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PREFACE

The key issue concerning the future development of the capital market is to
enhance the trading efficiency, to reduce transaction costs, to establish and
perfect transaction cost system, all of which would be of benefit to the capital
market in one country or even one region. Actually, this issue has already at-
tracted the attention of all parties, especially supervision authorities and stock
exchanges, with the purpose to improve the competitiveness of securities mar-
ket. The research history of transaction costs is short, and the extensive study
only began in 1980s abroad, while the study has just started in China. The book
analysis issues on transaction costs and transaction cost system in our securities
market from aspects of market structure, market behavior and market perform-
ance, based on the analytical framework of industry economics. The main study
and innovations of this book are as follows:

(1) For the first time, the book studies the structure, behavior, perform-
ance of Chinese securities market and transaction cost system and its reform, by
combining the analytical framework of industry economics with theories on trans-
action cost system of securities market, and makes efforts to extend research
methods of securities transaction costs, which has been a research difficulty and
a major issue in the fields of economics and finance for a long time. Based on the
rigorous theoretical analysis and abundant empirical data, the author puts for-
ward a theoretical question, whether the SCP paradigm of organization theory
could be applied to finance industry directly, and how the’theory can be ap-
plied. The result shows that the possibility of application of SCP paradigm in fi-

nancial industry should not be denied, but the influence of institutional factors
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must be fully considered when analyzing the Chinese financial industry under the
background of the system transition.

(2) The author analyzes the market structure of Chinese securities market
competitive behavior of securities agents, and performance of securities market
along with the consideration of incomplete information and institutional factors.
And the result shows that our securities industry, with strict legal barriers, has
such characteristics as low concentration, low product ( service) differentiation,
and no real scale economy exists. According to the regional economy and actual
geographical distribution of securities agents, the author points out that different
regions have different features of competitive behavior. Based on the analysis of
performance of securities market, the author believes that our securities market
has not achieved the optimal allocation of resources, for the high profit of secur-
ities industry is realized under a fixed transaction cost system, which is a kind
of excess monopoly profit. Fixed transaction cost system, fixing the cost of secu-
rities transaction, restricts competition, weakens elimination mechanism, and
affects the international competitiveness of our securities market.

(3) Based on the analysis of our securities market structure and securities
transaction cost system, the author points out that they are closely related, and
the current securities transaction cost system is a fixed transaction cost system.
Fixed transaction cost system weakens the elimination mechanism of securities
market, and affects the concentration of market share to excellent securities cor-
porations. At the same time, fixed transaction cost system causes the service dif-
ferentiation of securities agents unacceptable, and therefore affects the develop-
ment of product differentiation. These two factors ultimately lead to the failure of
scale economy of securities corporations. So, we can say that the fixed transac-
tion cost system is an important factor to shape our current market structure.

(4) Based on the analysis of the relationship between securities market be-
havior, ' performance and fixed transaction cost system, the author believes that
commission charges and costs or expenses directly determine the broking profit of
securities corporations, and transaction structure, market quotation, the scale

and structure of customers determine transaction volume. When transaction costs
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or expenses are high, usually reducing costs and expenses would stimulate
transaction volume, by expanding the scale and improving structure of custom-
ers. Securities corporations gain excess monopoly profits from a fixed commission
system and franchises, which causes the damage to the social welfare. And fur-
thermore , the fixed commission system affects the technological development
and the transaction innovation of securities industry and the international com-
petitive advantage of our securities market, and gives birth to quota trading.
Rent-seeking behavior would lead to barriers to entry into securities industry
(including commission system). So objectively speaking, our securities market
efficiency is low, which severely affects the resource allocation function of secu-
rities market. In order to achieve optimal market performance, the urgent task is
to reform current fixed commission system. According to the numerical distribu-
tion of securities corporations, the author divides the region distribution of the
securities industry into the oligopoly region, the region with many newly setup
business departments, the low concentration region consistent with the overall
structure. According to the different regional characteristics of competitive behav-
ior of our securities corporations, the securities corporations from the oligopoly
region have the cartel behavior, the ones from the region with many newly setup
business departments have predatory pricing behavior, and the ones from the
low concentration region have the comprehensive innovation behavior. Through
the predator pricing competition, some small securities corporations are merged
and market shares are further concentrated to several large ones, and some
small securities corporations survives, but are exhausted losing the competitive
ability. With the consideration of maximization of profit, the large corporations
will allow the existence of the small ones. In this way, the market reaches the
short-term equilibrium, which means that the dominating market structure are
formed.

(5) According to the reform trend of our commission system, the major
feature is reduction of commission and the progressive realization of floating ( or
negotiable) commission system. Therefore, the author analyzes the influence of

the adjustment of transaction costs on securities market. F ocusing on the influ-
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ence of reduction of commission on the market, the author develops the regres-
sion model of transaction cost system, analyzes its economic significance, and
draws the conclusion that turnover ratio, transaction volume and the number of
accounts are positively correlated. That is, with the development of securities
market and the increase of circulating shares, transaction volume increases,
but the reduction of transaction costs only plays a limited role compared to the a-
bove factors, therefore it is not the reason for excess speculation in securities
market. Moreover, based on the analysis of the influence of the reduction of
transaction costs on the trading structure and securities corporations’ revenue and
profit, the author believes that under the rational restriction of costs and expen-
ses, the most significant influence on transaction structure is that the retail in-
vestors will be encouraged to invest in securities investment funds, and therefore
turn to institutional investors, which promotes the development of investment
funds and the securities market maturity, because retail investors can not obtain
benefit from the reduction of commission, while institutional investors can. Re-
duction of commission will significantly decrease the profitability of securities
business departments. With the consideration of the existence of the excess prof-
its, reduction of the profit by the adjustment of commission will help remove the
excess profit, and improve social welfare. Based on the further analysis of the
impact of the reduction of stamp duty on the market return, the author believes
that the increase of the stamp duty has a significant impact on the volatility of
stock-market price, while the reduction of the stamp duty does not.

(6) Based on the analysis of the influencing factors of implicit transaction
costs, the author believes that stock market liquidity, volatility and efficiency
are factors that affect implicit transaction costs in Chinese electronic order-driven
trading system. Poor mobility, low efficiency, and high volatility would lead to
the increase of implicit transaction costs, which is a comprehensive index of the
stock market efficiency. Based on the game theory, the author establishes the
order-driven, bid-ask spread model, characterized by electronic open limit-or-
der market, and draws the conclusion that implicit transaction costs and the

probability of informed trading, volatility, the imbalance of bid and ask orders
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are positively correlated. The greater the information impact on stock prices, the
higher implicit transaction costs, and therefore the efficient market should have
low implicit transaction costs. The significance of these conclusions are as fol-
lows. First, in theory, the measurement indicators of the efficiency of stock
market generally include liquidity, volatility, effectiveness and transparency,
but it is difficult to measure the true state of market operation only by one or two
indicators, for different indicators have inconsistent changing trend, sometimes
even conflicting. Therefore, it has greater significance that implicit transaction
costs are used as a comprehensive index of stock market efficiency. Second, in
practice, the level of market efficiency can be tested by the change of implicit
transaction costs.

(7) Based on the decomposition of SSE 180-sh, the author believes that
in order-driven market, the inventory cost has a special meaning. First, the in-
ventory cost is the natural property of the order-driven market, and each inves-
tor will face the inventory risk. Secondly, in the order-driven market, the major
component of the inventory cost is still information asymmetry costs. The propor-
tion of information asymmetry costs decreases as the turnover increases, which
testifies that the transaction process is the process of the information releasing
and transferring, and informed traders will gradually reveal the private informa-
tion during the transaction process, and modify the interpretation of private in-
formation according to trading situation. The uninformed traders will also contin-
uously speculate and learn more information from the instruction stream, and
adjust their trading strategies accordingly. Therefore, the active secondary mar-
ket would help reduce information asymmetry and improve market efficiency. The
author also finds that the proportion of the implementation costs and inventory
costs increases slightly with the increase of the transaction volume, probably be-
cause the current market is relatively active, and the existence of price manipu-
lation increases implementation costs and inventory costs. Comparing the estima-
tion of the effective spread with the estimation of the Nasdaq by’ Stoll (1989) ,
the author finds that, compared with the foreign developed markets, implemen-

tation costs are relatively lower in Shanghai Stock Market, which is caused by
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different trading mechanisms, inventory costs are relatively higher in Shanghai
Stock Market, which is caused by the favorable position of foreign market mak-
ers, and the information asymmetry in Shanghai Stock Market seems low, but
quite high actually. Therefore, the current major task of market supervision is
still to strengthen the information disclosure to reduce information asymmetry a-
mong investors.

(8) Based on the research of the relationship between implicit transaction
costs and asset pricing, the author believes that information asymmetry cost and
turnover, scale and yield have significantly negative linear correlation, and in-
formation asymmetry cost is the important factor affecting yield. When the stock
yield decreases, implicit transaction costs and information asymmetry cost affect
the stock yield indirectly through influencing the market depth. That is to say,
when the yield decreases, due to the lack of the short selling mechanism, in-
vestors are more concerned whether the stock could be sell to achieve the mobili-
ty, compared with implicit transaction costs. And scale and turnover factors
would do a better job in the measurement of information asymmetry cost and im-
plicit transaction costs, compared with the market depth factors. When yield de-
creases, the risk factors also have important impact on yield, which reflects
that investors begin to pay more attention to the risk. Information asymmetry cost
and scale factors generally have linear negative correlation, which reflects that
large corporations reveal information to the investors more truly and quickly. In-
formation asymmetry cost and scale factors may piecewise show the characteris-
tics of a concave function.

(9) Based on the research of implicit transaction costs of securities market
and degree of information asymmetry, the author establishes the statistical mod-
el, and empirically tests the rationality. First, the author derives two kinds of
methods of the joint estimation of implicit transaction costs of securities market
and degree of information asymmetry from the theoretical framework of Roll and
GKN models. And then, the author separately estimates implicit transaction
costs and degree of information asymmetry of Shanghai Stock Exchange. The em-

pirical results show that implementation costs caused by information asymmetry
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is the main component of implicit transaction costs, which accounts for about
70% of implicit transaction costs. Previous single parameter estimation approach
neglects implementation costs, and replaces order processing costs for implicit
transaction costs, which underestimates real implicit transaction costs. Finally,
based on theoretical and empirical studies, the author believes that information
asymmetry is severe in the our stock market, and implicit transaction costs
caused by information asymmetry almost equal to explicit transaction costs, be-
coming an important component of transaction costs, which suggests that implic-
it transaction costs should not be ignored by securities dealers and investors.
Therefore, hybrid trading system should be set up, and market-making system
should be introduced to supplement auction system.

(10) Based on the comparison of the reform environment oversea and
home, the author analyzes the financial marketization, securities agents’ serv-
ices structure and anti-risk ability, openness of securities market and transac-
tion costs structure, and puts forwards the prerequisites and principles of trans-
action cost reform and choices of commission system reform program. The author
has the following viewpoints: (Dthe commission liberalization could be realized
gradually, in two stages, from the international commission reform experi-
ences. At the first stage, commission rate is lowered, the floor level of commis-
sion are set, and the commission standard above the floor level is freely negotia-
ted, that is, managed floating commission system is established. At the second
stage, the freely negotiated and completely floating commission system is imple-
mented. Currently, the first stage of commission system reform should be carried
out. @the thoughts on the stamp tax reform and development of turnover tax are
put forward. Stamp tax rate should not be reduced significantly recently or stamp
tax is eliminated, on the contrary the stamp tax should be lowered moderately,
and substituted by the capital gains tax, and individual income tax on bonus is-

sues should be reduced or even not be levied.
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