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Abstract

The structure character that public firms controlled by state
surpass others has been formed during the development of Chinese
stock markets and the special character which is a departure from
mainstream pattern is criticized widely and regarded as original sin
of Chinese stock markets. However, former literatures can’t pro-
vide proper explanation of state ownership’s function. Through the
inter-variable of investor protection, this paper constructs a frame-
work concerning feasibility boundary and it’s microcosmic base of
stock market development, and surveys the state ownership’s func-
tion in this framework.

The main results of this paper are the following.

First, the development level of Chinese stock markets is higher
than other transition countries which have similar institution back-
ground and seedtime as China. This paper selects indicators from
five dimensionalities and finds that Chinese stock markets not only
have bigger scales than other transition countries, but also are bet-
ter than other transition countries in liquidity, financing ability, in-
vest return and the information content of stock price.

Second, there is a substituted investor protection mechanism in
the institution arrangement of Chinese stock markets. On the one
hand, the development level of Chinese stock markets is higher than

most transition countries. On the other hand, standard investor



protection institutions of China don’t work effectively. Thereby, if
we regard investor protection level as dependent variable and regard
three standard investor protection institutions as independent varia-
bles, there’s a gap between the development level of Chinese stock
markets and the protection provided by standard investor protection
institutions, which means there exists a substituted investor protec-
tion mechanism in the institution arrangement of Chinese stock
markets.

Third, this paper considers the institution arrangement that
the majority of Chinese public firms are controlled by state is a sub-
stituted investor protection mechanism. Based on the logic relations
of ownership structure, investor protection and stock market’s de-
velopment, this paper constructs a framework concerning feasibility
boundary of stock market development and a theory model of its mi-
crocosmic base. Thereafter, this paper demonstrates the two routes
through which state shareholding provides substituted protection
for investors: Firstly, during transition period when society trust is
low, the presence of state ownership in fact substitutes state credit
for firms credit, which provides a recessive guarantee of public
firms and supports investor’s confidence. Secondly, through pre-
serving the managers of state—owned public firms at state adminis-
tration list, the state shareholding structure controls managers’ mo-
tivation of plundering investors. The event study of state share-
holding reduction and logistic test of false information disclosure
provide experience evidence for these hypotheses.

Finally, this paper considers that the special ownership struc-
ture is not the cause why investors haven’t got enough protection.
Reservedly, the phenomena of investor violation root in the incom-

plete market orderings, law system and regulation of transition pe-
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riod. Under these institution conditions, standard investor protec-
tion mechanism can’t work effectively and the special institution ar-
rangement that the majority of Chinese public firms are controlled
by state provides substituted protection for investors and supports
the development of Chinese stock markets. Therefore, the reform
of public firms’ ownership structure should be a gradual process a-
long with the improvement of our country’s market orderings, law

system and regulation.
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