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Capital market in China started in 1990 as the Shenzhen and
Shanghai Stock Exchange went into being. It has entered into a new
era after 1992 when the socialist market economy system was estab-
lished. The rapid development of the two stock exchanges has achieved
what it take other couniries decades to achieve, with the scale expand-
ing dav by day and the operation conforming to standard. As the capi-
tal market develops, the problems of the reform of state — owned enter-
prises and innovation of systems are getting increasingly prominent.
Thus, how to usc the capital market to further the reform of enterprise
system, especially that of the state — owned enterprises, has become a
question for study.

Since its establishment, the Shenzhen stock market has made
rapid progress, occupying half of the countrv in the nation’ s stock
market. An overview of the development in the capital market of the
country can be reflected here. Bordering Shenzhen, Hong Kong is an
important financial center. Although Hong Kong set up its stock ex-
change in 1891, it has became a world capital market and financial
center cnly during the 1960s’ and the 1980s’ . The development of

the Hong Kong capital market and standard capital operation provide
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valuable experience for reference. Here, the study of the relationship belween
capital rarket and enterprise system innovations takes the Hong Kong and
Shenzhen stock exchanges as examples.

On the basis of the theory of system changes, the microstructure theory of
the stock market and asymmetric information as well as the principal and agent
theory, and taking the evolution of stock exchanges in Hong Kong and Shen-
zhen as examples, research has been done on the following:

1. Theoretical Analysis on the Relationship of Capital Market and Enter-
prise System Innovation

Analysis on the impact of capital market development on enterprise sys-
tem innovation, and the relationship of the enterprise system evolution with the
development of the capital market shows that: as a component part of the envi-
ronmental change in enterprise financing, the development of the capital mar-
ket will advance the internal technological innovation, assets reorganization
and system innovation, thus making the makeup of the enterprise system trans-
form to tre makeup that conforms to limited liability system; while the increas-
ing evolution of the enterprise system requires the expansion and perfection of
capital market so as to satisfy the needs 1o finance from outside.

As a mutually complementary system in the administering of company
system structure, the capital market has to submit itself to the targets selected
by the fund - providers. The selection and supervision of enterprises specifi-
cally cover two aspects: first is to correctly reflect and evaluate the perfor-
mance of enterprises; second is to have an intemal mechanism to make inferior
enterprises to be driven out of market competition once they are found, and
then thei~ resources are transferred to really quality enterprises. Two mecha-
nisms can be relied on to make this function work in the capital market: one,
a share price mechanism; two, a take ~ over mechanism. These two mecha-
nisms are mutually interdependent in practical operations.

As the external environment of enterprises changes, innovation of enter-
prise systzm will take the principal — agent relationship from within the enter-

prise as a core to have innovation of enterprises, i.e. to give incentives and
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place restrictions on mangers. FPeople who mange enterprises belong to a man-
ager market while the owners of enterprises belong to capital market. The two
markets interact. The agent problem in enterprises is effectively solved through
capital market, agent market ard other relevant markets.

In system innovation, the purpose and result of recombining of essential
factors are the reallocation and sossession of economic rent. The system inno-
vation is, in fact, a process of consuming practical resources. In order to cut
down the trading cost of system innovation, support from finance, particularly
from capital market, is required. Through the deployment function of resources
in capital market, the resource of next term can be paid in advance for the im-
mediate cost of system innovation.

2. Analysis on Substantial Evidence of Capital Market and Enterprise
System Innovation

The analysis on substantial evidence is carried out from the two aspects of
"general” to "particular” . The analysis on ~general” is conducted to illustrate
the relationship of capital market with enterprise system innovation through re-
structuring of listed companies in Shenzhen and Hong Kong, and also through
development of high and new tzchnology industrv as well as development of
private — owned enterprises, eic.

Restructuring is a process >f reorganization within various enterprises and
between enterprises, whose development process is the process of enterprise
system innovation. The restructuring of listed companies is carried out gradual-
ly under the precondition that the capital market, especially the funding envi-
ronments in the security market, is improving. The growth and development of
capital market have made the restructuring of listed companies possible. The
development of the stock market has changed the external environments of list-
ed companies, with innovation of system starting to take place within the en-
terprise.

The analysis on "particular” has been done on two typical cases in Hong
Kong and Shenzhen, i.e. Sherzhen Lionda Holdings Co., Itd. And Shen-
zhen China Bicycles (Holdings) Co., Lid.
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Study on Shenzhen Lionda shows the relationship of external environments
affecting the enterprise system change with the enterprise innovation: the com-
petitions of enterprises have caused Lionda to define its key capability and de-
termine its scope of business; relationship with fund — providers impels Lionda
to improve its information disclosure system according to requirements on a
listed company by the market.

Shenzhen Lionda has put forward questions on changes in the capital
market svstem in the course of its restructuring: first, the question of capital
displacement of listed companies; second, the question of further issuance of
new shares. Non — state — owned economic sector, as an improvement to the
shareholcing structure of a listed company, is much more restricted when it
seeks funding at the stock market, It is therefore disadvantageous for listed

companies to have capital replacement with non — state — owned assets.

As for the restructuring of debts payable to the non — domestic banks with
the case of Shenzhen China Bicycles (Iloldings) Co., Lid., the capital mar-
ket is required to make improvements on the following: first, the operating
mechanisin in domestic banks has yet 1o emulate the practice of international
banks. Next, how shall banks establish an effective cancellation mechanism
for bad d=bts. Third, how should banks supervise and safeguard their own in-
terests. Cm the other hand, enterprises should carry on innovation and im-
provemen! of system in order to adapt themselves to the market changes and
strive for survival and development in competition.

3. Solutions and Suggestions

In lizht of the analysis on the above cases, the relationship between the
development of our country’s security market and the innovation of enterprise
system has yet to be improved from the following respects.

The development of the stock market has similar stages all over the
world. As we are a new — comer in this field, we can draw lessons from past
experience of other countries and span some stages while, at the same time,
speed up the pace of enterprise system innovation. The evolution of enterprise

system has indicated a close connection of the development of stock market
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with the innovation of enterprise system.

Market change is a driving force to enterprise svstem. With the develop-
ment of the security market, market changes have exerted great influences:
first of all, the change in the property right of enterprise, which asks for the
relatively decentralized shareholders in an enterprise to make the capital —
providers to be more concerned over the operation of the enterprise. State —
owned enterprises need to solve the problem that one big shareholder can de-
cide the distribution of resources. On the basis of the existing conditions, the
introduction and fostering of non — state — owned market competitors could be a
good choice. Here, venture cap tal may bring about a great advance in the de-
velopment of private — owned enterprises. Next, market — orientation of listed
companies enhanced. Al present, most of these enterprises take the form of a
modern enterprise, but in reality their operations still fall far short of the re-
quirement of the market. This can be obviously observed from the case study of
Shenzhen Lionda and that of Shenzhen Zhonghao. To reduce the gap. enter-
prises are required to conduct innovation of systems, thus improving in essence
the incentive, supervisory and restrictive mechanisms for managers.

Enterprises are the operalional body in the capital market. It keeps
changing and then promotes the enterprise innovation at the capital market.
How to, in system, push the enterprise to become the principal part of the
market is particularly important at the turning point in our countrv to put an
end to the passive state of state — owned enterprises lacking innovative power
and falling behind the development of capital market.

Internationalization of security market is a symbol of maturity and good —
development. In the course of this internationalization, enterprise system is re-
quired to be improved and administered in substance aceording to the standard
of modern enterprises to realize the modernization and internationalization of
the system. On the other hand, the security market has to solve the following
problems: one, the problem of A share and B share; two, cooperation with
the Hong Kong stock market; three, to be a part of the international capital

market .
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