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Abstract

Mature corporate governance and mature capital market are inseparable
from mature behavior patterns of investors as well as benign interaction be-
tween investors and listed companies. Without shareholder activism, espe-
cially institutional shareholders activism, corporate governance cannot be
fundamentally improved.

China’s capital market has made considerable progress over the past
twenty years. Presently, investor base includes retail investors, domestic
institutional investors and foreign institutional investors. In recent years, a
diversified group of professional institutional investors have grown rapidly,
which include securities investment funds, insurance companies, social pen-
sion funds, corporate annuity, QFIIs, and etc. By the end of 2011, retail in-
vestors held 26. 5% of China’s A shares by free-float market capitalization,
corporate shareholders held 57. 9%, and professional institutional investors
held 15. 6%. But it should be noted that the trading of retail investors ac-
counted for more than 85% of trading value in China.

Due to the small scale of institutional investors and a structural imbal-
ance among investors, the market is overwhelmingly retail-driven, and
short-term oriented. Irrational trading behaviors by retail investors, such as
speculation on IPO, small cap stocks and poorly performing firms, and

short-term trading, have long been prominent features of China’s capital
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market. As a result, the valuations of poorly performing companies, small-
cap firms, and companies with speculative stories are much higher than
those of large-cap stocks and blue-chips. The unrealistically high pricing
could not impose sufficient capital market discipline upon listed companies.
Meanwhile, it would incentivize the controlling shareholders and manage-
ment of listed companies to focus on short-term interest, and prevent them
from seeing the forest for the trees in the pursuit of stock return maximiza-
tion, which lead to inefficient allocation and utilization of listed companies’
resources.

Unlike retail investors, institutional investors uphold the philosophy of
value investments and long-term investments. Therefore, they can play a
stabilizing role in the market and discipline listed companies. For example,
they can help provide checks and balances in listed companies’ decision-
makings, mitigate the problems arising from excessive shareholding concen-
tration, and improve the quality of listed companies. In recent years, as
China’s stock market reforms progress steadily, corporate governance of lis-
ted companies has been improving, and rules and regulations on investor
protections have been increasingly sophisticated. These regulatory develop-
ments provide a good institutional environment and policy support for insti-
tutional investors to actively participate in corporate governance. Institution-
al investors in China have been increasingly active in corporate governance,
and a number of successful cases have emerged. But overall speaking, due to
the ownership structure, legal environment and many other factors, “activ-
ism” among the institutional investors in China is still in its infancy, and
mainly focuses on superficial topics such as refinancing, management rela-
tionship, related party transactions and information disclosures. In nature,
their behavior is “passive” and “speculative”.

The practices of shareholder activism should be based on sound investor

relationships management of listed companies. As China’s capital market
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open up at an accelerated pace, more listed companies go international and
multi-list on overseas market. Therefore, listed companies have familiarized
themselves with investor relations. As evidenced by activities like road
shows, the opening of investor relations website, and the investor visits,
listed companies in China have been aware of the importance of investor rela-
tions management in corporate governance, and have tried actively to com-
municate with investors.

Lots of evidences both in theory and in practice show that institutional
investors’ participation in corporate governance plays an active role in sol-
ving problem of insider controlling and promoting shareholder activism.
Nevertheless, owing to constraints, both internal and external, such as im-
perfect market mechanism, the quality of listed companies, development
stage of institutional investors, retail investors’ irrational behavior and polit-
ical barriers, shareholders in China play a limited role in participation in cor-
porate governance. Concerted efforts of regulators, investors, listed compa-
nies and other market participants are needed to improve corporate govern-
ance and promote shareholder activism.

First, improve capital market mechanism to build a mature and stable
market environment. On one hand, efforts should be made to improve quali-
ty of listed company, solve the problems of excessive ownership control and
insider control, and foster more blue-chip companies to satisfy needs of dif-
ferent investors. On the other hand, it is important to improve IPO regula-
tion, delisting mechanism and cash dividend policy, increase investment val-
ue of the market, promote the long-term and rational investment philoso-
phy, and discourage over-speculation on IPO, small-cap or junk stocks. In
this way, long-term institutional investors such as QFIIs, social pension
funds and corporate annuities can be attracted to markets and value investing
can prevail.

Second, foster different types of institutional investors. The scale of in-
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stitutional investors’ ownership is vital for institutional investors’ role in cor-
porate governance and stabilization of markets. At the present stage, meas-
ures should be taken to expand the scale of social pension funds and corpo-
rate annuities. As mature and active shareholders, QFIIs have extensive cor-
porate governance experience. However, QFIIs have not yet played an active
role in corporate governance. Hence, as China’s market environment im-
proves, QFII’s size should be gradually increased.

Third, develop qualified investor system to ensure customer suitability.
Investing is a professional activity and involves complex financial knowl-
edge. Investors differ importantly in terms of knowledge, risk tolerance and
experience. Qualified investor system can help investors buy products suit-
able for them, promote rational and long term investments and thus enable
investors to participate in corporate governance more actively and effectively.

Fourth, improve legal system to empower shareholders to participate in
corporate governance. First, laws should be revised to put power in checks
and balances and eliminate excessive ownership concentration and insider
control. Second, judicial remedy should be improved to strengthen the pro-
tection of minority investors. Third, legal restrictions to institutional share-
holder investments should be eased to remove equity holding limits that
hamper institutional investor’s participation in corporate governance.

Fifth, advocate long-term, value and rational investment to promote ra-
tional capital market culture. Policy measures in this respect include intro-
duction of customer suitability system and discouragement of excessive spec-
ulation and mentality of “getting rich quick”. In the meantime, measures
should be taken to curb over-speculation on IPO, small-cap or junk stocks.
Investor should uphold philosophy of rational and value investing, and do re-
search on corporate business model, corporate governance and business op-
eration to avoid buying on rumor, herding and short-term trading. Only in
this way can the equity culture of rational investment be fostered.
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