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Foreword

It is now accepted internationally that there are three objectives in
regulating secur ities markets. These are: (1) the creation of fair and
transparent markets; (2) the protection of investors; and (3) the
prevention of Systematic risk. These three principles permeate the entire
field of regulation of securities firms.

A secur ities firm plays a central role in the day-to-day operation as
well as the development of a securities market. Securities firms act as
brokers, they trade for themselves, they underwrite the issue of
securities, they act as sponsors for listing candidates, they act as sales
agents for open ended funds, they manage assets for clients, they give
advice on securities, and some engage in venture capital. In each of these
areas of activities, a securities firm owes to its clients and to the market
in general a set of duties. For every market to work effectively, it is
important that these duties are fully reflected in the system of regulation
and that supervision should be based on the effective enforcement of the
rules and principles set out in the regulatory code.

At the same time, firms should be given the right incentives to act in
the best interests of its clients and of the market. Any good system of
regulation should ensure that those who sped time and resources to observe
rules and regulations are rewarded, and those who do not, are penalised.
No market operates well when rampant unlawful behavior goes

unpunished. In such a situation, there is no incentive to observe rules
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and regulations. Thus regulation should have a dual focus, namely,
encouraging all firms to build their branding on the best professional
“services they can provide and making sure that every firm spends
sufficient time and resources to ensure compliance of rules and regulations
by their staff.

In fact, in all mature markets, firms build their branding on their
responsiveness to their clients’ needs and their contribution as good
citizens of the market. The regulatory systems in these markets give the
good firms space to innovate, thereby rewarding them, and penalise the
bad firms by restricting their field of activity until they prove themselves
worthy. This can be achieved in the mature markets, because they have
regulatory systems which can distinguish between the good and the bad. If
we are to aspire to become a mature market in due course, we must
cultivate this ability. But how can we do this?

We must have a regulatory system which enables the regulator to
understand the strengths and weaknesses of each securities firm well. This
requires rules and regulations which make detailed and regular reporting
by securities firms essential. Securities firms must be guided by a
workable set of conduct rules and principles. They should also be guided
by another set of workable rules to ensure their financial soundness. The
regulatory system should then require the regulator to make regular as well
as ad hoc inspections of fims. A system of monitoring of activities of
firms and the market should be instituted. Finally, the system should
empower the regulator to act in a crisis, in order to protect the interests of
investors and prevent contagion to the market.

I would like to congratulate Dr. Jiang Yang for writing this book..
This book contains valuable comparative studies of regulatory systems in
other markets. At the same time, issues in our own market are analysed.
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This book will provide a valuable source of reference for anyone interested
in improving the management of securities firms. It will also offer
regulators a useful, first “port of call” when they need to find inspiration

for solving a future problem.

Liang Dingbang
Beijing, May, 2001.
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Abstract

This book examines the role of securities firms in China’s financial
system as well as their problems. It begins with an introduction of the
establishment and development of securities firms in China, followed by
an international comparison in order to elaborate, both from economic and
legal perspective, the rational of the regulatory system of China’s securities
firms. The book covers the general features and assesses the evolution of
the regulatory system of China’s securities firms. Finally, the book
proposes the regulatory framework of China’s securities firms in different
development stages and makes further discussions on how to improve
China’s regulatory system in an open economy.

The book has several distinctive features as follows,

First, the study of the regulatory system of securities firms is based
on the theory of economics and law.

In theory, the book argues from economic perspective that the
existence of market failure makes government intervention necessary which
provides “public goods” to correct market failure. In accordance with
theory of law, it proposes that the regulatory system of. securities firms
should be built upon the principle of a fair, just, open and efficient
market, while improving efficiency and promoting social development.
However, a free market economy could also cause social inequity. In a
free market economy, where private law is advocated and private property
is protected, its extreme autonomy of private law leads to abuses of rights

and wide gap between the rich and the poor. It also causes social inequity
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and deepens social conflicts. Therefore, government’s involvement and
coordination should also be stressed in order to defend public interests and
adjust various relationships while protecting individual interests by laws.
Tax and law systems could also promote social equity and mitigate social
conflicts.

With regard to regulatory methods, two different ways should be
adopted because of operational differences among securities firms. One is
prudential regulation and the other is opportunist behavioral regulation.
Prudential regulation stresses economic nature of regulation; it regulates
financial risks inherent in incapable of doing business or business failure,
which is hamnful to the public, however, it does not benefit itself.
Opportunist behavioral regulation puts emphasis on law; it regulates those
who break law on purpose to benefit themselves, for examples,
misappropriating client’s margin, fraud, manipulating market and insider
trading. However, the objectives of the two different methods are the
same, which is to protect investors’ legitimate interests.

Second, the difference between the regulation of commercial banks
and that of securities firms is reviewed. Although they are bpth financial
institutions, their different functions make it necessary to apply different
regulatory methods. First, clients’ assets are not required to be segregated
from banks’ assets for the regulation of commercial banks, while they
must be isolated from their own assets for tie regulation of securities
fimms. Banks are in a position to use the money placed by depositors to
finance their assets. In contrast, the clearing funds for securities
transactions (or deposits) in the hands of securities firms are not
liabilities of securities firms to investors, or rather they are clients’ funds
operated by securities firms under trust agreements. Therefore, the

regulation of commercial banks does not require to separate customers’



