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Abstract

In the process of the gradual economic reform in China, capital
market is the least developed one among the three factor markets, i. e.
capital market, laber market and land market. On the one hand, the for-
mer planned economic institution is phasing out; on the other hand, the
forming of market economic institution is not yet adequate to fill up the
gap. As a result, the national economy is in short of the supply of new
institution. The above backgrounds directly impact the institutional ar-
rangement and evolution-ary course of China’ s securities market, and af-
fact the nature of risks in securities exchange. To conduct such a research
under the background of gradual reform in China has both theoretical and
politic-al meanings.

The research is developed by an analytical framework of the Neo-
institutional Economics. It is believed in the paper that to meet the insti-
tutional supply in the securities market of China, firstly we should find an
ansmer to the problem of “having not” to by “having something new”,
and then can we turn to the problem of “imperfection” to “perfection” .
The two-phase problem-shooting process in China’s securities market is
associated with the tempo of overall economic reform and the efficiency in
settling tricky problems in the macro-economy. China’s securities market
is shaped in the process of institutional transformation. Hence, up till
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now the first impetus to institutional construction has keen from the gov-
emments. So the institutional risk is also resulting from the incomplete
market institution that is strongly government-oriented. If the above opin-
ion is advisable, the composite theory of M. Markowitz will be enlighten-
ing to estimate the degree of institutional risk in China’ s securities
market, and the efficient market theory remains certain authenticity in a
more abstract sense. However, both theories are based on the presump-
tion of a market economy. Therefore, explanations to the forming of vari-
ables in the analytical framework of this research, which should be adapt-
ed to the Chinese reality, are needed. This paper has always been con-
scious of the difference in presumptions for the problem from having not’
to ‘having’ and that of ‘imperfection’ to ‘ perfection’ . At the same time,
it is fully aware that both problems will bring hidden institutional risk to
the surface. When institutional risk in the securities market surpasses the
limit, social credit chains would be torn up, which would lead to the fi-
nancial crisis and the politicizing of economic issues. It is believed in the
paper that the prospect of China’ s securities market is up to the fact that
who will be the winner in the racing between the enforcement of the insti-
tutional risk and the evolution of new institution to kut the former racer
under control. Therefore, the research focuses on factors leading to the
institutional risk and the operating mechanism. It is obvious that such a
research is beyond cause and effect analysis. However in the methodologi-
cal meaning, it is still in accordance with the logic of “ medical check
first, prescription later” .

It is believed in the paper that institutional risk in China’s securities
market is rooted in the conflict, inevitable in gradual economic reform,
between the exterior institutional arrangement by government and rules
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inside the evolution of the securities market itself. This conclusion is
based on two important facts. Firstly, once a government-oriented market
is set up, even if still at an infantile stage, it will evolve according to its
own rules despite of the wish of government; secondly, the accumulation
of market managing experience and skills of the govemnment is lagged be-
hind the development of the securities market. Thus the supply of new in-
stitutions is always inadequate.

To be specific, China’ s securities market has four defections.
Firstly, the defection of market conditions; secondly, the defection of
market subjects; thirdly, the defection of content and mode of institution-
al supply and fourthly, the defection of market function.

First, the defection of market conditions is directly resulted from the
lagged — behind capital market. Market mechanism is not able to put hard
budget constraints on the state-owned banks. The necessary steps in the
development of bond market are improperly surpassed or omitted. Conse-
quently, the proportion among the three factors, i. e. credit financing,
bond financing and equity financing, is unbalanced. On the one hand, it
improperly relieves reform pressure on state — owned banks; on the other
hand, it depresses the development of the bond market, and creates the
pompous prosper of the securities market, which is based on the seeming-
ly “free” capital supply and will finally lead to great credit risk. The
overall financial resources are actually allocated in an inefficient way, just
opposite to normal market rules.

Secondly, the defection of market subjects is a tough problem during
the economic institutional reform. Two facts can be explained for the
above situation. Firstly, the ultimate propriety rights of issuing subjects in
the primary market are still obscure. Securities market in China is mainly
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open to the state-owned enterprises. Up till now, the game between the
institutional forms in the securities market and the state-owned enterprises
at least proves that thd incomplete institutions will induce strong oppor-
tunist incentives in all institution users. As a result, financing cost is
covered up, while risks are left to the market. Secondly, the structure of
the attendants in the secondary market are severely unbalanced, and the
market is lack of investors who can act as mainstays in improving market
performance and promoting its transparency. It has been proved that the
" intension to save state ~ owned enterprises through equity financing is a
failure. Instead of hardening the budget constrains of enterprises, it
becomes the biggest generator of institutional risk in the securities market.

Thirdly, as we all know, due to the mess of propriety rights, gov-
emments or functional depariments, and pseudo-representatives for “the
people” , are certainly dominators of the market. This makes the supply of
market institutions in the securities market bureautical and dictating. The
hidden meaning of administrative equilibrium is that govemment owns
absolute right to decide the course of institutional evolution of the securi-
ties market. According to the rule of symmetry between rights and respon-
sibilities, government assumes unlimited responsibilities for institutional
risk in the securities market. That is why when the market suffers severe
frustration, investors would expect the ceutral government and relevant
departments to rescue the market. It is both reasonable and natural.
Since the foremost objective of the government to set up the securities
market is to channel new financial resources for the reformation of state-
owned enterprises, there is no actual and clear relevance between the
capital supply and the efficiency of relative investments. On the contrary,
it goes to the adverse direction. When the government is responsible for
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the supply of new institutions, the incentive and restrictive mechanism
would encounter great uncertainty, and hence the institutional risk would
arise.

Fourthly, the defection of market function is the consequence of the
third defection. The institutional risk contained in the immature securities
market is directly reflected as market function defection in practice. The
core of the issue is about the frust worthy of, its transmission and the
structural unbalance of market subjects, which Institutional Economics
concerns most. To get rid of the information asymmetry has always been
the primary step in maintaining market order and justice. Under an imma-
ture trading mode for receivables claiming right, the institutional risk will
greatly distort the market function. The information of relative return rate
is not reflected on prices, and so presently scarce capital in China is not
utilized in a most efficient way. General speaking, the resource allocation
is not optimized and on the contrary the restrains of the equity market on
the performance of enterprises go to an adverse direction. On the other
hand, the structural defection severely lowers the efficiency of new insti-
tutions. Theoretical-ly speaking, the function defection makes people sus-
picious about the positive meaning of setting securities market, while the
structural defection makes people worry whether the securities market will
develop smoothly.

The primitiveness and institutional defection of China’s securities
market are equal to the institutional risk in analysis. Since the government
is in dominating positions for the institutional supply, the unlimited
responsibilities of the govemment decide that they should offer ultimate
credit guarantee for the whole securities market, and actually define guar-

antee margin. When we conclude that the objectives of the government are
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not in accordance with rules of the securities market, time becomes a dis-
pensable variable to judge its trend. Credit system in China is transform-
ing presently. In qualitative analysis, on the one hand, the positive role
that the government plays in institution supply for China’ s securities
market makes it possible for the so-called greét-leap—forwa.rd development
of China’ s securities market. On the other hand, with the maturing of
market institutions, the government is unwilling to recess from the market
when their role transformed from initiator of securities exchange institu-
tions to guardian. The reason is that the government has great rent-
seeking spaces with infantile institutions in the securities market, which is
dominated by the govemment. In an economic sense, nobody would give
up opportunities to maximize his interest, let alone the situation that the
whole Chinese society is chasing personal wealth under the present transi-
tory period from a planned economy to a market economy. Under such
backgrounds, it is no wonder that the institutional risk in China’ s
securities market reaches ’ three-to-seven’ , an unbelievable figure in the
developed countries. It is dangerous to indulge such situation to develop,
whether from a political perspective or an economic one. However if we
want fo establish a institutional construction of the securities market and
promote it to mature as the marginal revenue and the spreading of institu-
tional risk as marginal cost, to look for the equilibrium point is necessary
and critical both in theory and in practice. We can safely conclude that to
decrease the unwillingness of the public power to recess from the market
and to get rid of implicit guarantee of the public power for the securities
market are the critical factors in order to decrease institutional risk in
China’ s securities market.

The empirical analysis is aimed at exploring those factors, which
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generate institutional risks, and their transmission mechanism, and after
that there is relative thinking and research on corresponding strategies. It
is believed that we should start from the very beginning to get rid of insti-
tutional risk in China’ s securities market. Propriety right should be
clearly defined; reform on the state-owned enterprises should be speeded
up; and the function orientation of the securities market should serve the
purpose to optimize the capital allocation, a scarce resource, but n to
raise money and serve for the institutional reform of the state-owned
enterprises. Thus we should make institutional evolution of the securities
market from the government oriented to the market oriented. Public power
can only be used for the purpose of public interest to administrate public
affairs. Followed are the corresponding measures to the issue. Remove the
government’ s responsibilities for offering the implicit guarantee for the
securities market. Implement and perfect the regulations over trading
rules. Raise the opportunity cost of violation practices. Standardize the
behaviors of intermediary agencies. Explore the impulsive information dis-
closure system according to the Chinese reality. Strengthen the judicial
intervention. To sum up, there are five key factors to decrease the institu-
tional risk in China’s securities market. They are transparent propriety
right, information disclosure, judicial intervention, perfection of the
structure and opening to the outside world. With the deepening of China’
s reform and opening up, the paper projects that the institutional innova-
tion of trust monthy information disclosure would accompany the develop-
ment of China’s securities market. Accounting scandals reoccurring in the
US recently predicts that this problem would be a threat to the efforts to
decrease the institutional risk in China’s securities market in a long run.

The main innovative points of the research are as follows
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1. Through the thorough and sysiematic analysis, the research
endeavors to offer an effective framework for containing the institutional
risk in China’s securities market. It points out that the institutional risk
of China’ s securities market is rooted in the mess of propriety right of list-
ing companies, which leads to conflicts between the exterior institutional
arrangement by the government and the rules inside the evolution of the
securities market itself.

2. For the first time in a theoretical sense, the research defines the
development of China’s securities market as close to the “limit”, so as
that people can understand and deal with it better and more objectively.
When the institutional risk in the securities market surpasses the limit,
the social credit chains would be tom up, which would lead to the finan-
cial crisis and the politicizing of economic issues.

3. It is believed in the research that the accumulation of market
managing experience and skills of the govemnment is lagged behind the
development of the securities market. Whether the institutional risk in
China’s securities market will break out is up to the fact that whether the
evolution of new institutions to curb the institutional risk can win over the
spreading of the institutional risk .

4. Under the general backgrounds of a gradual reform process, the
supply of market institutions in the securities market is severely bureauti-
cal and dictating. The govemment owns absolute right to decide the
course of institutional evolution of the securities market. Accordingly they
assume the unlimited responsibilities for institutional risk in the securities
market. It also points out that the primitive and infantile stage of China’s
securities market is over now, but the peak period for the out — break of
institutional risk has not been over yet.
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