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Chinese financial markets — how have they evolved

and where may they go to?*
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Introduction

Chinese financial markets have grown rapidly since their
inception in the early 1990s, although financial interme-
diation still remains primarily bank-based.! The rapid
growth has called for an effectual regulatory frame-
work and the China Securities Regulatory Commission
(CSRC) has improved its work substantially over the
recent years.? However, deficiencies still prevail due
to market fragmentation, lack of institutional investors,
weak transparency and market irregularities. Further-
more, the listed companies themselves are problematic,
because they are dominated by state controlled and fi-
nancially weak enterprises. While WTO accession has
fostered financial market reform together with a grad-
ual capital account liberalisation in China, much still
remains to be done (cf. Zhang Ruosi 2002: 21).

Stock markets

The development of China’s stock markets has been im-
pressive. Until early 1990 China had no stock market at
all. At the end of April 2005, the two Chinese stock mar-
kets, the major one in Shanghai and its smaller counter-
part in Shenzhen, together had about 1,463 listings and
a market capitalisation of close to 406 billion US$. To-
gether, these two markets comprise the second largest
market in Asia after Japan and the largest emerging
stock market in 2005 (see Chart 1 and Table 1).?

The indicators do not reveal some important special-
ities of Chinese shareholdings. Institutional investors
still play a minor role on the stock markets even though
changes are gradually implemented. Open-end funds
have been made available since September 2001 and so-
cial security funds are assuming more importance in
the capital markets as China wants to finance the re-
tirement provisions by a combination of funding princi-

ple and pay-as-you-go.* Gradually, also insurance com-
panies and commercial banks will be permitted to ac-
quire shares. In early 2005 the China Insurance Regula-
tory Commission approved direct purchases of domestic
stocks to selected insurers in order to boost the stock
market after a downturn of the A index in 2004. Most
recently, the government has outlined steps to boost de-
mand for equities, including allowing commercial banks
to set up fund management arms and permitting insur-
ance companies to acquire shares (FT, 12.7.05).

Table 1: Stock market indicators in China

Market Listed

capitalisation companies

(in % of GDP)
1992 4.4 52
1993 9.4 183
1994 8.0 291
1995 6.0 323
1996 13.9 540
1997 23.0 743
1998 244 853
1999 33.4 950
2000 53.8 1,086
2001 45.2 1,154
2002 37.4 1,235
2003 36.0 1,296
2004 27.0 1,377
2005/03/18 24.0 1,463

Source: World Bank 2004; Datastream.

Presumably about two third of listed companies in
China are state-owned and ownership is usually con-
centrated at one major shareholder. Due to this split
shareholder structure as less as one third of shares of
listed companies may be traded on stock exchanges (cf.

LFor the first quarter of 2005 stock and bond issues have only accounted for about 1 percent of funds raised by companies with the
rest coming from the vulnerable banking sector. FT, 12.7.05: 5; data refer to the first quarter of 2005.

2After its work seemed to be ineffectual for years, it improved since Zhou Xiaochuan, the present governor of the People’s Bank of
China (PBC), was in charge of the CSRC (2000-2002). Cf. Heilmann 2001: 9ff.

3Chinas market value comprises the value of A and B shares traded in Shanghai and Shenzhen.

4Cf. Heuer 2004: 14ff. In September 2004 the CSRC approved the establishment of a National Social Security Fund (NSSF) which
would be allowed to invest part of its funds in the domestic stock markets. The raised funds should complement the current pension
system overloaded with an increasing amount of aging people. Cf. Pun 2005.
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Chart 1: Market capitalisation of the top 10 emerging stock markets in 2005 (in billion US$)
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Source: Datastream, China Stock Markets Web, 27.4.05; World Bank 2004.

Chart 2: Price comparison of A and B shares (in US$) of enterprises listed on both markets (April
2005)
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Source: Thomson Financial Datastream.
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Chart 3: Markdown of B share prices compared
markets

0,
S0 Lujiazui

5 ;',

i
\

80%

70%

L

60%

50%

40%

30%

20%

10%

0%

5

to A share prices of enterprises listed on both

Dajiang (Group)

Dazhong —

-
4

-20%

Source: Thomson Financial Datastream; own calculations.

PiBler 2002b: 5-7; FT, 12.7.05). Trading takes place in
different markets for A, B and H shares. A shares are
denominated in Renminbi and issued in China (Shang-
hai and Shenzhen), B shares are denominated in for-
eign currency and also issued in China, while H shares
of Chinese companies are denominated in Hong Kong
dollars, issued in Hong Kong and targeted at foreign
investors. Foreign investors can also buy so-called “red
chips®, shares of companies based and listed in Hong
Kong with Chinese interest up to controlling interest.?
As of the end of January 2005, 1,353 companies were
listed on the A share market, while 110 were listed on
the B share market and 109 on the H share market (cf.
Lin 2005: 2).

Because of this market fragmentation, price differ-
ences occur between A and B shares. Prices for A shares,
which are mainly restricted to domestic investors, are
higher than of corresponding B shares, which are ac-
cessible to foreign investors, and considered to repre-
sent more appropriate pricing levels. In Charts 2 and
3 this is shown exemplarily for three shares of fairly
large Chinese companies that are regularly traded on
both markets, Dazhong, Dajiang, and Lujiazui. This
phenomenon can possibly be explained by the fact that
Chinese investors, with fewer investment opportunities,
are less sensitive to the price level of domestic shares.
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The government chooses the optimal issuing volume for
each firm so as to maximize the value of state-owned
property akin to what a monopolist supplier would do
in a segmented market (cf. Diao & Levi 2004: 1-6).

Some reform steps have reduced this market fragmen-
tation. Since February 2001 domestic individual in-
vestors can also invest in B shares, which were origi-
nally sold exclusively to foreign investors. This possibly
contributed to the decrease of price differences between
A and B shares as shown in Chart 3. Furthermore,
since December 2002 the qualified foreign institutional
investors (QFII) scheme has paved the way for the entry
of the first batch of foreign investors to the A share mar-
ket (cf. PiSler 2002a :4-6.% Chart 4 gives an overview of
the structure of Chinese financial markets. Bold arrows
mark the two changes that have reduced the market
fragmentation.

Although the QFII is a further step to the opening
of the capital markets for foreign investors, a deeper
investigation reveals several disadvantages. Size and
duration of business activity seem to be important cri-
teria for foreigners to be licensed as QFII, while the
CSRC still retains some degree of discretion regard-
ing which investor finally gets the licence. By April

SInterest in some Chinese companies can also be bought via American Depository Receipts (ADRs), shares of Chinese companies
denominated in US Dollar and issued in New York, London and Singapore.

SQFIIs can also invest in treasury bonds,
investment funds and any other investment
asp?a=r&artID=333.

listed corporate
instrument approved

bonds and convertible bonds, closed-end and open-end
by «CSRC..:. | Cf: http://www.kasbank.com/news/news.


http://www.kasbank.com/news/news
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Chart 4: Structure of the stock markets
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2005 twenty-seven international financial institutions”
formed the QFII scheme to invest in domestic equity
and bond markets with a total quota of 3.75 billion US$,
compared to six in February 2004 with a total quota of
1.7 billion USS$. The authorities, however, announced
in July 2005, that the total quota could be increased
to 10 billion USS$, thus more than doubling the amount
of money foreign investors can put into Chinese stock
markets (FT, 12.7.05). In general, an individual QFII
can only hold up to 10% of the share capital of a listed
company, while the sum of all QFIIs in a company shall
not exceed 20%. Furthermore, the restriction of capi-
tal transfers is strongly criticized by foreign investors.
Chinese banks, of which quite a lot have a doubtful rep-
utation, must act as trustees for foreign funds. Usually
these funds cannot be transferred abroad before one year
and only with admission of the foreign exchange office.®

Thus, the implementation of the QFII scheme does
not seem to change the priorities of the Chinese author-
ities. For them a major function of capital markets is
fund raising for the transformation of state-owned com-
panies into stock companies. Foreign funds and know-
how are welcome to solve these financing problems, but

Hongkong
el stock
J-] exchange

Red chip companies

only in a state-controlled manner. The restructuring of
two of the four large state banks, Bank of China (BoC)
and China Construction Bank (CCB), gives just one ex-
ample. They have been recapitalized with 45 billion US$
of foreign reserves at the end of 2003 and transformed
into private limited corporations. The Initial Public Of-
fering (IPO) of both banks is prepared for the end of
2005. Foreign banks, however, can currently only hold
up to 20% of shares of Chinese financial institutions.
To put forward the bank restructuring process, a simi-
lar approach to recapitalization is being projected for a
third state bank, the Industrial and Commercial Bank
of China.’

The recent changes in Chinese financial markets have
led to an unbalanced opening of the capital account.
While the implementation of the QFII scheme allows
limited inflows of funds to the Chinese financial mar-
kets, there are still no comparable and realized reform
steps for outflows. The CSRC plans the implementation
of the qualified domestic institutional investors (QDII)
scheme which enables domestic institutional investors
to buy H shares and red chips, both traded in Hong
Kong. Furthermore, similar to ADRs in New York, the

TUBS Warburg, Nomura Securities, Morgan Stanley & Co, International Ltd, Goldman Sachs & Co, Citigroup Global Markets
Limited, Deutsche Bank, The Hongkong and Shanghai Banking Corporation Limited, ING Bank N.V., JPMORGAN CHASE BANK,
Credit Suisse First Bank (Hongkong) limited, Nikko Asset Management Co. Ltd, Merrill Lynch International, Hang Seng Bank,
Daiwa Securities SMBC CO. Ltd., Lehman Brothers International (Europe), Bill & Melinda Gates Foundation, INVESCO Asset
Management Limited, ABN AMRO Bank N.V., Société Générale, Templeton Asset Management Ltd, Barclays Bank PLC, Dresd-
ner Bank Aktiengesellschaft, Fortis Bank SA/NV, BNP Paribas, Power Corporation of Canada, CALYONS.A. Cf. CSRC homepage:
http://www.csre.gov.cn/.

8The time limit rises to three years for closed-end funds.

9Because of significant structural changes during a policy support to the agricultural sector, the fourth of the large state banks, the
Agricultural Bank of China, will be included in the overall reform of rural financial institutions. Cf. IMF 2004a: 17f.


http://www.csrc.gov.cn/
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Chart 5: The development of Chinese stock indices
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Source: Thomson Financial Datastream.

stock exchange introduction of China Depository Re-
ceipts (CDRs) in Shanghai and Shenzhen could make
shares of foreign companies available to domestic in-
vestors. As a first step toward that goal, the social
security fund and some insurance companies have been
allowed to invest in overseas security markets in May
2004.

Chart 5 gives further evidence of the segmentation of
Chinese stock markets. It presents the development of
a stock index comprising A shares (A index) compared
to two stock indices comprising B and H shares respec-
tively (B index and H index).

Until the B market has been opened to domestic in-
vestors in February 2001 the development of the B index
has been much closer to that of the H index. The A in-
dex evolved differently, as it grew rapidly and reached
record levels in 2001 before suffering a downturn. After
opening up of the B market to domestic investors, the
B index quickly got ahead of the A index reaching even
higher record levels and a more severe downturn than
the A index. However, after the A market has been
opened to QFII in December 2002, the A index clearly
moved above the B index while both indices have de-
clined further after the People’s Bank of China (PBC)
signalled tightening steps with an interest rate increase
in October 2004.19

Furthermore, Chart 5 compares the Chinese indices
with the MSCI index (Morgan Stanley Capital Interna-
tional Inc. index) for emerging markets (EM MSCI),
which can be used as an international benchmark for
institutional investors capturing common market sen-

10Tt was the first interest rate increase of the PBC since years.

timents towards emerging markets such as the Asian
Crisis in 1997 and the Russian Crisis in 1998. The H
index follows most closely these common trends, the B
index had done so until it was opened to domestic in-
vestors, while the A index develops independently partly
due to the non-convertibility of the Renminbi (RMB),
in which A shares are denominated, but partly also due
to the Chinese domestic stock markets themselves. Rea-
sons are ineffective regulation, trading restrictions, lack
of transparency with listed companies, but also Chinese
market participants themselves, who are often claimed
to behave like gamblers rather than investors (cf. Bar-
boza 2005). Since the B market has been opened to
domestic investors, they seem to dominate its general
trend, which has become much closer to that of the A
index since then. The H market, therefore, may ap-
pear as a safer investment alternative for international
investors.

The impact on the unresolved status of state shares
on Chinese domestic stock markets, of which many are
not yet listed and traded, is also shown in Chart 5. Dur-
ing 2001 and 2002 the government sold part of its shares
and thereby contributed to a downturn of the stock mar-
kets. During its first announcement to sell 10% of state
shares in newly-listed companies on June 14th 2001, and
its halt of the sell down in the middle of 2002 due to on-
going pessimistic sentiments, the B index lost over 40%
and the A index over 30% of its value.

It remains to be seen which effect the most recent re-
form steps will have on the stock markets development.
In August 24 the Chinese authorities have announced
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that the share merger reform would be extended to the
whole market. Accordingly, all mainland-listed compa-
nies can choose a suitable time to merge their tradable
and non-tradable shares. This could result in a decline
of stock prices as formerly non-tradable shares will be
floating the market. In order to help prevent sharp falls
in stock prices, however, the Chinese authorities have
announced that controlling shareholders can buy back
company stock on the market and listed companies can
even repurchase stock with money raised through cor-
porate bonds or bank loans (CD, 25.8.05; AT, 27.8.05).

Bond markets

China’s bond market remains fairly illiquid and there
have been few corporate issues, although the issuance
of government and government-linked bonds has grown
over the recent years in order to finance projects on the
national agenda. The control over the market is en-
forced by an annual state quota fixing the amount of
government and commercial bond issues. In April 2005,
the volume of outstanding bonds was about 360 billion
US$ with approximately 63% government bonds, 33%
so-called policy bonds and only 4% corporate bonds.
The government has approved only a few large state-
owned enterprises to issue corporate bonds. Access by
foreign investors to the Chinese bond market, in the
form of investments in corporate and government bonds,
is still limited to QFII. In February 2005, the Chi-
nese government issued rules allowing certain foreign
development institutions, such as the Asian Develop-
ment Bank and the International Finance Corporation
of the World Bank, to issue corporate bonds in Ren-
minbi. However, the proceeds of the bonds can only be
used for investment projects in China, and cannot be
exchanged into foreign currencies or transferred outside
the country (HKTDC 2005). Furthermore, the Chinese
authorities expect that the underdeveloped bond mar-
ket gains more information about corporate governance,
management and especially transparency. Chinese com-
panies’ opaque and dubious accounting practices still
fail to provide bondholders with sufficient information
(cf. Schlichting 2004: 20; Ji & Thomas 2005). In ad-
dition to that, institutional investors still play a minor
role. Furthermore, the market lacks a sound legal frame-
work and the periodic injection of new issues on a regu-
lar basis and of diverse maturity (cf. Jingu 2002: 3-7).
Therefore, it is more convenient for approved domes-
tic enterprises to raise funds through bank loans or the
stock markets rather than issue bonds. A futures market
for bonds is also missing, because the government shut
it down in the aftermath of a trading scandal involv-
ing the Shanghai Stock Exchange in 1995 (cf. Tarallo
2002). Since none of these barriers is likely to disappear
anytime soon, the corporate bond market will probably
remain small for the near future.
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Conclusion

Chinese financial markets have grown rapidly and have
reached a significant size on an international compar-
ison. Institutional quality, however, still shows many
deficiencies. Stock market fragmentation and limited
trading of stocks due to split shareholder structure, inef-
fective regulation, lack of transparency with listed com-
panies, but also Chinese market participants themselves
are major factors. Furthermore, the liberalisation of
capital inflows and outflows still remains unbalanced.
The QFII scheme has lifted restrictions on capital in-
flows. Regarding capital outflows, however, the reform
efforts do not go much beyond the issuance of several
guidelines about the implementation of the QDIIs and
CDRs. While the government has (these) difficulties to
implement a widely controllable outflow-system, more
domestic enterprises turn away from the hindering dis-
advantages of the regulatory framework of Chinese stock
markets shown in price differences and limited access,
and prefer an IPO outside Mainland China.!!

The unbalanced opening of the capital account also
has an impact on the future development of the Ren-
minbi which so far has only achieved limited flexibil-
ity.!? Leaving the substantial asymmetry in the open-
ness of the capital account unchanged can introduce a
bias in the value of the exchange rate of the Renminbi
relative to its long-term equilibrium (IMF 2004b: 22).
A more balanced opening of the capital account offers
more driving forces on the exchange rate. On the one
hand a more flexible exchange rate would attract even
bigger inflows of money, because investors bet on fur-
ther Renminbi appreciation as it is now considered to
be undervalued. On the other hand, more possibilities
for capital outflows could have a dampening effect on a
Renminbi appreciation. As domestic investors in China
are highly limited by the governmental control, their
hunger for foreign markets should not be understated
(cf. The Economist, 2.3.05).

References

China Securities Regulatory Commission (CSRC). On-
line: http://www.csre.gov.en/en/jsp/detail jsp?infoi
d=1106033130100&type=CMS.STD

Barboza, David (2005), “Wave of Corruption Tarnishes
China’s Extraordinary”“ Growth, in: New York
Times, 3. March. Online: http://www.globalpolicy.
org/nations/launder /regions/2005/0322tarnishes.h
tm

Diao, Xifeng & Levi, Maurice (2004), “Stock Owner-
ship Restrictions and Equilibrium Asset Pricing:
The Case of China“. Online: http://www.cass.city.

EFor example in Hong Kong, 24 IPOs took place in 2004, which is three times more than at China’s stock exchanges.
In July 2005, the Chinese authorities ended the Renminbi’s decade-old peg to the dollar. They announced a 2.1% revaluation and
a system that set the currency’s value with reference to a basket of currencies.


http://www.csrc.gov.cn/en/jsp/detail.jsp7infoi
http://www.globalpolicy
http://www.cass.city

Im Fokus: Chinese Financial Markets / Schobert/Schulte

ac.uk/conferences/emg finance/Papers/Diao Levi.
pdf

Heilmann, Sebastian (2001), “Der Aktienmarkt der VR
China: Schlisselakteure und inoffizielle Spielregeln®,
in: China Analysis, No. 4, Center for East Asian
and Pacific Studies, Trier University, Germany

Heuer, Caroline (2004), “Das Altersrentensystem in der
VR China®, in: China Analysis, No. 37, Center
for East Asian and Pacific Studies, Trier University,
Germany

HKTDC (Hong Kong Trade Development Council)
(2005), “China Industry News‘. Online: http://
my.tdetrade.com/, http://www.tdctrade.com/alert/
cba-e0504a-2.htm

IMF (International Monetary Fund) (2004a), People’s
Republic of China: 2004 Article IV Consultation -
Staff Report; Staff Statement; and Public Informa-
tion on the Erecutive Board Discussion, pp. 11-24

— (2004b), Finance & Development, December

Ji Chen & Thomas, Stephen (2005), “China’s Bond Mar-
ket Matures, Slowly“, in: The China Business Re-
view, Vol. 32, No. 1, pp. 30-35

Jingu, Takeshi (2002), “Moving Forward in Reforming
China’s Capital Market®, in: NRI Papers, No. 40,
Nomura Research Institute, pp. 3-7

Lin Yixiang (2005), “Recent Developments in Chinese
Securities Market“. The Securities Analysts Asso-
ciation of China (SAAC). Online: http://www.saa-
thai.org/lin.ppt

PiBler, Benjamin Knut (2002a), “Schritte zur Offnung
des chinesischen Kapitalmarkts fir auslandische An-
leger: Ubertragung von staatseigenen Aktien und
QFII-Methode®, in: China Analysis, No. 19, Center
for East Asian and Pacific Studies, Trier University,
Germany

— (2002b), “Corporate Governance in der VR
China: Neue Vorschriften fiir borsenzugelassene
Gesellschaften®, in: China Analysis, No. 17, Center
for East Asian and Pacific Studies, Trier University,
Germany

Pun, Winnie (2005), “Investment in China’s A Share
Market. Now, Later or Never?, State Street Global
Advisors Hong Kong, Director of Investments. On-
line: www.ssga.com/library/povw/winniepuninvest
mentchinaashare20050127 /page.html

Schlichting, Svenja (2004), “Chinas Maérkte fiir Staat-
sanleihen, 'Financial Bonds’ und Unternehmensan-
leihen®, in: China Anlalysis, No. 36, Center for East
Asian and Pacific Studies, Trier University, Germany

Tarallo, Mark (2002), “The Futures of China’s Futures
market”, in: Futures Industry, January/ February.
Online:  http://www.futuresindustry.org/fimagazi-
1929.asp?a=752

World Bank (2004), World Development Indicators

200/, Washington: Development Data Center, pp.
266-269

9

Zhang Ruosi, Rose (2002), “The World Trade Organi-
sation and the Reform of the Chinese Financial Sys-
tem", in: China Perspectives, No. 41, pp. 14-23

* The views and opinions expressed are those of the
authors and do not necessarily represent those of the
Deutsche Bundesbank.

** Dr. Franziska Schobert works as a financial mar-
kets adviser at the Centre for Technical Central Bank
Cooperation at the Deutsche Bundesbank in Frankfurt
(E-Mail: Franziska.Schobert@gmx.de).

Annika Schulte is a student of international economics
at the University of Tibingen with special focus on
China. She is currently studying at Fudan University
in Shanghai for one year.


http://www.tdctrade.com/alert/
http://www.saa-thai.org/lin.ppt
http://www.saa-thai.org/lin.ppt
http://www.ssga.com/library/povw/winniepuninvest
http://www.futuresindustry.org/fimagazi-
mailto:Franziska.Schobert@gmx.de



