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L aw and Economic Growth in China:
A Case Study of the Stock Mar ket

ZhongZHANG *

Abstract

It is widely accepted that law is essential for economic growth. Prominembmedsts in China
have repeatedly callgdr strengthemg of the legal system so thiite economy can continue
to grow. Nevertheless, the fact that China has been able to achieve rapid economic growth
while thelaw is weak seems to cast doubt on the significance of laweveissuggested that
China is a counterexample to the importaot&aw and more provocativelit is argued that
China’'s economy grew rapidly nah“spiteof” but “because of” weak law. To gain a richer
and deeper understanding of law in China’s economic growth,aper gonducts a case study
of China’s stock markdby examining its growth history and legal development. It is found
that China has built from scratchcmplexlegal and regulatorgystem governing the stock
market which actually played a critical role in supportithg growthof themarket However

the trajectory of developmentaslaw following market growthwhich was in turn caused by
ideologicad and political liberalization. @ the othethand,the market did not grow to its full
potential andcurrently it faces serioushallenges to fulfil the t&s of supporing the
development of the economy, and the fundamental reason is poétichlideological
restrictions; ikewise, the improvement of law for investor protection has not sustdored
which similarlypolitics and ideologies offer an explarmetiThe experience of the stock market
suggests that, while law is indispensable for sustaining China’s economit gooliticaland
ideologicalliberalization isftundamental in that is not onlynecessaryo free upthe economy

so that it can continu® grow in the first place, but alswucial to further strergthening the
whole legal system

Key words; Law, economic growth, stock market, Chigase study
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China’s economy has slowed dowwonsiderablysince the global financial crisiand the GDP
growth rate dropped from 14.2% in 2007 t0%.ih 20161 As the economy deceleratdise
debate about the sustainability of China’'s economic growth intendifiest of thedebate
centres on macroeconomics as well &hina’s demographic, envinmental and natural
resource capacity.Alternatively, some prominent economistand legal scholars call for
strengtheningof the legal system, arguing that it iisdispensabldor sustaiing China’s
economic growth.®> The Communist Party of China (CPQ)self has decidedto
“comprehensively advancgoverning the country according to favand one important
consideration isto completethe building of a moderately prosperous sodietsil respects*

The classic view on law and economic development isléwais essentiafor economic
growth® In particular, property right and contract law are key, becauseptoeide a critical
incentive for wealth creation and enhance certainty and predictability thakeaessary for
commercialtransaction§.However the commonperception about China’s experience is that
China has been able moaintain a high growth rate despite ther beingweak.lt is said that
law provides little explanatory power for China’s economic groths even suggested that
China is acounterexample to thgignificanceof law,® and more provocativelyt is argued that
China's economy grew rapidly not “in spite of” but “because of” weak propertg figttina’s
own experience thus seems to sug@édsha could maintain rapid economic growth even if the
legal system remains weak.

To gain a richer and deeper understanding of law in China’s economic growth and answer
whether Chindas to strengthen its legal system in order to sustain economic growtlapthis p
undertakesa case study ofhina’s stock market by examining its growth history and legal
developmentJust as the whole economy, the stock market in mainland China has grown to a
substantial sizeince the opening dhe ShanghdiSSE)and Shenzhen Stock Exchar{§&SE)

in 1990, but the market remains peculiar, unruly and dysfunctiGnalently t faces aserious
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author thank participants at the Plenary session 2 of the 2017 ECLS Ar@wafierence in Leiden for their
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challengeto fulfil the tasks that are expected ofatsupport theeal economyMoreover, the
stock market novnly playsan important rolen supportinghe growth d theeconomy but is
also a window oit. As the economgontinues to gronwgommerciatransactions wouldxpand
both in scale and sco@sd become highly impersonalst like investment and tradinigp a
stock market. The stock markepresents aadvancedtageof developmenthat the economy
has to moveo if Chinawishesto reach a high levadf prosperity Therefore, the stock market
is a fitting casean investigation ofvhichwould offer insight into the role of law in the growth
of the whole ecormay and shed light orts prospect.

The following section provides a brief introduction to the history of growth of Chatack
market. Section 3 presents the development of the legal and regulatory systeom. &Sect
examines the role of law in ddfent stages @hegrowth. Section Investigates why law does
or does nostrengthenandexplores fundamental causes fioarketgrowth Last aconclusion

is drawn orthe lessons that the stock market wouldabthut the whole economy.
A Brief History of Market Growth

The current stock market has its roots in the emergence of shareholdipgntesafter the
economic refornstartedin 1978. The first green shoots appeared in rural dfdag, it was
laterin urban China that the shareholding system developed and stock markets emerged. Fr
1984 theattentionof economic reform shifted to citieandthe focuswas to revitalize ailing
stateowned enterprises (B9. Local governments were allowed to experiment with the
shareholding system as a piloheme for SOE reform. In 1987 the CPC proposed to separate
the ownership and management of SOEs and to expand the shareholding expériment.
Subsequently, a flurry of share issuances swept over the country. Markets for adouds tr
emerged spontaneously, as holders trathedes at places like street correse-called “kerb

trading.”? From 1986 statewned banks started to offer owe-counter (OTC) service for

stock trading and the OTC market opened in Shanghai in September 1986 by a local branch of

the Industrial and Commercial Bankas commonly regarded as the fit$But shares were
unattractive and markets were lethargic, until a wave of “share fever” broke Shenzhen

in 1990, igniting the enthusiasm of mainland Chinesstimekinvestment.
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The Sanghai and the Shenzhen Stock Exchatayged operatioim December 1996 But
the marketvasminiscule untilearly 1992 when Deng Xiaoping’s “Southern Tour” sparked an
explosion of economic activitiexrosshe country. Share prices skyrocketed andvaround
of share issuance was triggered. Stocks were so popular ©august more than one million
people queued in the streets of Shenzhen to subsoriieares, which turned into a riot in the
evening whemmany of thenfailed to acquirea subscription form}® Share prices divedut
recovered after Beijing expresssmhtinuingsupport for its development atite Shanghai and
Shenzhen governments instrucfedhncial institutions to buy shares on the exchand&ut
the excess let loose by Deng’s gaign soon had its effect on the economy. Inflation rose
rapidlyandby 1994reachech dangerous level of 24.1%Forceful actionsvere takero reign
in the hyperinflationShare priceshen dropedfrom January 1993 until early 1928nd market
growth sbwed down During this period the number a$ted companies increased fromit3
1991 to 323 by the end of 1995, and funds raisetP@s rose fronRMB 0.1billion in 1991
to RMB18.5billion in 1993, but decreased to RMB &iftion in 199518

By 1996 tle macrceconomy had change@heinflation ratehad dropped aniditerest rates
were cut. Moreover, the government’s attitude towards the stock market alsgedh The
previous SOE reform policies came to a dead end andible SOE sector recorded a ness
in the first quarter of 1998, SOEs were desperately in nesdunding Various policiesvere
adopted testimulatethe stockmarketso that SOEs could raiseoneyon it. Share prices then
rose steadily from January 1996. By December, the ShanghgdSdm IndexXSHCOMP)
had more than doubled and the Shenzhen Composite I(B2<OMP) more than
quadrupled Increasingly Beijing became concerned amkasuresvere introducedo cool
down the market, but forged ahead. Eventuallywasdecided drastiactionswere needed
and thePeople’s Dailypublished an editorialsoundingharsh warning against “excessive
speculation” and voimg to bring the market under contrdlinvestors panicked and share
prices plummeted. Shortly the Asian Financial Crisis $wepregion and China’s economic
growth decelerated considerablfhe market became quiet with share prices moving in a
narrow range until May 1999. Again IPO and listing had to be slowed dowrftdruhescycle
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of up and dowrthe number of listed comapies increased ®61 by the end of 1998ndIPO
funds reached RMB65.2 billion in 1997.

In 40 days from 19 May 1999 tliBHCOMPjumped more than 65% and by 14 June 2001
both the SHCOMP and SZCOMP had more than doufled number of listed companies
increased to 1160 by the end of 2001 and IPO funds reached a historical high of RMB81.2
billion in 200022 Underpinning this boom were again changes in the macro economy and
supportive government policy. By 1999 the Asian Financial Crisis had subsided and the
Chinese economy stabilised. Exports picked ag,did the inward FDI; inflation became
deflation and interest rates were cut on multiple occasions. On the other hand, tlredd8QE
strategy fundamentally changed and the stock market was no longer ongssaesource of
finance but also a solution to the governance problems of SOEs. Large and medium SOEs
were decreed to diversify their ownership and increase equity firdti@erporatization and
listing were established as the primary means of reforrstly,anspired by the “detom
bubble” in the USfraudsters in China fabricated various-teich stories and audaciously
engaged in market manipulatiéhThe market boom was also partly drivenflaud

After reachingahistorical high on 14 June 2001etktock market entered into a bear market
lasting for 4and half years, during whicktock ndices lost more than half and market
capitalization to GDP ratio decreased from 48% to 18%.was suspended 3 times dndds
raised through IPO declineéd RMB5.7 billion in 20052% The securities companies as a whole
were in the red for 4 years series of shocking scandalgere exposed, greatly shaking
investors’ confidenceThe market was gripped by bitter debates triggered by a prominent
economist’s public denouncementibfs being “worse than a casind’Another economist
urged thegovernment to “close down the market and start a new one from scfaidie.
market slid to the brink of complete collapse. Again various measures were adoptgdup pr
the maket, but to no avaithis time. As the crisis intensified, the government realized that more
needed to be donA.campaign was launched to crack dowwmmarketfraudand instil a degree
of law and order. Investor protection was strengthened. Eventualljnéinket recovered in
2006 and experienced an enormous boom in 2007. By October 2007 the SHCOMP was nearly

6 fold of the levehtthe beginning of 2006. The number of listed companies increased to 1550

22 China Securities Regulatory Commissisapranote 18,pp.25 & 32.
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by the end of 2007 and major SOEs, the “national ci@ms}) including the giant statewned
commercial banks, were listed. Total market capitalisation rose to thedsiecthe world and
IPOs funds soared to RMB477 billion in 2007, by far the highest in the World.

However, the boom was shdinted and shares prices started to diapn October 2007
and, as the global financial crisis intensified, embarked on a free fall. By O20b&y the
SHCOMP hadsunkalmost 75%. Again various actions were taken to prop up the market and,
facing a looming economic eis, the country’s leadership made a dramatic decision to spend
RMBA4 trillion to stimulate the econon®).The floodgate for bank lending was also opened and
new loans in 2009 almost doubled the previous year's aniblihe stock market responded
fiercely ard share prices shot up. IPOs resumed and a new board, the ChiNext, was opened in
Shenzhen in 2009 to list growth companies. Funds raised in 2010 even surpassed the boom
year of 20072 But the effect of stimulation wasief. The market lost steam after Awgj 2009
and went on a downward trend from 2010. In May 2012 the government insgatieaulus
2.0,”% but the impact was negligible. As share prices continuously fell, the marketldnifo
another crisis. IPO was suspended for more than oneiglasnother cycle of boom and bust
started in 20144

In an aimto alleviate heavy debt burdens of corporate Chasawell as tofacilitate
entrepreneurship and indigenous innovattbe state machinery under the new leadership
Xi Jinping was mobilizedrom 2013to stimulate the market order formore companies to
access it. CSRC relad regulation and prioritised growth over law enforcement; the media
controlled by theCPC increasingly published bullish commentaries on the prospect of the
market andsenior government officials including the governor of Be®ple’sBank (PBOC)
gave optimistic talks;® interest rates and bank reserve ratios were cut. Subsequently, the
market staged a rally from July 2014 and by June 2015H@OMPhad risen more than
250%. Investors flocked in and borrowed money especially margin finareippded.The
number of listed companies increds$o 2797 by the end of May 2088 However, from early
June 2015 share prices nosedived and the SHCOMP lost more than 40% in jBshowuérs.
The government panicked and desperate attempts were megketiethe market. The so

2% China Securities Regulatory Commissieapranote 18p. 32.
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called “national bull market” became a disaster. Instead of allowing more caspam@iccess
the marketJPOshad to suspendgainandhundreds of companiegieuing for an IPhad to
wait for more timeThe plan to introduce EBS-style registratiorbasedlPO system to allow
more companies to access the maheet to be shelved.

The marketose from October 2015 in responsé¢he desperateescue actions takeiy the
governmentAs a result otheseactions a “national team” consisting of securities companies,
investment funds and other stam@ned financial institutions was formed, which actively
traded shares on the stock exchangader the direction of tHeéSRCto smooth out volatility?’
The government gained even more control over the mandeacquired an additionadol to
make sure thastock indexesnove in the range that it deems approprigdtewever,the
introduction of the saalled “circuit breakes” at the beginning of 2016, which was supposed
to "protect investors and calthe market' triggered panic sellingand tradthg was halted for
two days in the first four trading days of the year. The CSRC annoiineedl!d scrap the
systemon 7 Januaryby whichtime the SHCOMhadalreadylost more than 1% in just 4
days38In the following periodghe market moved in a narrow range with reduced volatility.
But the prices of small cap stocks continuously droppaile theindex forlarge cap stocks
movedupward. At the end of 2017 the index for tbkiNex market was even lower than the
bottomline reacted during the 2015 crisis, whergage SSE 50 Index, which comprsé0
large blue-chip companies, climbed about one third during the same peFinid.dvergence
is due to larger bubblgseviouslyformedin small cap stockand the government’s actions to
guide investmenin bluechip companies. As the market stabilized, IPO resumed and funds
raised via IPOs amounted to RMB149.6 billion and RMB235 billion in 2016 and 2017

respectively?°
[1. The Development of Law

Although shareholding companiegppearedrom the very beginningf the &onomic reform

and markets for stock tradingmergediater, there were few corporate and securitiesslaw
before 1992.tlwasnot until 1984 when the Shanghai government ratified a document drafted
by the PBOC Shangh#&ranchthat the first such type oflegislationcameabout* At the

national level, the first was a 1985 document issued by the State Administration foryindust

87 Zhang (2017).

38 BBC (2016).
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and Commerce permitting company registratfdmBut throughout this period, the national
legislature, the National People’s Congress (NPC) and its Standingni@es(NPCSC) as
well as the State Coungdid not enact any eporateor secutties laws The PBOC in Beijing,
which was designated as the market reguliatdr986 promulgated only one major piece of
relevant legislation during this peridd Since shareholding companies and stock markets
sprang upocally and local governments were the experimerdads promotersrules were
adopted by some local governmetagjuide experiment8ut these rulesvere rudimentary at
best. For instance,the first legislation by the Shanghai government has only 8 articles
altogetherlnvestor protection was not yet dmretagenda and shareholdeights were barely
mentionedn these locainstruments.

Following the “share fever” triggered by Deng’s “Southern Tour” in early 1992, a mnumbe
of regulationswereadopted by the central governmeBut it was afterthe riot inShenzhen
that legislatioracceleratednd aspecializedegulatory bodyvas set upThe top leadershim
Beijing realized the risk that a chaotic market wocddiseandthe importance ofaws and
regulations for an orderly markét.in October 1992 the State Council announced to establish
a new regulatory system, consisting of the State Council Securities Comm@®€)(&8nd the
CSRC. The SCSC would be a meeting system of senior government offigptsnsile for
policy formulation, coordination and organizing laws and regulations drafting, whitSRE
would be the executive officef the SCSC”®

After the SCSC and CSRC were set up, legislation was passed at gredtifsacehe
Interim Regulations on the Administration of Share Issuance and Trading wascaihofspril
1993%¢ This was a pillar of the legal system until the Securities Law was enacted8nlIt.99
was comprehensive, coverialf the relevanissuesoncerning stock issuance and tradifig.
implement this legislatiordetailedrules o information disclosure and aistecurities fraud
were issued by the SCSC and CSRC in 1993e SCSC and CSRC also promulgated a large
number of regulations and rules to govern other issues, such as the organization and
management of the stock exchangies regulation of securities companies and their businesses
like underwriting, proprietary trading, investment consulting and fund management, the

gualification and disqualification of securities practitionarsd so onLast abundant numbers

42 State Administration for Industry and Commerce (1985).

43 People’s Bank of Chinél990).

44 State Council (1992)
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of normative documentgjecrees,notices, etc. were issued, dealing wétl hocissues,
responding to changes or providing operational guidance. The total number of relevant laws,
regulations and rules had exceeded 250 by 1998.

In December 1993 the Company Law was adopted by thé&SBP&though it wascriticized
for its conservatism left over from the era of planned ecorfSrayegal footing for company
formation and operatiowas finally in place While other laws and regulations were passed
with high efficiency, he adoption of the Securities Law was long delayed dbgtér disputes
on some key issues and a turf war between two departments of tfBONPThe Law was
eventually passed in December 198&r thetop leadership intervened in the vea&f the
Asian Fnancial Crisis,and took effect from July*11999. Overall, the law was rigid and
restrictive, reflecting the government’s approach of heavy regulationoawticblcin the face of
wild speculation andampant fraudin the market! Nevertheless, the enacatmt of the
Securities Law markedhe completion ofthe establishment ofa basic legal framework
governing the stk market.On criminal legislation, the first & a Decision passed by the
NPCSC in 1995 to punish violations of the Company Laswvell as fradulent or unapproved
public offerings and false disclosure of financial information by listed corapahiThe
contentsof the Decision wereicluded inthe Criminal Lawwhen it was codified in 1997. The
1997 codificationalso added punishmenttsr insidertrading, divulging inside information,
fabricating and spreading false information and manipulating share prices by tnayirng>3

Despite the establishment of the SCSC and CSRC in 1992, the regulatory systened
fragmented. Theegulatory powemwasshared by otheministriessuch as the State Planning
Commission, the PBOC and the Ministry of Finan€ee Shanghai and Shenzhen Stock
Exchangs were under the control of theespective governmentMoreover, following the
central government’s practicprovinces and cities set up their own regulators, over which the
CSRC had nqurisdiction The CSRC was weak, isolated in Beijing and lacked authdtrity
was a series afcandals that led to changebeT'327 government bond futurestandal* and

Shanglai and Shenzhen governmenising local securities companies and bank money to

48 China Daily (1998).

4 Howson (1997).

S0Gu & Art (1996).

51 bid.

52NPCSC (1995).

S3NPC (1997)Article 180, 181 & 182

>4t is a scandal of trading on inside information and manipulatingegmf treasury bond futures, which led to
the bankruptcy of Wanguo, then the most prominent securities compariieanosure of the market for treasury
bond futures for 18 yearSeealso Greensupranote 12 pp.19-21.
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manipulate share pricégprompted Beijing to strighe two governments the control of the
stock exchangesvhich was achieve in August 19%urther dhianges were made after the
Asian Financial Crisisin November 1997 the CRi&cidedo reform theregulatory systerm®

The SCSC was abolished and the CSRC was upgraded to the rank of a full ministry. Th
PBOC'’s power of licensing and supervising securities institutions and invedumestwas
transferred to the CSRC. The quota system for share issues was abolished soStaé the
Planning Commission was no longer involved in the regulation of the stock niaxisting

local regulatorsvere taken over by the CSRC and new ones s&trap across the countBy

July 199%unified and centralized regulatory system had been establiBhed SRC became

a powerfulmarketregulator withphysical presence acragege country.

After thenew system was establishélde CSROaced the serious challengéwidespread
fraud. Corporate funds were routinely misappropriated, information falsificationfalsd
disclosure were normal practi@nd market manipulators engaged in audacious s@08.
and 2001 are remembered in the history of Ckistdck market for the revelation of a series
of outrageous scandalsThe CSRC was forced to launch a campaign to crack doviraud.

As thestock indexeslropped further and the markeasan existential crisithe CSRC was
pressured to strengthésw enforcementwhich washelped by theegulatoryoverhaul with
increased resourcds the meantime, laws and regulations were amended and new rules were
adopted to provide more protection to investors. In August 2@8CSRGlecreed that at least

one third of directors of a listed company shouléhoependent® In January 2002 a corporate
governance code for listed companieas adopted® As scandals continued and tbesis
worseneda largenumber of rules, documents aad hocnotices were issued to d@ss such
issues as relatgoharty transactions, use of funds by listed companies, takeover and asset
restructuring, independence of listed companies from their controlling shamlawideso on.

In December 2004, the CSRC issued a regulation specifiéatlyminority investor
protection®® In 2005the Company Law and Securities Law were ameeatéhsivelyto offer
shareholders more legal rights and the CSRC more enforcement poeé&riminal Law was

revised as well in 2006 to close loopholes &ridcreasecorporate managerstiminal liability.

55 Kan (2010), p. 155-72.
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57 See infra discussion in Section 4.
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Subsequentlyrules previously adopted by the CSRC were updated in accordance with the
revisedprimarystatutes and more operational rules were issued by the CSRC.

By 2006 investor protectiohadimproved considerably. Major deficiencies in legislation
were corrected and investors offered more legal rights. Regulations, rules amativer
documents for investor protection were abundd&hiforcement was also strengthened,
witnessed by both the input of resouraes output of enforcement activities. In the following
years, legislation further multiplied andhe total number exceeded 12069 2013° The
enforcement system was further overhauled and the number of enforcement persitienel at
CSRC increased. Howevehe output of enforcement activitiesayedat the saméevel until
the 2015 crisisand he improvemenbf law and ordethad not sustainedFraud became
widespread again during the 2018 bubble and aother enforcement campaidgunched
after the crisised to a twefold rise in the number of individuals and institutions penalized by
the CSRC in 20152

V. TheRoleof Law in Market Growth

China has builirom scratcha complex legal and regulatory systgaverning the stock market

It consists of a largeumber of primary and secondary legislation as well as numerous rules
decrees, orders, notices, normative documentsTlkecCSRC has established a sophisticated
enforcement systerivided intoinvestigativeand adjudicativéunctionaries, central and lak
coordinative and fronline enforcemenbureausThe Ministry of Public Security has set up a
specialized bureawith 6 local divisiondor criminal investigation®® In addition, the SSE and
SZSEalsohave their surveillangesupervisiorand enforcemertask force Has thislegal and
regulatory system played a role in the growth of China’'s stock market? In economic
development law playa protectiveas well as ahon-protectiverole such as coordinating,
signaling credibility enhancing and providingiles for operations$* As far as the non
protectiverole is concerned, there is no doubt tifa¢ legalsystemin Chinahas the same
functions as that of other countries. Indeed, suggestedhatthe nonprotective function of

law is more prominent in camlized China, especially in the early stages of the economic
development® What is controversial is the protective role of law in China’s economic growth.

61 Xiao (2013).

62 China Seclities Regulatory Commissiqi2016).
6321 Shiji Jingji Baodao (2003).

64 Milhaupt & Pistor (2008), p. 31-8; Funk (1972).
55 Milhaupt & Pistor,supranote 64p.7 & 34.
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Therefore,this section focuseon thefunction of law for investor protection and examines
whethedaws on investor protection has played a role in the growth of China’srsilet.

China exrienced bouts of “share fevenhe of which caused a riot 1992, even before
basic laws for investor protection weneplace Between 1992 anwchid-2001 when the serious
crisis started, the market grew steadihd the number ofdted companies increased from 13
in 1991 to 1160 by the end of 2001. On the other haltitoughaws were adopted after 1992
and the basic legal framework had been established by 1998, laws on investor protetion w
rudimentary. For example, the Company Law 1993 was seriously defective ahddbats
and remedies that are critical for shareholder protection were glaringly &bBeen these
rudimentary laws were not enforcdthe CSRCdid not have aenforcement departmeunntil
1996 andpnce established in 1996, the department had no more than 3@ estalfferauntil
2001. There were few enforcement activities. For instance,atimeual figureof market
manipulation and insiderading casessanctioned by the CSRC was in single digtween
1993 and 200%7 Penaltieentered into by either the CSRC or the two stock exchandbs
forms of warning, public censure or fines against information misrepresentagieralso in
single fgure every year before 2064 As a result, markdraud waswidespread and blatant.
Even the Shanghai and Shenzhen governsmeganized manipulation to boost stock trading
and the two stock exchanges offered support. By the end of the 1990s and e@slynaeket
manipulation, false disclosure and misappropriation of listed companies’ funds by thei
controlling shareholderdiad become systemidisappropriation happened to 737 listed
companies out of a total of 12&7 the end of 2003, and the total amount of misappropriated
funds reached RMB113.2 billion, while the total profits of listed companies in thatware
RMB178.2 billion®® For false disclosure, one study estimated that 72% of listed companies
engaged in such misconduétor market manipulatio, eventhe CSRC estimated 80% stocks
were manipulated in 200%.0bservers of the market summarized that “China’s stock market
is a notoriously corrupt place. Securities firms, investment funds, finance comaadigsh
individuals all manipulate priceand spread prodigious amounts of false informatiGn”;
“insider trading and manipulation of the market have been conducted almespéially™”
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and were “something of an open secteBasically the market was in a state of “law without
order.”It wasindeed‘worse than a casinbdClearly law was irrelevant andvestor protection
did not play a role in the growth of the market during this period.

The markethen fellinto an existential crisis from mi2001 until 2005Why did this happen
while China’s macro economy was at its belsap@ Many secalled “opinion leaders” blamed
the State Council’s decision in June 2001 to sell down state shares on the exchampes, whi
increased the supply of shar&s.lt is likely that the market fell in 2001 because thibltie
became too big and a large number of companies mad€egsyever,while statistically
hard to provegualitative evidence strongly suggested thaarketfraud caused by weak
investor protection were also responsible for the crisis. Firstetigation of fraudled tosharp
falls of the share price andiped out substantial amounts ofarket value of companies
involved. For example, the price %fan Keji, alistedcompanyinvolved in a notorious market
manipulation scam’ plummeted from its higkst point of RMB126.31 o7 February 2000
to less than RMB10 in January 2002The share price ofinguangxiainfamous for forging
export contracts and receipts to fabricate prdfifgunged from more than RMB33 in August
2001 to just over RMB2 at the end of January 2002 and reached the 10@idailmovement
limit for 15 days continuouslyln April 2004 Delong Group, a privateconglomeratethat
acquired a web of financial institutions am@ught control of 3 listed companies for
manipulation, crumblé, wiping out RMB20 billions of market value in 10 trading d&fs.
Thesecases showed that a scandal had a devastating effect on the share price and market value
of a company. One study identified 212 scandals in the stock market between 1997 &id 2005.
Herce the effect on theverall market performancevas substantial. They were directly
responsible for the fall of stock indices and loss of market capitalization dursnggttod.

A scandal not only affected the involved stock, but might shake the wlasleetnFor
example, after thdraud of Yinguangxiawas publicizedon sunday5 August 2001, the
Component Index of Shenzhen where the company was listed lost 4.38% on the following
Monday, whereas the Index moved narrowly during the previous trading Yétekasvery
possible that the sudden plungighe marketmight be caused by the revelatiointhescandal.
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Since there were so masgandalsthe market was rocked repeatedly and share prices were
continually hit.It is possible thaeventually investorfound share investment was too risky
and decided to leave the market. The Chinese stock markebwjast “worse than a casino,”

but also had a reputation as “a minefield full of trapshe trip and an investor would be
“blasted to pieces®® Faced with sch a high and dangerous risk, investors understandably
withdrew from the market. That is why 2005 only 33%of all the trading accounts on the
SZSEheld stock$ The experience of the stock market during this period thus demonstrates
thatlaw is essenél for sustainingnarketgrowth. Fraudcausedy weak investor protection

not onlyhad devastating effects on market performance, but also erode investéice roos

in investing the market, both of which inhibited market growth.

The recovery of the maek in 2006 led to aenormousoom. The market reached a new
height and major statewned “national championsiere listed. Again there are different
explanations for the revival, butist noticeable thaty 2006fraudthat once plagued the market
had been curbed and a degree of law and order established in the Aagtapaign to force
misappropriated funds of listed companies to be returned was well underway afséatthe
Council’s intervention and the threaftcriminal sanctionsin the meantime aws on nvestor
protection had been strengthened and enforcement considerably implay&dstatutes were
revised and mitiple new laws, regulations and rules were adopted to provide more protection
for small investors.As a result, minority shareholdérkegal rights had been enhanced
significantly and various indicators suggsahihat by 2006 shareholders’ rights in China were
comparable to or even more generous than those of major developed ecdhdloiesnly
were investor offered more legal rightdjanges made in other areas also enhanced their
protection. For example, to prevent securities companies from misappropiadinglients’
funds, the CSRC decreed in 2004 that investors’ funds be deposited in commercichtheamks r
than with securitiesompaniegshemselvesThe Securities Law 2005 formally stipulated this
requirement®® Since then securities companies misappropriating their clients’ funds has
disappeared. The same law provided that one investor could only open one trading account and
the name of the trading account and the investor’'s name should be id&hfisah result, it
has beermuch more difficult for manipulators to corner a stock by using multiple trading
accounts and hide the fraud. The Securities Law 2005 also greatly inctieasese of the
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penalties ofbanning market entrydisqualification and suspending or revoking business
licenses® These penalties would have a stronger deterrence effect than the administrative fi
which in most cases is a small amount of RMBB0O forindividuals and RMB60000 for
legal persons at most. The revision of the Criminal Law in 2006 made directors aneéwitrer s
managers of listed companies or the controlling shareholders criminally liable f
misappropriation even if they gained no peadenefitt®

Not only were laws adopted to offer investors more legal rights, buetdercement had
also improved, which could be seen from both the input of resources and output of enforcement
activities. As for resources, first, the CSRC’s enforcdrdepartment branched out of Beijing
after taking over local regulators in 1999. In 2001, the enforcement unit of 9 major local
regulators was upgraded to become a bureau directly under the CSRC’s ¥adnttioé same
year a specialized enforcement burefw investigating insider trading and market
manipulation was set up at the CSRC’s headquaieBeijing and the total number of
enforcement staff at the headquastercreased by 32 to nearly 60he total number of
enforcement staff in the whole system increased to more thatt 2&pecialized bureau for
investigating securities crimes with 6 local divisions was established in 2002 Iinistry
of Public Security?? In 2007, the CSRC’s enforcement system was overhauled again.
Investigation and adjucktion were separated and a new department was set up solely for
adjudication 170 employees, nearly 3 times the previous figure, were added to the
investigation departments in Beijing and 110 at the local level. The total numbaff dosst
investigation increased to about 600, nearly 20 times the figure in 9@9addition, the
CSRC was offered more investigative power by the Securities Law 2005, mgcthéi power
to inspect and freeze bank accounts and securities trading accounts, to seizprapset,
and evidence, and to restrict securities tradfrfeurthermore, CSRC'’s capacity to detect fraud
was also enhanced. For example, local regulators were required to undegake re
inspections of listed companies and securities institutions; both Shanghai and Sheoadhen St
Exchangeset up a surveillance department and sophisticated computer softwaretalbeslins
to monitor abnormal trading and price movements in real time. This surveillanes systow

a key instrument for detecting insiderdirag and market manipulation.
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V.

From the output perspective, various studies found that enforcement activitessat
markedly from 2001. For example, data collected by Pistor &R05)indicated sanctions
by the regulators and stock exchanges moregoadrupled in 2001 from the previous year’s
figure; Luo et al (2005) in their study of law enforcement against listed companies for
information misrepresentation found that the sanctions by the CSRC and stoakgesmore
than doubled in 2000 and doubled again in 2001. While it was argued that the number of
enforcement actions was still too low in light of the total number of listed comp2rtiesie
is no doubt that enforcement intensified considerably after 2000. Enforcement activitie
increased furtér after 2005 and the total number of sanctions by the CSRC and the two stock
exchanges has since exceeded 100 every year.

As a result of all these efforts to enhance investor protection, the sdaser@musness of
market fraud haddecreased significantby 2006. The onceubiquitousstock cornerin@gnd the
audacious fraud of acquiring listed companies for manipulatidtangely disappeared, ascha
the misappropriation of clients’ funds and stocks by securities comp&aiesnd, although
there wersstill news reports about controlling shareholders stealing listed compéamels
the days when this happened to 737 companies out of a total of 188joma Third,
information misrepresentatiomasstill a serious problem. Companies still inveahprofits and
a large number still engagien other types of misrepresentation, indicated by the large number
of sanctions handed out by the CSRC and stock exchanges. However, compared to the days
when 72% of listed companies were estimated to have engaged in false distheser@as
no doubt that the situation hadproved. All in all, the scale and seriousness of market fraud
haddecreased consideratily 2006 which could be reason why the market revivétlithout
such improvement, it is reasonable to question whether the market could resurge in 2006 and
survive the 2008 crash and the prolonged bear market between 2010 and 2014.

To conclude, while the stock market grew steadily even though laws for investor protecti
were absent or not enforced before 2001ell into an existential crisis from mid001 and
pervasivefraud caused by weak investor protection was no dauleixplanationThe market
revived in 2006 after investor protection had greatly improwédch meanthatmarket revival
was based omprovementof investor protectionThe experience dhe stock marketluring
this periodthus demonstrates that law is necessary for market growth. It not only played non

protective roles, but also offered investors protection to sustain market growth.

Fundamental Causesfor Market Growth

9 Pistor & Xu (2005); Clarke (2010).
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A. Causesfor the Improvement of Law

The experience of the stock markdétarly demonstratethat, while lawplayed a role in
sustaining growth, the trajectory of development is growth first followedalw. The
shareholding system and the stock market emerged and grew in the 1980s whetegdlasic
and regulatory framework was absent and investor protection was none. WhieRBewas
set up and laws werguickly put in place after 1992, they were rudimentary for investor
protectionand basically unenforced until the severe crisis broke out in the early. 2080s
government’s decision in 1992 to establish a legal and regulatory systgmnompted bythe
market bubble and the “riot” in Shenzhéy,which pointwaves of “share fever” had already
occurred.The motivation was tdoring orderto the rapidly growing market. Similarly, the
improvement of investor protection and establishing a degree of law and order washgause
the crisis in early 2000s, by which time the marlat blready grown to a substantial size with
more than one thousand listed companiestand ofmillions of investors.These investors
became a powerful political constituency and their anger triggerdtel®xposure of series of
grotesque fraudand the fall of share prices put enormous pressure on the government
Moreover, as the number of investors grew, the demand for financial and stock market
information increased. In response, financial media and news reports rptetifehelping
inform investors ath enabling them to express views with stronger collective voides
government was motivated by another consideration to tackle fraud and enhance investor
protection. e stock market became a critical institutiynthe early 2000s after it had grown
to a substantial scale. It was ratly importantfor SOEfinance andeform but also seeas
crucialfor indigenous innovation, entrepreneurship and reducingrigie financial syster
However, with the decline of the mark#te implementation odll these strategies had to be
put on hold. To revivéhe marketjt was plain that fraud had to be curtailed and investors
offered more protections.

If the improvement diaw is caused by market growtihneeds to be askeuhy the market
grew in the first fpace.Fundamentally, political and ideological liberalization led to the growth.
First, he shareholding system and stock markets were allowed to emerge in the 1980s, just
because the ultrftist ideology that regarded capital as exploitative and e\sl gradually
abandoned and the polgidarring private ownership of production means was relaxed.
Speeches by Deng Xiaoping during his “Southern Tour” in 1992 further broke doleftidte
dogmas that market wascompatible with socialism. The political stigma attached to the

9 State Council (2004).
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shareholding system and the stock market was then removed, and the ideologicaliaad polit
obstacles for stock market development clegBedondpolitical and ideological liberalization

led to econmic reform and growthwhich underpinned the growth of the stock market.
demand for alternative sourceSSOEfinancing was created, after funding from government
budgets was cut offis a result of SOE reforim the late 1980s.As ideology andpolitics
regarding SOEs wefferther liberalizedafter 1992, the stock market was not just a source of
SOE financing, but also became a venue for reforming the governance qf&i0iag more
economic rationales for developing the market. On the other hand, as the economy gigw rapi
so did household disposable incomes and savings, providing sufficient supply to meet the
demandfor finance® In 1997 the CPC further liberalized its ideology and policy towards
private ownership® which spurred the phenomenal growth of the private sector aedaged

a new demand for finance. By the early 2000s meeting the financing demand of privat
enterprises became an urgent issue, hence the opening of the Small and -Biedaim
Enterprise Board in 2004 and the ChiNext in 2009. By the end of 2011 moreathafthe
number of listed companies was private enterpfi$es.

In conclusion, while law played a role in supporting the market growth, the
establishment of the legal and regulatory system and the improvement of invesotigmot
were caused by markefrowth, whichwas in turn caused by ideological and political
liberalization. Ideological and political liberalization was fundamental, bec#éusrought
market growth in the first placend market growth in turanderscoredhe improvement of
law.

B. Barriersfor Market Growth

Althoughthe stock market in China grew steadily and has become the secondifargest
the worldin market capitalisation, it did not reach its full potential and meet the financing need
of the economyBefore 2001 IPOs and listing veestrictly rationed with an annual quota of
thetotal number of companighat were allowed ttist and shareto issue.Many companies
including the most successful ones likkbaba and Tencenthad to opt to list on overseas
markets.Since 2001 companies have to queube approved by the CSRC for an IFEYen
after having beerapprowed the timing of the IPO and listing is determined by the CSRC.
The longestablished practice is that the CSRC controls the IPO pace according té marke

97 For example, household bank deposits increased almost tenfold between 1980 anad 9E8SS (1980);
NBSC (1988).
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conditions. Whetthe market is hot, approval is loosened and the pace quickens; when it is cold,
approval is tightened and the pace is slowed down or IPO is completely suspendedag/hich h
happened many time§he number of companies queuing for an IPO amounts to huralteds
the timein recent yearameaning years’ wait. On the other hand, China hastha&ceedingly
high saving rate. More than one hundred and fifty trillion RMB is now deposited in bahks a
the size of China’s shadow bankingilgrown to $8.5 trillionby 2017°! Ever since the early
2000s the Chinese government has adopted a strategy of developing the stoctoraapietrt
the real economy and reduce risk in the financial system, but this has not been achieved as
wishes as testified by the 2015 dss

Why doesthe Chinese governmehaveto tightly control IPOs®hy do companies have
to queue years for an IPO while more than one hundred trillion BMBposited in banks
Fundamentally this is because thgtock market produces very low retg for investors.
Research reveals that between 1992 and 2013 the return of the SHCOMP stocks was slightly
above one, meaning that RMB one yuan invested in a-vedighted portfolio of SHCOMP
stocks in 1992 would virtually yield a real return of zer@bg3 between 2000 and 20bhe
RMB invested in a weighted portfolio of stocks listed in Shanghai and Shenzhen would
decrease to 0.9RMB in real terms!®? The dismal return of China’s stock market is
substantiated by the poor performance of dividend payouts. In the 1990s few companies paid
cash dividends. Even by 1999, 59% companies did not pay any kind of dividends (cash or
bonus sharesP3 Overall, it is found the average annual dividend/price ratio of the mainland
market was just over 0.75% between 1990 and 2010, the worst by a long way among the 12
major markets of both emerging and developed econd¥fi@ecause of the fall of share
pricesand the CSRC'’s pressure on listed companies to pay more, the dividend yield increased
to 1.04% in 2009, 1.14% in 2010 and 1.82% in 2011. It was announced by the CSRC in 2012
that the average dividend yield of the 300 bithg companies reached 2.34% in 2011,
exceeding that of S&P500 stock8.The CSRC thus proclaimed that China’s stock market had
a value for longerm investmentBut this claim is misleading. The ridkee interest rate was
much higher in China. Even the governmset oneyear deposit rate was above 3% in 2012,
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while the yield of one-year treasury bills in the US was lower than 6’%¥he markebased
interest rates in China were even higher than the official ones. For exanepknciled
“wealth management products” were popular among Chinese investors and evensthe safe
depositequivalent products originated by banks yielded around 5% anmJally.was
misleading to compare dividend yields without considering thefmeskinterest rates and the
former is still considerably lower than the later in China. The low dividends arguecto
companiesetaining profits for business expansibfost companis paid naor little dividend,
simply because they made no or little profit.

The lowreturn ofthe market isunderscored by low profitability dhe listed companies.
Listed companies were described as “a capigstroying machineh the 1990sandabundant
capital raised from the market were wasted or simply disapp&&raafits created by these
companies were lower than the opportunity cost of the equity capital they éWrigue
average ROHreturn over equitydf listed companies published by the CSRC was 7.63% in
2000}1%ower than that of nofisted companies and much lower than 19.1% of the largest
1000 listed companies from developed countries and 14.62% of the largest 200 companies from
emerging marketst! The ROE decreased further to 5.35% and the ROA (return over asset)
was only 3.02% in 2001, while the official interest rate for one-year bank loans was%$285%.
The ROE increased from 2003, exceeding 10% in 2006 and reachingtthmedligh of 14.7%
in 20071131t then crashed in 2008, recovered in 2009, but dropped again from 2011, staying
at 9.63% in 2016 Other research suggests that ROE of listed companies is actually much
lower than the CSRC figure. One study found that the average ROE of Chinese companies
only 7.83% in 2010, while the figure of listed companies in the US was 13%®nother
study revealed thahe ROE was 11.14% in 2010, 9.85% in 2011 and 7.6% in 2012, and the
median ROA was only 5.58% in 2012, again lower than the official interest rate fgeane

bank loang-1®
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Ample evidence demonstrates the profitability of listed companies as a whole isdahea
stock market produces little return for investors, which explli@ market’s limited capacity
to allow companies to raise funds and become listedyduydhe goverment has to tightly
control IPOsFor a long time, China’s stock market has been in a bubble and the government
uses IPO control to limit supply of stocks to the market in order to maintain highpslta®
that are not matched by corporate profitahiNihy is the profitability of listed companies low?
First, the dominance over the market by inefficient SOEs surely reduced thitalilitf.
China’s stock market has long been dominated by SOEs. Although the number ofQiE®d S
had decreased to 47% of the total by the end of 2011, they still accounted for 90% of the total
assets, 86% of the total revenues and profits, and 74% of the total marketzeuioiteft’
Listing was supposed to improve SOES’ governance, but serious problems rentzme5@©
beenriddled with endemic corruption, excessive wastes and chronicle mismagragé&hn
such a state of governance, how can listed SOEs perform well in profitabdgg®nd, it is
surprising thatlisted private companies were even less profitable. One study found that
between 2002 and 2006 the ROE of private companies was lower than that of listed SOEs, in
2005 being1.4% as against 8.39% for SOE3By 2011 the ROE for private companies was
12.12%, still lower than SOEs’ figure of 14.5188Why does this oca@ As of the end of
2006, 62.47% of thdisted private companies were from the manufacturing sector with
excessive competition artgyht profit margins, while SOEs dominated the lucrative sectors
such as finance, communications, public utilities, infrastme and natural resource
exploitation!?! It is clear that, due to entry barrier to the lucrative sectors, the profitability of
private companies is low and the profitability performance of listed compas a whole
suffers. Third, low profitability is 4o caused by thdifficult business environmemntith
numerous bureaucracies and predatory financial burdéas well as the fact thaww-end
industrial and service companigsth tiny profit marginscomprise the majority of listed
companies in Chin&?

It can be seethatSOESs’ dominance over the stock market and the lucrative busextsss
leads to low profitability, whiclcausedow market returnwhich in turn explains whyhe

growth potential of Chia’'s stock market was limited\pparently thee is anurgent need to
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profoundly reform the listed SOEs, to allow more private firms to enter tHeshand to break
down barriers that deny private firms entry into those lucrative sectdr€Hia’s state sector
reform has long been stuck. Even worse, some previous reform measures aindeg for
politicization and professional managemérave been reversatlring the leadership of Xi
Jinping?*Why hasthere been no breakthroughSOE reform?An answer can be found by
taking a closer look at the Constitution of both the country and the CPC, which ctately s
that “public economy” is the foundation of socialist China and “stateed economy$hould
be the “dominant force Why should it be the case? Because, as Xi Jinping candidly pointed
out, SOEs are the economic foundation for the CPC’s'faleis thus plain thatundamentally
politics and leftist ideologiesmpede economic refornit the political systems unchanged,
the potential of thestock marketvill remainlimited.

C. Barriersfor law improvement

Although investor protection has improved, the improvement halesrisustained and
fraud plagued the market again during the boom and bust of-2B1# After the crisis, the
government felt the need to punish some culprits. The CSRC launched ardtdreement
campaign, resulting in a twiold rise in the number of individuals and institutions penalized
by the CSRC in 201’ Essentially public enforcement of law in China takes the form of
erratic campaigns and being selectiviilling a chicken toscare the monkeys2® It lacks
consistency, persistence and real credibility. On the other hand, privateeeméot by way of
lawsuits brought by investors is negligible. The introduction of the shareholdeatoer
action into China in 2005 turns outtie “much ado about nothing” and basically no such action
has ever been taken against malfeasant managers or controlling shareholdstsdof |
companies?® The deterrence effect giivatesecurities litigation against misrepresentation,
market manipulation and insider trading is minimal, becaheeSupreme People’s Court
imposed various restrictions on such lawsuits and the class action was prdfilftiedlly,
the media are now muzzled and play no role in combétug, as do private institutionBk e

Muddy Waters Researcthat profits from investigating and exposifrgud 13!
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Why is public enforcement erratic and selective? In China whether a lawriseehdr not
depends much on whether the top leaders are serious about it. Instead of faheviawgand
enforcing it consistently and persistently, enforcement agencies he¢ ti®a and direction
from above. This is because in China top leaders but not law has the supreme authority and
power, and enforcement agencieare not independent. e fundamental reason fdhe
ineffectiveness of public enforcement is political. For the private enforceshiaw, first, the
ultimate reason why the shareholder derivative action is useless is béwajughciary is not
highly respected and trusted by the publicThe judiciary is controlled by the CPC and the
government, meaning that judges are not neutral and inferipolitical and sociaktatus,
which erodes public faith in their impartiality and authority. Second, é¢hargies litigation
aganst misrepresentation, market manipulation and insider trading is ineffectoaeisee in
addition to the lack of authority and public faith in the judiciding, American styled opiut
class action is unavailable aedenthe optin group litigationpemitted by the Civil Procedure
Law is restricted by courts, which is in turn because ofGR&s strong suspicion of any
organized activity not firmly under its contréf2 The class action is not introduced and the
group litigation is restricted, becausgeged investors might otherwise organize thduese
posing threats to the CPC’s contrbhe government is just not serious in empowering investors
to call corporate managers to account by way of litigation, for fear of losingptdrst, the
media hae notplayed an important role in combatifrigud, because the praasChina is not
free Moreover,in a countrywhere governments and business are closely connected and the
police area government department, investigative journalists have reasonar tiofeheir
personal safety. Instead of beimpgotectedby the policefrom violent thugs hired by
unscrupulous business, they maydbeested. For the same reasons as well as the fact that the
CSRC stringently restricts short selling, the business motlgprafiting from fraud
investigation and exposure is infeasible and private institutions like Muddy WResesarch
would not emergén China.All in all, politics explains fundamentallwhy the improvement

of investor protection has nbeen sustained
VI. Conclusion

China has bilt from scratch a compldrgal and regulatory system governing thelkstoarket,
which actually played a criticadole in supporting the growth diemarket. It not only provided
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rules for the operation of the market and played otherpnotective roles, but also offered
investors protection. Although laws for investors protection \absenr unenforced before
the early 2000s while the market grew steadily, the market fell into an existentialfosis
mid-2001 and widespesl fraud caused by weak law was an explanation. The market revived
in 2006 after the investor protection had greatly improved fesuad were curbed. The
experience of the stock market during these periods thus demonstrates tisahdaessary
and did play a role in sustaining market growth. Howevés,crystal cleathatthe trajectory
of development is growth first followed by laand the strengthening of lawas driven by
market growth, whichivasin turnultimatelycausedy ideologi@l and politicaliberalization
On the other hand, the market did godw toits full potential andhe government has not
been successful in developing the stock market to support the economy as it wistezglyC
the market faces serious challesgefulfil the taks that are expected of the fundamental
reason is political and ideologicabnstraints. Such constraimtst onlyrestrict market growth
in the first place, but also limibe improvement dhw forinvestor protectiohat is necessary
to sustain maet growth.

The experience of the stock marketicateghatlaw would benecessary toustain Chinas
economic growth. iist, though the economy has grown rapidly so far and law might not have
played a critical role in the growtgrowthmaynot sustainf law remains weakjust like what
happenedn the stock markefThe stock market could be a window of the whole economy.
Second, if China wishes to reach a high level of prosperity, the whole economytraasfer
to an advanced stage whemnomic transactioriz'ecomehighly impersonal likenvestment
in the stock marketuringwhich lawmustplay amorecritical role Third, the stock markes
crucial tothe economic growth and lawassentiato the further growth of the markétence
law is impatant to the continuing growth of the whole econoigvertheless, the experience
of the stock market alssuggestghat politics and ideologies are fundamentehich makes
sensewith regard to the whole econom@urrently the economy is inhibited by vaus
restrictions. To allow the economy to continue to grow, China urgently needs tcopualdf
economicreform andiberalize the economy. Howeves the stock market demonstrats,
thesedepend oriurtherpolitical and ideologicalelaxation That s why manyeconomists and
policy advisers voice their opinions that China has come to a wbierte economic reform
would not gomuchfurther without political and ideologicahangesMoreover, just like law
for investor protection in the stock market,ilis whole legal system remaisabstandard
and inadequate.dlsustain China’®conomicgrowth, the legal system has to be overhauled

and law greatly strengthed Nevertheless, ithout plitical and ideologicathangesthere is
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considerable doubt as twow far law canfurther strengthenin Ching despite the CPC’s

heightenecefforts to build ‘asocialist legal system with Chinese characteristics”
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