring the healthy operation of China’s securities market, the Chinese will
have to shoulder heavy responsibilities in the coming years. The experience of the
successful corporate economies illustrates that a good corporate governance system
is one that is adapted to its political, economic, cultural and legal environment, and
takes maximum advantage of its political, economic, cultural and legal traditions.99
The corporate governance system must be reinforced by the political, economic,
cultural and legal strength of the system. It should promote and enhance certain
social, political, economic, cultural and legal values of the society in which it is
implemented.100 This is evidenced by the co-existence of the diversified but equally
successful corporate governance practices in the world’s leading corporate
economies, namely, the US, Germany and Japan.
While the US corporate governance system is characterised by a highly developed
capital market and managerial capitalism, German and Japanese corporate
governance systems are described as bank-based and co-operative systems where
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corporate ownership is concentrated, usually in the hands of banks and related
companies.101 In the US, the focus of corporate governance is how to reduce agency
costs caused by dispersed ownership and control and hold the management
accountable. Takeovers, as a side product of the developed stock market and
dispersed ownership, play a significant role in corporate governance. In Germany
and Japan, the issue of corporate governance is how to increase corporate finance
choices, enhance monitoring capacity of the board and other corporate organs, and
reduce pressure on banks.102
Whilst China is determined to develop a modern corporate economy with its unique
characteristics by retaining a significant proportion of state ownership in its
industrial and financial sectors, it has endeavoured to establish a US style securities
market and regulatory regime. The question is whether China can reconcile the two
contradictory systems and thus create a new method of achieving economic
efficiency. From what is occurring in China today, it appears that China has made
the efforts. The strategy is to divide shares of a joint stock company into state
shares, state-owned legal person shares, and individual shares.103 While state shares
are prohibited to be traded on the stock market, state-owned legal person shares can
only be transferred among legal persons.104 Only individual shares are freely
transferable on the market. However, they merely account for thirty per cent of the
total shares.105
This approach has achieved the purpose of retaining substantial state ownership on
the one hand, and introducing market mechanisms on the other. Consequently,
wholly state-owned companies continue to be financed by the state via state-owned
banks, and state dominated companies are able to have access to external finance
through being listed on stock exchanges. In doing so, the companies can prevent
losses of state assets, guarantee state domination, and obtain outside investments.
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In the meantime, it is also expected that these companies will accept market
supervision and uphold good corporate governance.
However, as discussed in the beginning of this article and in the previous section,
the plan has not worked satisfactorily. Unlisted state-owned companies continue to
burden the state banks with non-performing loans.106 The misconduct of listed
companies has not been curtailed by the operation of the stock market, and, in some
cases, it has even been exacerbated. Enormous opportunities for profits existing in
China’s securities market have provoked some companies to purposely engage in
irresponsible and manipulative conduct. Inevitably, the market will suffer the
consequences. This illustrates the fact that the existence of a securities market does
not automatically guarantee a better regime of corporate governance. On the
contrary, poor corporate governance may shake investors’ confidence and
eventually undermine the market.
There are three alternatives to China in regulating its capital market and improving
corporate governance of its companies. Firstly, if China is to retain substantial state
ownership in essential sectors for social and economic reasons, it may need to look
at the experiences of the countries successfully running a corporate economy with a
high proportion of state ownership.107 The representatives of such countries include
France and Italy. In France and Italy, a large amount of firms are state owned.108 It
is believed that the state should play an important role in directing large
corporations in order to ensure that companies will serve public interests.109 In such
countries, the government bureaucrats have substantial discretional power in the
allocation of credit, foreign exchange and licenses.110 Since China accumulated rich
experience in state guidance and control over economic activities under the planned
economy, the state oriented model of corporate governance may well be a
practicable approach.111
China may also draw inspiration from the experience of bank based systems,
namely Germany and Japan, to fully exploit state banks’ potential in monitoring
companies. Since a comprehensive and practical legal infrastructure is a
fundamental requirement for building a successful corporate economy (this is
evident in all leading corporate economies), China needs to continue to perfect its
legal infrastructure. In addition, it is important that China develops a corporate
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culture that promotes transparency, business efficiency, fair competition and
managerial accountability.
Secondly, if China wants to fully exploit the governance function of the securities
market and thus enhance the governance practice of listed companies, it needs to
take the following steps to improve the market efficiency:
The first step is to strengthen regulation over the securities market and listed
companies by enhancing disclosure requirements. Disclosure is the key in ensuring
transparent and orderly transactions on the securities market. It is generally
recognised that publicity is the best remedy for social and industrial problems.112
Disclosure is thus the highlight of most countries’ securities regulation.113 The fact
that many incidents of market misconduct in China involve misleading disclosure or
non-disclosure further demonstrates the necessity of improving disclosure
requirements.
The second step is to increase the protection of investors and small shareholders’
remedies. Research has shown that successful corporate economies all seek to
provide sufficient remedies to shareholders, particularly small shareholders in their
laws.114 It is important that investors have the option of pursuing a legal remedy.
When investors pursue their legal rights, they bring the management of their
companies under further scrutiny. Currently Chinese law is silent on what civil
remedies share investors may have in the case of market manipulation by
corporations.115 Although amended Company Law has made shareholders’
derivative actions possible, a lack of detailed stipulation makes the implementation
difficult.116 In the meantime, shareholders’ right to class actions is still unclarified.
There is a need to improve the Chinese law in order to offer further protection to
share investors.
The third step is to gradually reduce state shareholdings and liberalise non-tradable
shares. The current price distortion on China’s securities market is mainly caused
by a lack of transferable shares.117 Reduction of state shareholdings may ease the
pressure, and therefore diminish bubbles in the market.
However, China may wish to go for the third option: that is fully taking the
advantage of the securities market, while retaining significant state control in
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essential sectors. This is the current approach of the Chinese government, and is the
optimal, but ambitious, choice. A difficulty of this strategy is making state owned
and dominated companies truly competitive. A possible solution is to terminate the
traditionally affinal relationship between the companies and state banks, and make
sure that the banks will fully exert their supervisory functions. Currently, China is
introducing the practice of securitization. The Chinese government allows the state
banks to securitise non-performing loans and sell the bonds on the securities
market. In doing so, the government hopes that the state banks and state companies
will no longer be tied together, and companies will be under greater pressure to pay
back the debts.118 Using securitization to control non-performing loans is a popular
practice in many countries that have introduced securitization, particularly within
Asia and Latin America. 119 What distinguishes China from other countries is the
fact that securitization in China is expected to play an important role in assisting the
banking sector reforms. The outcome of the securitization practice will have far
reaching influence on China’s economic life in coming years. How far China can go
along this path remains to be seen.
The world’s financial products and markets are moving towards globalization.
China’s entry into the WTO has accelerated the integration of its financial sector
and securities market into the world economy. China will inevitably achieve greater
financial liberalisation and develop a more sophisticated capital market. However,
the globalisation of financial services and the capital market could be a doubleedged sword. While capital flows do help China’s economic growth and bring in
new knowledge and technology, Chinese banks will face fierce competition from
international financial institutions. China’s capital market will offer attractive
opportunities to international investors, which will increase competition and result
in a race for opportunities. Both China’s financial sector and its listed companies
will encounter unprecedented challenges in their quest for survival and expansion.
A task faced by Chinese policy-makers and the corporate elite is how to enhance
the competitive strength of the country’s financial sector and national industries,
while enjoying a high inflow of international capital. Globalisation is a challenge as
well as an opportunity to the Chinese. China can use the opportunity to speed up the
reforms in China’s financial sector and to modernise China’s capital market and
corporate governance system. History once again tests the Chinese on their wisdom
and determination.
VI CONCLUSION
Large and small investors around the world are hunting for investment opportunities
including direct investments, bank deposits, and investing in securities markets or
real estate. The development of the securities market in China provides a new
channel for capital flow. However, opportunities in securities markets always come
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with risks. Making informed investment decisions is one way to reduce these risks.
It is therefore important to closely watch the investment environment in China’s
securities market.
Political, social, local, international, economic, and financial pressures all impact on
the securities market. The development of China’s securities market is part of the
economic reform package. The establishment of the market is closely guided and
monitored by the Chinese government, and is therefore more responsive to the
government’s policy changes. However, after the initial stages of development,
administrative intervention has become less effective. The problems inherent in
China’s corporate system and companies have persisted. It is time for the Chinese
to respond to these problems and strengthen their regulatory intervention.
Experience indicates that to achieve the goal of the enterprise reforms, China needs
to continue to improve its corporate governance practice on the one hand, and
standardise securities activities on the other. The two are interactive. Good
corporate governance facilitates the transparent operation of the securities market,
while an orderly performing securities market can greatly promote good corporate
practice in listed companies.

