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Section Ⅰ: Some Facts about China’s Capital Market

The official stock markets of Mainland China were set up in Shanghai and Shenzhen respectively in1990 and 1991. The original intent was to improve the reform of China’s SOEs. Theoretically, it was held that “absence of owner” is the main problem of SOEs; after being listed, the small shareholders who buy stocks with their own money will care about the value of their assets, so they will actively supervise the listed enterprises’ managers and thus the governance problem of SOEs can be resolved; the state as a majority shareholder can take a free ride of the small shareholders’ supervision efforts and the governance problem of “absence of owner” would thus be resolved.

However, in general, the listed SOEs perform well in the first year, average in the second year and poorly in and after the third year. The stocks of the first group of 67 listed enterprises in Shanghai Stock Market are now almost junks. According to one of my empirical research, there is no difference between the performances of an unlisted enterprise and an enterprise that has been listed for five years. In fact, the small shareholders do not care about the management of the enterprise and seldom hold stocks long. The turnover rate in China’s stock market is very high. Some research (e.g. Gao 2002) shows that during the 8 years between 1994 and 2001, the average turnover rate of Shanghai and Shenzhen stock market was 504.7%, that is, one stock was averagely exchanged 5 times a year. The turnover rates of several major stock markets in the world are listed in Table 1. The comparison shows that the turnover rate in the stock markets in Shanghai and Shenzhen is much higher than those in other markets. The small shareholders only care about the stock prices and the frequent exchanges are primarily for speculations. According to Xu (2001) the component of speculation is about 15-20％ in the US stock market, while in China, it is more than 60%. 
Table 1: Turnover rates on the main stock markets in the world，1994-2001         (by %)
	
	Shanghai
	Shenzhen
	Taiwan
	New York
	Tokyo
	South Korea
	London
	Hongkong
	Tailand
	Singapore

	1994 
	1135
	584
	366 
	53 
	25 
	174 
	77 
	40 
	63 
	28 

	1995 
	366
	255
	228 
	59 
	27 
	105 
	78 
	37 
	40 
	18 

	1996 
	228
	1350
	243 
	52 
	27 
	91 
	58 
	44 
	30 
	14 

	1997 
	243
	817
	407 
	66 
	33 
	146 
	44 
	91 
	50 
	56 

	1998 
	407
	407
	314 
	70 
	34 
	207 
	47 
	62 
	69 
	64 

	1999 
	314
	425
	289 
	75 
	49 
	345 
	57 
	51 
	78 
	75 

	2000 
	289
	509
	259 
	88 
	59 
	243 
	69 
	61 
	55 
	59 

	2001 
	449 
	483 
	207 
	87 
	60 
	219 
	84 
	44 
	91 
	59 


Data source: China securities and futures statistical yearbook (2002); Website of the World Federation of Exchanges.

Later, some economists and policy researchers in China suggested that the low ratio of the small holders’ share is the main reason for the prevalence of speculation in China’s stock market. If a small holder decides to supervise the management of a SOE, he/she will have to take on all the supervision cost but only get a small part of the returns brought by his supervision. So the small shareholders have little incentive to conduct such supervision. Further, they suggested that it is because most shares were held by investment funds that there is less speculation in the stock markets of the developed countries. The professional analysts hired by the funds can make better judgment on the performance of the listed enterprises. Once a fund finds a good performing enterprise, the fund will hold long a large share of this enterprise’s stocks and has both the incentive and the ability to supervise the enterprise’s management. Under the influence of these arguments, investment funds were introduced to China in 1998 as an antidote to the prevailing speculation. However, things went contrary to the wishes. Not only there is no decline of speculation, but with their large-scale financial resources the investment funds are now manipulating the market.
Speculation is legal in all stock markets but manipulation is not. However, China’s government is unable to conduct effective supervision and regulation and can just let it be.
Section Ⅱ: Some Hypotheses for China’s Stock Market
There are two explanations for the facts that endless problems have been emerging in China’s stock market and the policies that are effective abroad bear no fruits or even make things worse in China:
One is that the state holds too large a share of the stocks. 70% of the stocks of the listed enterprises are now held by the state and are not exchangeable. Some researchers argue that the state holds too large a share that the small holders and the investment funds have no influence on the strategy and the appointment and removal of the personnel, thus they can’t and won’t conduct effective supervision on the enterprises and this is the root of the chaos in China’s stock market. If this is true, we can come to the conclusion that the reduction of the state share will help to improve the governance of the listed SOEs and the company’s value should increase with it. While contrary to what following favorable news, the stock market crashed as soon as the news about reduction of state’s holding went public. 
Another argues that loose regulation is the sticking point of China’s stock market. It is sure that there are many deficiencies in the regulation of China’s stock market and the collapse of Zhengbaiwen, Yinguangxia and Zhongkeji are well known cases. Because of some innate features of financial market: information asymmetry, incentive incompatibility and unequal obligations, moral hazard will be prevalent if without effective regulation. Even with the Wall street’s mature regulation system composed of both the industry’s self-discipline and the supervision of special federal administrative agencies, there happened the bankruptcy of Enron, the rather that on the initial stock market of China with an economic transition background. China’s government sure know the importance of regulation, and have been trying to improve it; however, much said but little done. It is not that they don't want to but they just can't. The real sticking point is why the supervision can not be effectively implemented.
Section Ⅲ: Viability and SOEs
There have been many puzzles during the 20 years of reform in China. Many policies have been based on the current mainstream neoclassical economic theory or the successful experience of the developed countries. However, either the policies failed to be implemented or the results went contrary to what had been expected.
The reason for the above phenomena is that the current mainstream economic theory is based on an implicit assumption that all the existing enterprises are viable. “Viability”, as I call it, is defined as the ability of a normally managed firm to earn a socially acceptable normal profit in a free, open, and competitive market, that is, without any external subsidies or protections from the government. According to this definition, a nonviable enterprise cannot survive on the market without subsidies and protections from the government. (Lin 2002, 2003)

The mainstream economic theories focuses mainly on the economic phenomena of developed market economies, where if an enterprise with normal management is not expected to earn socially acceptable profits in the market, it will not attract investment in the first place and if such an enterprise is established due to wrong information or misjudgment, investors can also vote ex post facto by feet, that is withdrawing their investments, so that the enterprise will not survive. Thus all the existing enterprises in the markets are viable and the viability assumption is suitable for studying the enterprises’ behaviors in the developed market economies. If a viable enterprise fails to earn acceptable profits, there must be some management problems. Therefore, it is nature to focus on enterprises’ managerial incentive, corporate governance, property rights and so on for improving enterprises’ management and performance in a developed market economy. 
However, in China and many other transitional economies and even developing countries, the viability is not an appropriate assumption: many enterprises are not viable i.e., even with normal management they cannot earn acceptable profits in a free, open and competitive market.

Whether an enterprise is viable depends on whether the sector in which the enterprise operate, the products it produces, and the technological choices in its production are consistent with the comparative advantages determined by the economy’s factor endowment structure, namely the relative abundances of labor, capital and nature resources, in that particular economy. If there is inconsistency, no matter how well managed, the enterprise cannot earn acceptable profit   in an open, competitive market and can only survive with government’s protections and subsidies. (Lin 1998, 2003).
It is well known that most of the large-scale SOEs were setup with the intent to overtake the developed economies, the so-called “Chao Ying Gan Mei” (Overtaking the Britain and Catching up the U.S.). After the founding of People’s Republic of China, the Chinese leaders adopted the heavy-industry oriented development strategy and set up many capital-intensive enterprises to speed up the pace of overtaking those developed economies. Capital is rather scarce, while labor is relatively abundant in China, so the SOEs’ choices of industries, products and technologies are not consistent with China’s comparative advantages and thus cannot survive the competition with the enterprises in those capital-intensive developed countries in a free, open market. A series of policies have been adopted for the establishment of these enterprises, such as depressing interest rates, wages, prices for raw materials, distorting foreign exchange rate by overvaluing domestic currency, allocating the scarce resources to the priority sectors by administrative measures, giving the enterprises monopolistic position to keep high product prices, and so on. Only with these subsidies and protection measures, the nonviable SOEs could be established. The nonviable enterprise is the outcome of the state’s overtaking development strategies, that is, the enterprise takes some “strategic burden” as I call it, and cannot survive without the protections and subsidies from the government (Lin, Cai, Li 2001)

In addition to the viability problem, there is the problem of social burdens. Before China’s reform, the heavy-industry oriented development strategy entailed large-scale investment but provided limited employment. To meeting the job demands in the urban areas, the government often assigned three to five labors to a position for which one was enough, resulting in labor redundancy in SOEs. At the same time, wages were artificially depressed and pensions were not included. Pensions were appropriated from the state budget and transferred to the workers through the enterprises when the workers retired. Before the reform, “social burdens” such like labor redundancy and pension expenditures were not explicit to SOEs since the SOEs remitted all revenues to the state and the state in turn covered SOEs’ overall expenditures.

The centralized revenues and expenditure system was replaced by the profit tax system in 1983. From then on, enterprises have been taking on more and more cost of labor redundancy and pensions and thus the problem of “social burdens” becomes explicit. At the same time, the viability problem becomes explicit with increasing market competition, which is the result of the entry of foreign and private enterprises. “Social burdens”, the cost increase caused by labor redundancy and pension expenditure, together with “strategy burdens”, the cost increase caused by the problem of over capital intensity, can be called “policy burdens” to SOEs. The “policy burdens” leads to policy-induced losses. The government is accountable for the losses. Therefore, the government is obliged to protect SOEs ex ante or to subsidize SOEs ex post for the losses induced by the “policy burdens”. Because of information asymmetry and incentive incompatibility, enterprises always have incentives to attribute their losses to policy burdens, even the losses incurred due to moral hazard or mismanagement. SOEs’ budget becomes soft. It is hard to eliminate moral hazard, to prevent corruption and to improve operation efficiency if the enterprises’ budget is soft. (Lin, Cai, and Li 2001)
Section Ⅳ: Viability and China’s Capital Market
China’s stock market was setup in 1991 for the purpose of improving SOEs’ performance. Before listed, SOEs generally have “social burdens” and “strategy burdens”. Although the holding company has taken over the redundant labor and pension expenditure to make the subsidiary qualified to be listed, in many cases, “strategy burdens” of the listed company have not been taken off, that is, the viability problem is still unsolved. So in a competitive market, the enterprise cannot make acceptable profit with normal management and cannot continually distribute enough dividends to make the investors hold its stocks long. Furthermore, even if the listed subsidiary company operates in a sector consistent with China’s comparative advantages, the holding company is still nonviable. What the holding company expects from the subsidiary as the return to taking over the social burdens and the large expenditure for making the subsidiary qualified for being listed is not the dividends distributed according to its stock share, otherwise, it would be more rational to hold the subsidiary as a wholly owned subsidiary, since in this way the holding company need not to share profits with other shareholders. So it is no wonder that the holding company are appropriating the subsidiary’s funds financed through the stock market or/and its profits.   

The listed enterprise cannot earn normal profit, or even it can, the holding company would not distribute dividends at a rate higher than that of the bank interests. In the above-mentioned research Gao (2002), it is found that the dividend yield of Dow China 88 Blue Chip in 2001 is only 0.75% in terms of the price on January 31st, 2002, which is lower than that in the European and the Asian-Pacific stock markets, that is, the lowest in the world. It is only a bit higher than the interest rate for saving account, 0.72%, and less than half of the three-month interest rate, 1.71%. If calculated with the peak price in June of 2001, the dividend yield is just 0.5%. Only blue chips are included in the Dow China 88 Index and the dividend yields will be even lower with small and medium size stocks included. Shareholders in China make no long-term investment and just speculate in the stock market since the dividend yields are just nominal. It is the same case for the investment funds, and what makes difference is that the amount of money that the funds control is much larger. Because the share in circulation is rather small, it is easy for the investment funds to manipulate the market and make excessive profits. The smaller the number of share in circulation, the easier it is for the investment funds to manipulate the market, thus the reduction of the state share would be unfavorable news for the funds, since the shares in circulation will increase as a result. And we have seen that with the announcement of the policy on the reduction of the state share, the stock price collapsed.
The enterprise that cannot continuously distribute dividends for its own or its holding company’s reason should not be listed or should be de-listed soon afterwards. However, the regulation can’t be enforced when all or most listed companies fail to meet the dividend distribution requirements. Similarly, stringent supervision is not feasible, if most listed companies are not viable. And without stringent supervision, it is no wonder that many listed companies or their holding companies are operating illegally in the stock market.
Section Ⅴ: Policy Proposals for Improving China’s Capital Market
A modern finance system is necessary to a modern economy, and capital market is an important component of a modern finance system. So the improvement of China’s stock market is crucial for the construction of China’s market economy.
Because of the innate information asymmetry and incentive incompatibility of finance market, moral hazard will be prevalent without sound regulation. So the regulation of stock market is important. However, if most listed enterprises are not viable, or the holding company still have social or strategic burdens, stock market can only be used by enterprises to swindle money and any efforts to improve regulation will bear no fruits.
The elimination of the social and strategic burdens is fundamental to the reform of China’s stock market. Only with such reform, the listed enterprises, or the holding companies, can be viable, that is, can make acceptable profit with normal management
. At the same time, more viable non-state enterprises, including private, joint ventures and foreign enterprises, should be listed. In this way, effective supervision of the stock market will be possible, and the small holders and investment funds can make satisfactory returns to long-term investment from dividend earnings and care about the management of the enterprises, thus the over-speculation in the stock market can be cured. These reforms are necessary to make China’s stock market helpful to the improvement of enterprise governance, the efficient allocation of capital and China’s economic development.
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� The following reforms can be used to eliminate SOEs’ policy burdens. For SOEs that are highly capital�intensive, such as those in the heavy machine building industry, survival in a competitive market environment is unlikely because they are inconsistent with China’s comparative advantage. There are two approaches that can be used to reform these enterprises. First, if their products still have large domestic markets, the government should allow them to list in the international capital markets or to obtain foreign direct investment through joint ventures. As long as they can get access to foreign capital, their capital costs will be reduced and their survival is not constrained by China’s comparative advantage. Such approach is also attractive to foreign capital because it provides a channel for the foreign capital to enter Chinese market. Second, for those enterprises their domestic markets are limited, the state should encourage them to shift their products to new market niches that are consistent with China’s comparative advantage. The SOEs generally have the best�trained engineers and workers in China � they have a comparative advantage in human capital. If they are given the freedom to shift their production lines, they should be able to find a niche in the market where they are competitive. The state should relieve all SOEs from the burdens of retirement pensions and redundant workers. The state should create social security system to take full responsibility for pensions of SOE employees who were hired before the reform and are now retired. For current employees of SOEs, the state should be responsible for their pensions in proportion to the number of years they were employed before the reform. The government should also create programs to retrain and reemploy the redundant workers who are laid off by the SOEs. Please refer to Lin, Cai and Li (2001) for the detailed policy suggestions for the elimination of social and strategic burdens.
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