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Abstract

Stock market segmentation, a concept opposite to market integration, is the
phenomenon that the homogenous stocks have great disparity in price, return rate,
and risk owing to the restrictions on inter-market investment and trading, and
differences in the structure of investor among markets. Market segmentation is
quite common, even in those closely related developed securities markets. With
the advancement of economic globalization and the abroad application of the infor-
mation technology in financial market, the territorial and boundary limits on finan-
cial trading get much fuzzier. As many enterprises are dual listed, QFII and QDII
system put into practice, the innovative products as the Depository Receipt and in-
ter-market transfer and innovative mechanism released, and the cross border fun-
ding of listed companies and the cross market trading getting more and more fre-
quent, the link among different markets becomes tighter and tighter. As a result,
the inter-segmentation of the capital markets worldwide gets weaker and weaker,
and tends to disappear.

Restricted by the development and opening-up status, Chinese capital market
was factitiously divided into two capital markets, domestic and foreign. As the cap-

ital regulation in China was rather strict, the cross-border capital flow was quite
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difficult. Under such a circumstance, the twe markets in China are all through seg-
mented, especially represented by the price difference between the A stock and H
stock of those companies listed in both markets. On the other side, with china
joining in the WTQ, China begins to fulfill its commitment to open up its market to
the outside world. In addition, the QFII and QDII system have been implemented
successively. And the reform of share split and the RMB exchange rate forming
mechanism are advancing steadily. Hence, the financial industry and capital mar-
ket in China are getting more and more open. In particular, several H stocks have
been listed in A stock market since 2006, the inter-market linkage gets more tight.
It becomes more and more common for the two markets to rise or fall simultaneous-
ly , with the information transfer and communication between these two markets get-
ting easier and more frequent.

The research object of this paper is just the A and H stock markets, such two
segmented but related, notably different but inter-linked markets. The purpose of
this paper is to investigate the segmentation status of the A stock market and H
stock market by descriptive statistics, and to make empirical analysis on the inter-
market linkage property and its development direction. Then based on the empiri-
cal results, comments on the measures to eliminate the market segmentation are
made and further suggestions are proposed.

The significance of above research lies in providing theoretical guidance and
decision-making support for investigating the feasible measures to integrate the seg-
mented market and open up the closed market by the study on the forming mecha-
nism of market segmentation and the linkage mechanism under the market environ-
ment where the capital liquidity is limited.

The content of this paper includes the following four aspects. First, from the
perspective of both hard and soft segmentation (i. e. the capital regulation in Chi-
na and the outstanding difference between A and H share market in market price,
P/E ratio and volatility) , the existence of market segmentation is demonstrated,

the degree of which is measured. Then, by study on dependent variables of the
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stock price spread between A and H share, the forming mechanism of the overpri-
cing of the A shares, the causes of the market segmentation is examined. Next,
the linkage and its evolvement under the circumstances of market segmentation be-
tween these two markets are studied from the angle of both information transfer and
risk transmission. Finally, how to eliminate market segmentation and realize the
market integration efficiently is discussed.

Through above analysis come the following conclusions. First, market seg-
mentation does exist between A and H share markets, including not only the hard
institutional obstacles of capital regulation and investment restriction but also the
soft segmentation factors of market environment and subjective difference of inves-
tors. The main factors causing such a price spread are that the lack of need elastic-
ity and low development level of A share markets lead to the over price, highly lig-
uidity, serious information asymmeiry, and speculation preference of investors of A
share. The study on market linkage indicates that though segmented, the linkage
between these two markets is still prominent. Furthermore, the investigation on in-
formation transfer shows that bidirectional information transfer between A and H
share does exist, with the transfer from A to H share taking the dominant position.
In addition, the study on volatility transmission presents that the time interval of
the transmission between these two markets gets shorter after the foreign exchange
reform, but the impact getting stronger. The result shows that the A share market
is affected by both endogenetic volatility and ectogenic shock simultaneously, with
ectogenic factors of systematic risk gets stronger and stronger.

In the background of economic integration and financial market melting, Chi-
na is certain to open up its capital market completely. Thus the segmentation of A
and H share will not last for long. In particular, the price difference between these
two types of stocks will be surely eliminated gradually. The measures taken by the
government to eliminate the market estrangement, such as QFII and QDII mecha-
nism, dual listing, Through-Train Plan, issue of depository receipt, exchange in-

teroperability of the two markets are not advisable and feasible on the current mar-
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ket condition. Tt is well suggested in this paper that unloosening the capital market
regulation too urgent would cause large-scale arbitrage, which would in tumn lead to
shock of the financial market. In the principle of advancing the opening up steadi-
ly, and by fully exploiting financial innovation, it is well advised for Chinese gov-
ernment to integrate the A and H shares in three stages. First, enlarge the size of
QF1IIl and QDII and impulse the big-sized blue chips to list in both of the market
and red chips to return A stock market so as to promote capital intercourse, infor-
mation communication and mainstay amalgamation. Then, attach great importance
to the role of financial innovation, and activate index innovative financial products
based on the price difference between these two markets and arbitrage products for
inter-market linkage in a successive way so as to narrow the magnitude of the price
difference by making the use of indirect arbitrage function. Meanwhile, reinforce
the construction of the market itself and open up the securities operation to foreign
capital so as to eliminate the factors that cause soft segmentation, and thus to real-

ize the complete integration ultimately.

Key Words: Market Segmentation; market linkage; dual-listed; information

transfer; volatility transmission
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