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Abstract

In contrast with the situation of other countries, the Chinese market
of negotiable securities has long suffered an imbalance in the marketed
volume of the two major categories, i.e. bonds and stocks. Whereas stocks
have attracted almost all the attention of investors, bonds—especially
corporate bonds—have all along seemed to be neglected. This drawback
gravely threatens the health, the standardization, and the balanced
development of the market. Therefore, it is highly desirable to introduce
various types of bonds and to modify unnecessary restrictions so as to
facilitate market access of corporate bonds. These measures, apart from
giving better play to the functions of the capital market in distribution of
resources, in capital raising, and in improving corporate management, will
be important prerequisites for solving the problem of structural imbalance of
the securities market of our country. They will also be unavoidable steps to
be taken to lower the systematic risk of the financial market.

Against the generally favorable economic environment by virtue of the
policy of further perfecting the mechanism of the socialist market economy
and developing the securities market, which has been adopted by the
government following the 16th Congress of the CPC, many enterprises in
our country have shown interest in exploring new types of instruments on
the basis of the system of bongds, especially as a means to compensate for
the present slump in the stock market. And option bonds, as a type of
hybrid instruments that combines the characteristics of both stocks and
bonds, being easier to be accepted by all parties on the market and

consequently easier to be applied and disseminated due to their nature as
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options like stocks, have been experimented by some enterprises in capital
operation and refunding. As it is precisely observed that “Financial life
knows no talents, experiences alone account”, this book sets out to study
the operation of option bonds—a new type of bonds sharing some
characteristics of stocks and also the sole convertible bonds on Chinese
securities market—based on its 10-year performance on the market, with a
view to providing enterprises with one more optional instrument in handling
increasingly intricate financial ventures and to helping promote the
development of a rational, coordinated securities market in our country.

This book consists of six chapters grouped into four parts.

The first part is an introduction that covers an exposition of the
significance of the project, a brief review of researches dedicated in this
field home and abroad, identification of the questions and the main points
to be dealt with as well as the methodology adopted.

The second part, including Chapters One and Two, expounds the
theories and the raison d’etre of option bonds and outlines the history, the
necessity and the prospects of their development in China. Chapter One
establishes the theoretical framework of the study and shows the necessity
of the emergence of option bonds. In defining the concept of option bonds
and some other relevant notions, it explores the intension of the concept of
option bonds by probing into the hierarchy of concepts of derivative
instruments, hybrid instruments, derivative bonds, and option bonds, and
points out that option bonds are a new type of instruments with one or
more options embedded in bonds, which belong to derivative bonds. And
then it analyzes their requisites by classification and discusses their three
major characteristics. The chapter concludes with an observation that
convertible bonds are a natural choice of the current development of option
bonds in China. Based on their 10-year operation on Chinese market and on

a review of their evolvement and an analysis of the reasons for their
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entering a mature phase of development, Chapter T'wo clarifies the concrete
requirements for the further development of option bonds with a forecast of
their future prospects.

The third part, composed of Chapters Three, Four and Five,
addresses the operation of option bonds—funds raising, investment, and
management of venture capital. From the perspective of an enterprise
circulating funds, Chapter Three discusses the significance of raising funds
through option bonds, studies the question of primary decision of the
enterprise subject circulating funds and the modeling of refunding decision,
and conducts a positivistic analysis of the influence of raising funds through
option bonds on the value of an enterprise. Chapter Four is devoted to
investigation of the question of pricing option bonds and to a value analysis
of investment by option bonds. Having suggested two pricing systems—the
option-oriented pricing system and the bond-oriented pricing system, the
chapter, with illustrations, makes a theoretical research into the tendency
of the two systems to become identical with each other, while pointing out
the differences between them. The latter section of Chapter Four makes a
value analysis of investment by option bonds—puts forward and expounds
the idea of the profitable leverage of investment by option bonds, stressing
its double function of avoiding risks and investing which is reflected by
significant wealth effect on the market. And Chapter Four closes with a
study of the general ideas, strategies and techniques of investment by
option bonds. Chapter Five deals with management of the option bonds
venture capital. It discusses the various risks concerned and the
corresponding preventive measures to be taken from the perspectives of
both the party that raises funds and the party that invests. Considering the
reality of the securities market of China, convertible bonds are largely taken
as the sole object of study in this part.

Chapter Six constitutes the fourth part. This part provides a
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positivistic analysis of the validity of the sption bonds market in China. In
view of the fact that convertible bonds are the sole type of option bonds on
the securities market in our country and that a positivistic analysis requires
an adequate quantity of samples, this chapter confines its scope of
discussion to analysis of the validity of the convertible bonds market in our
country. Voicing the necessity and urgency of study in this field and
-specifyin'g the strategy and the methodology adopted here, the chapter
conducts a positivistic analysis, with the method of test for sequential
autocorrelation, of whether the convertible bonds market in our country has
assumed the weak form of efficient market, using as subjects all the 31
convertible bonds in Shanghai and Shenzhen Stock Exchanges.
The concluding remark of this book lists the questions that call for
further study in this field.
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