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Abstract

The pioneering study by La Porta , Logpez - de - Silanes . Shleifer Fl
Vishny (henceforth LLSV) (1998,2000) based on cross — country com-
parisons shows that the legal origin determines the legislative level and law
enforcement efficiency on protection to investors in a country, which had a
major impact on the financial development and economic growth. This pa-
per aims to break through the traditional research perspective that analyses
the relationship between law and the development of finance, and builds
an index system on the legal protection of Chinese investors to explore the
constant changes of intensity of the investor protection at different times
and stages in countries with only one law. What’s more, it analyses how
such changes influenced greatly the country”s financial level and capital
market development, in order to lay a foundation for China’s theory of le-
gal system and financial development and provide useful policy recommen-
dations for the improvement of China’ s legal system and capital market
regulations .

First of all, we elaborate the mechanism of how the legal protection
of investors of impacts the value of listed companies and the development
of capital market. Through the vertical recalling on China’s legal protec-
tion of investors and development of the capital market as well as the hori-
zontal comparison between nations, we generalizes China’ s evolution fea-

tures of legal protection on investors and development level of capital mar-



ket. And then, in the context the China’s reality, we propose the basic
theoretical assumptions based on theoretical analysis and construction of
models.

Secondly, we construct China’s first anti — affiliated transactions in-
dex system by assigning values to relevant changes of the system of legal
protection of investors since 1992 composed by China’ s anti - affiliated
transactions, the rights of shareholders against managers and law enforce-
ment efficiency, and tests the relations between the changes and China’s
stock market development. The result shows that obvious rise of the legal
protection level makes a significant increase in the value and scale of the
stock market, and the investors’ confidence reflected in the value of first
issued shares, at the stage of legal protection’s starting, developing and
perfecting, as the regulation of the transactions strengthened, the devel-
opment level of the stock market declined first and then rose.

Thirdly, we test the relationship between the protection of the share-
holders’ rights and the changes of Chinese financing structure. The re-
sults show that the rise of investors’ legal protection level increased the
size and level of direct financing and indirect financing with the financing
structure improving obviously, the market rate of capital rising significant-
ly, and the efficiency of allocation improving. At the stage of legal pro-
tection’ s starting, developing and perfecting, as the regulation of the
transactions strengthened, the level of direct financing and the develop-
ment of the financing structure declined first and then rose.

Then, we test the relationship between the protection of the credi-
tors’ rights and the development of the credit market. We construct Chi-
na’s first creditor’s rights index system, and assign values to the change
of each index measing creditor’ s rights sincel986, and then examine its
relationship with China’s credit market The results show that protection of
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the creditors’ rights had a significant impact on China’s enterprises credit
financing level. And with the strengthening of legal protection of credi-
tors, the level and the scale of corporate debt financing and bank loans
both improved, but there was no noticeable change on enterprises’ level
of bond financing in China.

Finally, we draw the conclusions of this paper and provide corre-
sponding policy recommendations in three aspects: the internal control
structure of enterprise, the external legal environment and the financial
system environment.

The paper aims to break through the research based on cross — coun-
try study by LLSV in the new epoch of Law and Finance. Compared to the
point made by LLSV that the legal origin determines the level of legal pro-
tection to investors which affects the development of financial market, we
try to illustrate that even with the same legal origin, there existing differ-
ence of investors’ legal protection in countries because of their various po-
litical and historical process. What’ s more, there still existing constant
changes of intensity of the investor protection at different times and stages
in countries with only one law which would have a major impact on the fi-
nancial development and economic growth.

Compared to get the assess of legal protection of countries at some
time, it’ s more complicated and confusing to catch the changes of law
with time passing by in one country, which combines the two separated
subjects of law and finance. That may be the reason why we could hardly
find the related research home and abroad. The blank in one hand pro-
vides the possibility of our innovation, in another hand it indicates the be-
ginning of pretty hard work. We do the research using empirical study in
China for the first time. With the help of four famous domestic law firms,

using about 3 years we construct a complete index of China’s investors’



legal protection including the regulation of anti — affiliated transactions,
the rights of shareholders against managers and law enforcement efficien-
cy, and trace the process from 1986 till 2007 going through 22 years at 50
points and 1,500 related laws and regulations to establish the system of
legal protection scores. At the same time, we expand the range of re-
search object at different aspects, except for the various levels of IPOs,
we consider the reaction of stock capital value, the size of stock market,
the credit market and the financial structure to the investors’ legal protec-
tion in order to have a overall look at the relationship between develop-
ment of capital market and investors’ legal protection in China. Further
more, we explore the speciality of Chinese capital market. By do the
comparision of legal protection at different stages, we find the inflection
point of the change between the relationship of legal protection and capital
market in China, and give our explanation and analysis with the transi-
tional back ground of China.

Keywords: Investors’ legal protection; the regulation of anti —
affiliated transactions; Capital market
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